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 United Nations A/RES/58/76 

 

General Assembly Distr.: General 
 8 January 2004 

Fifty-eighth session 
Agenda item 151 

 

03 45747 

Resolution adopted by the General Assembly 

[on the report of the Sixth Committee (A/58/513)] 

58/76. Model Legislative Provisions on Privately Financed 
Infrastructure Projects of the United Nations Commission 
on International Trade Law 

 
 

 The General Assembly, 

 Bearing in mind the role of public-private partnerships to improve the 
provision and sound management of infrastructure and public services in the interest 
of sustainable economic and social development, 

 Recognizing the need to provide an enabling environment that both encourages 
private investment in infrastructure and takes into account the public interest 
concerns of the country, 

 Emphasizing the importance of efficient and transparent procedures for the 
award of privately financed infrastructure projects, 

 Stressing the desirability of facilitating project implementation by rules that 
enhance transparency, fairness and long-term sustainability and remove undesirable 
restrictions on private sector participation in infrastructure development and 
operation, 

 Recalling the valuable guidance that the United Nations Commission on 
International Trade Law has provided to Member States towards the establishment 
of a favourable legislative framework for private participation in infrastructure 
development through the UNCITRAL Legislative Guide on Privately Financed 
Infrastructure Projects,1 

 Believing that the Model Legislative Provisions on Privately Financed 
Infrastructure Projects of the United Nations Commission on International Trade 
Law will be of further assistance to States, in particular developing countries, in 
promoting good governance and establishing an appropriate legislative framework 
for such projects, 

 1. Expresses its appreciation to the United Nations Commission on 
International Trade Law for the completion and adoption of the Model Legislative 
Provisions on Privately Financed Infrastructure Projects, the text of which is 

_______________ 
1 United Nations publication, Sales No. E.01.V.4. 
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2 

contained in annex I to the report of the United Nations Commission on 
International Trade Law on its thirty-sixth session;2 

 2. Requests the Secretary-General to publish the Model Legislative 
Provisions and to make all efforts to ensure that the Model Legislative Provisions 
along with the UNCITRAL Legislative Guide on Privately Financed Infrastructure 
Projects1 become generally known and available; 

 3. Also requests the Secretary-General, subject to availability of resources, 
to consolidate in due course the text of the Model Legislative Provisions and the 
Legislative Guide into one single publication and, in doing so, to retain the 
legislative recommendations contained in the Legislative Guide as a basis of the 
development of the Model Legislative Provisions; 

 4. Recommends that all States give due consideration to the Model 
Legislative Provisions and the Legislative Guide when revising or adopting 
legislation related to private participation in the development and operation of 
public infrastructure. 

 

72nd plenary meeting 
9 December 2003 

_______________ 
2 Official Records of the General Assembly, Fifty-eighth Session, Supplement No. 17 (A/58/17). 
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Preface

The present Model Legislative Provisions were prepared by the United Nations
Commission on International Trade Law (UNCITRAL) as an addition to the UNCITRAL
Legislative Guide on Privately Financed Infrastructure Projects.a In addition to representa-
tives of member States of the Commission, representatives of many other States and of a
number of international organizations, both intergovernmental and non-governmental,
participated actively in the preparatory work.

The Commission considered the additional work to be undertaken in the field of
privately financed infrastructure projects after the adoption of the Legislative Guide in 2001
and entrusted a working group with the task of preparing model legislative provisions on
the basis of the recommendations contained in the Legislative Guide.b The working
group devoted two sessions, held in Vienna from 24 to 28 September 2001 and from 9 to
13 September 2002 to the preparation of the draft model legislative provisions. The Com-
mission finalized and adoptedc the Model Legislative Provisions at its thirty-sixth session,
held in Vienna from 30 June to 11 July 2003, and requested the Secretariat to disseminate
them among Governments, relevant international intergovernmental and non-governmental
organizations, private sector entities and academic institutions.

The Commission further requested the Secretariat to consolidate in due course the text
of the Model Legislative Provisions and the Legislative Guide into one single publication
and, in doing so, to retain the legislative recommendations contained in the Legislative
Guide as a basis of the development of the Model Legislative Provisions.d

aUnited Nations publication, Sales No. E.01.V.4.
bOfficial Records of the General Assembly, Fifty-sixth Session, Supplement No. 17 (A/56/17),

para. 369 (see Yearbook of the United Nations Commission on International Trade Law 2001,
part one).

cIbid., Fifty-eighth Session, Supplement No. 17 (A/58/17), paras. 12-171.
dIbid., para. 171.



iv



v

Contents

Page

Preface  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . iii

Resolution adopted by the General Assembly  . . . . . . . . . . . . . . . . . . . . ix

Foreword  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xi
 

Part one

 LEGISLATIVE RECOMMENDATIONS

I. GENERAL LEGISLATIVE AND INSTITUTIONAL
FRAMEWORK  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1

Constitutional, legislative and institutional framework
(recommendation 1)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1
Scope of authority to award concessions (recommendations 2-5)  . 1
Administrative coordination (recommendation 6)  . . . . . . . . . . . . . 2
Authority to regulate infrastructure services
(recommendations 7-11)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2

II. PROJECT RISKS AND GOVERNMENT SUPPORT  . . . . . . . . . 3

Project risks and risk allocation (recommendation 12)  . . . . . . . . 3
Government support (recommendation 13)  . . . . . . . . . . . . . . . . . . 3

 

Part two

MODEL LEGISLATIVE PROVISIONS

I. GENERAL PROVISIONS  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

Model provision 1. Preamble  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5
Model provision 2. Definitions  . . . . . . . . . . . . . . . . . . . . . . . . . . . 5
Model provision 3. Authority to enter into concession contracts 6
Model provision 4. Eligible infrastructure sectors  . . . . . . . . . . . . 7

II. SELECTION OF THE CONCESSIONAIRE  . . . . . . . . . . . . . . . . . 7

Model provision 5. Rules governing the selection proceedings  . 7
1. Pre-selection of bidders  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7

Model provision 6. Purpose and procedure of pre-selection  . . . . 7
Model provision 7. Pre-selection criteria  . . . . . . . . . . . . . . . . . . . 9



vi

Page

Model provision 8. Participation of consortia  . . . . . . . . . . . . . . 9
Model provision 9. Decision on pre-selection  . . . . . . . . . . . . . . 10

2. Procedures for requesting proposals  . . . . . . . . . . . . . . . . . . 11

Model provision 10. Single-stage and two-stage procedures for
requesting proposals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11
Model provision 11. Content of the request for proposals  . . . . . 12
Model provision 12. Bid securities  . . . . . . . . . . . . . . . . . . . . . . . . 12
Model provision 13. Clarifications and modifications  . . . . . . . . . 13
Model provision 14. Evaluation criteria  . . . . . . . . . . . . . . . . . . . . 13
Model provision 15. Comparison and evaluation of proposals  . . 14
Model provision 16. Further demonstration of fulfilment of
qualification criteria  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14
Model provision 17. Final negotiations  . . . . . . . . . . . . . . . . . . . . . 15

3. Negotiation of concession contracts without competitive
procedures  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15

Model provision 18. Circumstances authorizing award without
competitive procedures  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15
Model provision 19. Procedures for negotiation of a concession
contract  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16

4. Unsolicited proposals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17

Model provision 20. Admissibility of unsolicited proposals  . . . . 17
Model provision 21. Procedures for determining the admissibility
of unsolicited proposals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17
Model provision 22. Unsolicited proposals that do not involve
intellectual property, trade secrets or other exclusive rights  . . . . 18
Model provision 23. Unsolicited proposals involving intellectual
property, trade secrets or other exclusive rights  . . . . . . . . . . . . . . 19

5. Miscellaneous provisions  . . . . . . . . . . . . . . . . . . . . . . . . . . . 19

Model provision 24. Confidentiality  . . . . . . . . . . . . . . . . . . . . . . . 19
Model provision 25. Notice of contract award  . . . . . . . . . . . . . . . 20
Model provision 26. Record of selection and award proceedings 20
Model provision 27. Review procedures  . . . . . . . . . . . . . . . . . . . . 20

III. CONTENTS AND IMPLEMENTATION OF THE
CONCESSION CONTRACT  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21
Model provision 28. Contents and implementation of the
concession contract  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21
Model provision 29. Governing law  . . . . . . . . . . . . . . . . . . . . . . . 22
Model provision 30. Organization of the concessionaire  . . . . . . . 23
Model provision 31. Ownership of assets  . . . . . . . . . . . . . . . . . . . 23
Model provision 32. Acquisition of rights related to the
project site  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23



vii

Page

Model provision 33. Easements  . . . . . . . . . . . . . . . . . . . . . . . . . . . 24
Model provision 34. Financial arrangements  . . . . . . . . . . . . . . . . 25
Model provision 35. Security interests  . . . . . . . . . . . . . . . . . . . . . 25
Model provision 36. Assignment of the concession contract  . . . 26
Model provision 37. Transfer of controlling interest in the
concessionaire  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26
Model provision 38. Operation of infrastructure  . . . . . . . . . . . . . 26
Model provision 39. Compensation for specific changes in
legislation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27
Model provision 40. Revision of the concession contract  . . . . . . 27
Model provision 41. Takeover of an infrastructure project by
the contracting authority  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28
Model provision 42. Substitution of the concessionaire  . . . . . . . 28

IV. DURATION, EXTENSION AND TERMINATION OF THE
CONCESSION CONTRACT  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28

1. Duration and extension of the concession contract  . . . . . . 28

Model provision 43. Duration and extension of the concession
contract  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28

2. Termination of the concession contract  . . . . . . . . . . . . . . . 29

Model provision 44. Termination of the concession contract by
the contracting authority  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29
Model provision 45. Termination of the concession contract by
the concessionaire  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29
Model provision 46. Termination of the concession contract by
either party  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30

3. Arrangements upon termination or expiry of the
concession contract  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30

Model provision 47. Compensation upon termination of the
concession contract  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30
Model provision 48. Wind-up and transfer measures  . . . . . . . . . 30

V. SETTLEMENT OF DISPUTES  . . . . . . . . . . . . . . . . . . . . . . . . . . . 31
Model provision 49. Disputes between the contracting authority
and the concessionaire  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31
Model provision 50. Disputes involving customers or users of
the infrastructure facility  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31
Model provision 51. Other disputes  . . . . . . . . . . . . . . . . . . . . . . . 31



viii



ix

Resolution adopted by the General Assembly
[on the report of the Sixth Committee (A/58/513)]

58/76. Model Legislative Provisions on Privately Financed
Infrastructure Projects of the United Nations
Commission on International Trade Law

The General Assembly,

Bearing in mind the role of public-private partnerships to improve the provision and
sound management of infrastructure and public services in the interest of sustainable eco-
nomic and social development,

Recognizing the need to provide an enabling environment that both encourages private
investment in infrastructure and takes into account the public interest concerns of the
country,

Emphasizing the importance of efficient and transparent procedures for the award of
privately financed infrastructure projects,

Stressing the desirability of facilitating project implementation by rules that enhance
transparency, fairness and long-term sustainability and remove undesirable restrictions on
private sector participation in infrastructure development and operation,

Recalling the valuable guidance that the United Nations Commission on International
Trade Law has provided to Member States towards the establishment of a favourable
legislative framework for private participation in infrastructure development through the
UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects,1

Believing that the Model Legislative Provisions on Privately Financed Infrastructure
Projects of the United Nations Commission on International Trade Law will be of further
assistance to States, in particular developing countries, in promoting good governance and
establishing an appropriate legislative framework for such projects,

1. Expresses its appreciation to the United Nations Commission on International
Trade Law for the completion and adoption of the Model Legislative Provisions on Privately
Financed Infrastructure Projects, the text of which is contained in annex I to the report of
the United Nations Commission on International Trade Law on its thirty-sixth session;2

2. Requests the Secretary-General to publish the Model Legislative Provisions and to
make all efforts to ensure that the Model Legislative Provisions along with the UNCITRAL
Legislative Guide on Privately Financed Infrastructure Projects1 become generally known
and available;

1United Nations publication, Sales No. E.01.V.4.
2Official Records of the General Assembly, Fifty-eighth Session, Supplement No. 17 (A/58/17).



3. Also requests the Secretary-General, subject to availability of resources, to con-
solidate in due course the text of the Model Legislative Provisions and the Legislative Guide
into one single publication and, in doing so, to retain the legislative recommendations
contained in the Legislative Guide as a basis of the development of the Model Legislative
Provisions;

4. Recommends that all States give due consideration to the Model Legislative Pro-
visions and the Legislative Guide when revising or adopting legislation related to private
participation in the development and operation of public infrastructure.

72nd plenary meeting
9 December 2003
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Foreword

The following pages contain a set of general recommended legislative principles
entitled “legislative recommendations” and model legislative provisions (the “model pro-
visions”) on privately financed infrastructure projects. The legislative recommendations and
the model provisions are intended to assist domestic legislative bodies in the establishment
of a legislative framework favourable to privately financed infrastructure projects. They are
followed by notes that offer an analytical explanation of the financial, regulatory, legal,
policy and other issues raised in the subject area. The reader is advised to read the leg-
islative recommendations and the model provisions together with the notes, which provide
background information to enhance understanding of the legislative recommendations and
model provisions.

The legislative recommendations and the model provisions consist of a set of core
provisions dealing with matters that deserve attention in legislation specifically concerned
with privately financed infrastructure projects.

The model provisions are designed to be implemented and supplemented by the issu-
ance of regulations providing further details. Areas more suitably addressed by regulations
rather than statutes are identified accordingly. Moreover, the successful implementation of
privately financed infrastructure projects typically requires various measures beyond the
establishment of an appropriate legislative framework, such as adequate administrative
structures and practices, organizational capability, technical, legal and financial expertise,
appropriate human and financial resources and economic stability.

It should be noted that the legislative recommendations and the model provisions do
not deal with other areas of law that also have an impact on privately financed infrastruc-
ture projects but on which no specific legislative recommendations are made in the
UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects.* Those other
areas of law include, for instance, promotion and protection of investments, property law,
security interests, rules and procedures on compulsory acquisition of private property,
general contract law, rules on government contracts and administrative law, tax law and
environmental protection and consumer protection laws. The relationship of such other
areas of law to any law enacted specifically with respect to privately financed infrastructure
projects should be borne in mind.

*United Nations publication, Sales No. E.01.V.4.
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Part one

Legislative recommendations

I. General legislative and institutional framework

Constitutional, legislative and institutional framework (see the
Legislative Guide, chap. I, “General legislative and institutional
framework”, paras. 2-14)

Recommendation 1. The constitutional, legislative and institutional
framework for the implementation of privately financed infrastructure
projects should ensure transparency, fairness and the long-term
sustainability of projects. Undesirable restrictions on private sector
participation in infrastructure development and operation should be
eliminated.

Scope of authority to award concessions (see the Legislative Guide,
chap. I, “General legislative and institutional framework”,
paras. 15-22)

Recommendation 2. The law should identify the public authorities of the
host country (including, as appropriate, national, provincial and local
authorities) that are empowered to award concessions and enter into
agreements for the implementation of privately financed infrastructure
projects.

Recommendation 3. Privately financed infrastructure projects may
include concessions for the construction and operation of new infrastruc-
ture facilities and systems or the maintenance, modernization, expansion
and operation of existing infrastructure facilities and systems.

Recommendation 4. The law should identify the sectors or types of
infrastructure in respect of which concessions may be granted.

Recommendation 5. The law should specify the extent to which a con-
cession might extend to the entire region under the jurisdiction of the
respective contracting authority, to a geographical subdivision thereof or
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to a discrete project, and whether it might be awarded with or without
exclusivity, as appropriate, in accordance with rules and principles of law,
statutory provisions, regulations and policies applying to the sector con-
cerned. Contracting authorities might be jointly empowered to award
concessions beyond a single jurisdiction.

Administrative coordination (see the Legislative Guide, chap. I,
“General legislative and institutional framework”, paras. 23-29)

Recommendation 6. Institutional mechanisms should be established to
coordinate the activities of the public authorities responsible for issuing
approvals, licences, permits or authorizations required for the implemen-
tation of privately financed infrastructure projects in accordance with
statutory or regulatory provisions on the construction and operation of
infrastructure facilities of the type concerned.

Authority to regulate infrastructure services (see the Legislative
Guide, chap. I, “General legislative and institutional framework”,
paras. 30-53)

Recommendation 7. The authority to regulate infrastructure services
should not be entrusted to entities that directly or indirectly provide
infrastructure services.

Recommendation 8. Regulatory competence should be entrusted to
functionally independent bodies with a level of autonomy sufficient to
ensure that their decisions are taken without political interference or
inappropriate pressures from infrastructure operators and public service
providers.

Recommendation 9. The rules governing regulatory procedures should
be made public. Regulatory decisions should state the reasons on which
they are based and should be accessible to interested parties through
publication or other means.

Recommendation 10. The law should establish transparent procedures
whereby the concessionaire may request a review of regulatory decisions
by an independent and impartial body, which may include court review,
and should set forth the grounds on which such a review may be based.

Recommendation 11. Where appropriate, special procedures should be
established for handling disputes among public service providers
concerning alleged violations of laws and regulations governing the
relevant sector.
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II. Project risks and government support

Project risks and risk allocation (see the Legislative Guide, chap. II,
“Project risks and government support”, paras. 8-29)

Recommendation 12. No unnecessary statutory or regulatory limitations
should be placed upon the contracting authority’s ability to agree on an
allocation of risks that is suited to the needs of the project.

Government support (see the Legislative Guide, chap. II, “Project
risks and government support”, paras. 30-60)

Recommendation 13. The law should clearly state which public
authorities of the host country may provide financial or economic support
to the implementation of privately financed infrastructure projects and
which types of support they are authorized to provide.
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Part two

Model legislative provisions

I. General provisions

Model provision 1. Preamble (see the Legislative Guide, recommen-
dation 1 and chap. I, paras. 2-14)

WHEREAS the [Government] [Parliament] of [. . .] considers it desirable
to establish a favourable legislative framework to promote and facilitate the
implementation of privately financed infrastructure projects by enhancing
transparency, fairness and long-term sustainability and removing undesirable
restrictions on private sector participation in infrastructure development and
operation;

WHEREAS the [Government] [Parliament] of [. . .] considers it desirable
to further develop the general principles of transparency, economy and fairness
in the award of contracts by public authorities through the establishment of
specific procedures for the award of infrastructure projects;

[Other objectives that the enacting State might wish to state];

Be it therefore enacted as follows:

Model provision 2. Definitions (see the Legislative Guide, introduc-
tion, paras. 9-20)

For the purposes of this law:

(a) “Infrastructure facility” means physical facilities and systems that
directly or indirectly provide services to the general public;

(b) “Infrastructure project” means the design, construction, development
and operation of new infrastructure facilities or the rehabilitation, moderniza-
tion, expansion or operation of existing infrastructure facilities;

(c) “Contracting authority” means the public authority that has the
power to enter into a concession contract for the implementation of an infra-
structure project [under the provisions of this law];1

1It should be noted that this definition relates only to the power to enter into concession
contracts. Depending on the regulatory regime of the enacting State, a separate body, referred to as
“regulatory agency” in subpara. (h), may have responsibility for issuing rules and regulations govern-
ing the provision of the relevant service.
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(d) “Concessionaire” means the person that carries out an infrastructure
project under a concession contract entered into with a contracting authority;

(e) “Concession contract” means the mutually binding agreement or
agreements between the contracting authority and the concessionaire that set
forth the terms and conditions for the implementation of an infrastructure
project;

(f) “Bidder” or “bidders” means persons, including groups thereof, that
participate in selection proceedings concerning an infrastructure project;2

(g) “Unsolicited proposal” means any proposal relating to the implemen-
tation of an infrastructure project that is not submitted in response to a request
or solicitation issued by the contracting authority within the context of a selec-
tion procedure;

(h) “Regulatory agency” means a public authority that is entrusted with
the power to issue and enforce rules and regulations governing the infrastruc-
ture facility or the provision of the relevant services.3

Model provision 3. Authority to enter into concession contracts (see
the Legislative Guide, recommendation 2 and chap. I, paras. 15-18)

The following public authorities have the power to enter into concession
contracts4 for the implementation of infrastructure projects falling within their
respective spheres of competence: [the enacting State lists the relevant public
authorities of the host country that may enter into concession contracts by way
of an exhaustive or indicative list of public authorities, a list of types or
categories of public authority or a combination thereof].5

2The term “bidder” or “bidders” encompasses, according to the context, both persons that have
sought an invitation to take part in pre-selection proceedings or persons that have submitted a proposal
in response to a contracting authority’s request for proposals.

3The composition, structure and functions of such a regulatory agency may need to be addressed
in special legislation (see the Legislative Guide, recommendations 7-11 and chap. I, “General legis-
lative and institutional framework”, paras. 30-53).

4It is advisable to establish institutional mechanisms to coordinate the activities of the public
authorities responsible for issuing the approvals, licences, permits or authorizations required for the
implementation of privately financed infrastructure projects in accordance with statutory or regulatory
provisions on the construction and operation of infrastructure facilities of the type concerned (see the
Legislative Guide, recommendation 6 and chap. I, “General legislative and institutional framework”,
paras. 23-29). In addition, for countries that contemplate providing specific forms of government
support to infrastructure projects, it may be useful for the relevant law, such as legislation or a
regulation governing the activities of entities authorized to offer government support, to identify
clearly which entities have the power to provide such support and what kind of support may be
provided (see chap. II, “Project risks and government support”).

5Enacting States may generally have two options for completing this model provision. One
alternative may be to provide a list of authorities empowered to enter into concession contracts, either
in the model provision or in a schedule to be attached thereto. Another alternative might be for the
enacting State to indicate the levels of government that have the power to enter into those contracts,
without naming relevant public authorities. In a federal State, for example, such an enabling clause
might refer to “the Union, the states [or provinces] and the municipalities”. In any event, it is advisable
for enacting States that wish to include an exhaustive list of authorities to consider mechanisms
allowing for revisions of such a list as the need arises. One possibility to that end might be to include
the list in a schedule to the law or in regulations that may be issued thereunder.
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Model provision 4. Eligible infrastructure sectors (see the Legisla-
tive Guide, recommendation 4 and chap. I, paras. 19-22)

Concession contracts may be entered into by the relevant authorities in the
following sectors: [the enacting State indicates the relevant sectors by way of
an exhaustive or indicative list].6

II. Selection of the concessionaire

Model provision 5. Rules governing the selection proceedings (see
the Legislative Guide, recommendation 14 and chap. III, paras. 1-33)

The selection of the concessionaire shall be conducted in accordance with
model provisions 6-27 and, for matters not provided herein, in accordance with
[the enacting State indicates the provisions of its laws that provide for trans-
parent and efficient competitive procedures for the award of government
contracts].7

1. Pre-selection of bidders

Model provision 6. Purpose and procedure of pre-selection (see the
Legislative Guide, chap. III, paras. 34-50)

1. The contracting authority shall engage in pre-selection proceedings
with a view to identifying bidders that are suitably qualified to implement the
envisaged infrastructure project.

6It is advisable for enacting States that wish to include an exhaustive list of sectors to consider
mechanisms allowing for revisions of such a list as the need arises. One possibility to that end might
be to include the list in a schedule to the law or in regulations that may be issued thereunder.

7The reader’s attention is drawn to the relationship between the procedures for the selection of
the concessionaire and the general legislative framework for the award of government contracts in the
enacting State. While some elements of structured competition that exist in traditional procurement
methods may be usefully applied, a number of adaptations are needed to take into account the
particular needs of privately financed infrastructure projects, such as a clearly defined pre-selection
phase, flexibility in the formulation of requests for proposals, special evaluation criteria and some
scope for negotiations with bidders. The selection procedures reflected in this chapter are based largely
on the features of the principal method for the procurement of services under the UNCITRAL Model
Law on Procurement of Goods, Construction and Services, which was adopted by UNCITRAL at its
twenty-seventh session, held in New York from 31 May to 17 June (the “Model Procurement Law”).
The model provisions on the selection of the concessionaire are not intended to replace or reproduce
the entire rules of the enacting State on government procurement, but rather to assist domestic
legislators in developing special rules for the selection of the concessionaire. The model provisions
assume that there exists in the enacting State a general framework for the award of government
contracts providing for transparent and efficient competitive procedures in a manner that meets the
standards of the Model Procurement Law. Thus, the model provisions do not deal with a number of
practical procedural steps that would typically be found in an adequate general procurement regime.
Examples include the following matters: manner of publication of notices, procedures for issuance of
requests for proposals, record-keeping of the procurement process, accessibility of information to the
public and review procedures. Where appropriate, the notes to these model provisions refer the reader
to provisions of the Model Procurement Law, which may, mutatis mutandis, supplement the practical
elements of the selection procedure described herein.



8 UNCITRAL Model Legislative Provisions on Privately Financed Infrastructure Projects

2. The invitation to participate in the pre-selection proceedings shall be
published in accordance with [the enacting State indicates the provisions of its
laws governing publication of invitation to participate in proceedings for the
pre-qualification of suppliers and contractors].

3. To the extent not already required by [the enacting State indicates
the provisions of its laws on procurement proceedings that govern the content
of invitations to participate in proceedings for the pre-qualification of sup-
pliers and contractors],8 the invitation to participate in the pre-selection pro-
ceedings shall include at least the following:

(a) A description of the infrastructure facility;

(b) An indication of other essential elements of the project, such as the
services to be delivered by the concessionaire, the financial arrangements
envisaged by the contracting authority (for example, whether the project will
be entirely financed by user fees or tariffs or whether public funds such as
direct payments, loans or guarantees may be provided to the concessionaire);

(c) Where already known, a summary of the main required terms of the
concession contract to be entered into;

(d) The manner and place for the submission of applications for pre-
selection and the deadline for the submission, expressed as a specific date
and time, allowing sufficient time for bidders to prepare and submit their
applications; and

(e) The manner and place for solicitation of the pre-selection documents.

4. To the extent not already required by [the enacting State indicates
the provisions of its laws on procurement proceedings that govern the content
of the pre-selection documents to be provided to suppliers and contractors in
proceedings for the pre-qualification of suppliers and contractors],9 the pre-
selection documents shall include at least the following information:

(a) The pre-selection criteria in accordance with model provision 7;

(b) Whether the contracting authority intends to waive the limitations on
the participation of consortia set forth in model provision 8;

(c) Whether the contracting authority intends to request only a limited
number10 of pre-selected bidders to submit proposals upon completion of the
pre-selection proceedings in accordance with model provision 9, paragraph 2,
and, if applicable, the manner in which this selection will be carried out;

8A list of elements typically contained in an invitation to participate in pre-qualification pro-
ceedings can be found in art. 25, para. 2, of the Model Procurement Law.

9A list of elements typically contained in pre-qualification documents can be found in art. 7,
para. 3, of the Model Procurement Law.

10In some countries, practical guidance on selection procedures encourages domestic contracting
authorities to limit the prospective proposals to the lowest possible number sufficient to ensure
meaningful competition (for example, three or four). The manner in which rating systems (in particular
quantitative ones) may be used to arrive at such a range of bidders is discussed in the Legislative
Guide (see chap. III, “Selection of the concessionaire”, paras. 48 and 49). See also footnote 14.
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(d) Whether the contracting authority intends to require the successful
bidder to establish an independent legal entity established and incorporated
under the laws of [the enacting State] in accordance with model provision 30.

5. For matters not provided for in this model provision, the pre-
selection proceedings shall be conducted in accordance with [the enacting
State indicates the provisions of its laws on government procurement govern-
ing the conduct of proceedings for the pre-qualification of suppliers and
contractors].11

Model provision 7. Pre-selection criteria (see the Legislative Guide,
recommendation 15 and chap. III, paras. 34-40, 43 and 44)

In order to qualify for the selection proceedings, interested bidders must
meet objectively justifiable criteria12 that the contracting authority considers
appropriate in the particular proceedings, as stated in the pre-selection docu-
ments. These criteria shall include at least the following:

(a) Adequate professional and technical qualifications, human resources,
equipment and other physical facilities as necessary to carry out all the phases
of the project, including design, construction, operation and maintenance;

(b) Sufficient ability to manage the financial aspects of the project and
capability to sustain its financing requirements;

(c) Appropriate managerial and organizational capability, reliability and
experience, including previous experience in operating similar infrastructure
facilities.

Model provision 8. Participation of consortia (see the Legislative
Guide, recommendation 16 and chap. III, paras. 41 and 42)

1. The contracting authority, when first inviting the participation of
bidders in the selection proceedings, shall allow them to form bidding consor-
tia. The information required from members of bidding consortia to demon-
strate their qualifications in accordance with model provision 7 shall relate to
the consortium as a whole as well as to its individual participants.

11Procedural steps on pre-qualification proceedings, including procedures for handling requests
for clarifications and disclosure requirements for the contracting authority’s decision on the bidders’
qualifications, can be found in art. 7 of the Model Procurement Law, paras. 2-7.

12The laws of some countries provide for some sort of preferential treatment for domestic
entities or afford special treatment to bidders that undertake to use national goods or employ local
labour. The various issues raised by domestic preferences are discussed in the Legislative Guide (see
chap. III, “Selection of the concessionaire”, paras. 43 and 44). The Legislative Guide suggests that
countries that wish to provide some incentive to national suppliers may wish to apply such preferences
in the form of special evaluation criteria, rather than by a blanket exclusion of foreign suppliers. In
any event, where domestic preferences are envisaged, they should be announced in advance, prefer-
ably in the invitation to the pre-selection proceedings.
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2. Unless otherwise [authorized by . . . [the enacting State indicates the
relevant authority] and] stated in the pre-selection documents, each member of
a consortium may participate, either directly or indirectly, in only one consor-
tium13 at the same time. A violation of this rule shall cause the disqualification
of the consortium and of the individual members.

3. When considering the qualifications of bidding consortia, the con-
tracting authority shall consider the capabilities of each of the consortium
members and assess whether the combined qualifications of the consortium
members are adequate to meet the needs of all phases of the project.

Model provision 9. Decision on pre-selection (see the Legislative
Guide, recommendation 17 (for para. 2) and chap. III, paras. 47-50)

1. The contracting authority shall make a decision with respect to the
qualifications of each bidder that has submitted an application for pre-
selection. In reaching that decision, the contracting authority shall apply only
the criteria that are set forth in the pre-selection documents. All pre-selected
bidders shall thereafter be invited by the contracting authority to submit
proposals in accordance with model provisions 10-17.

2. Notwithstanding paragraph 1, the contracting authority may, pro-
vided that it has made an appropriate statement in the pre-selection documents
to that effect, reserve the right to request proposals upon completion of the pre-
selection proceedings only from a limited number14 of bidders that best meet
the pre-selection criteria. For this purpose, the contracting authority shall rate
the bidders that meet the pre-selection criteria on the basis of the criteria
applied to assess their qualifications and draw up the list of bidders that will
be invited to submit proposals upon completion of the pre-selection proceed-
ings. In drawing up the list, the contracting authority shall apply only the
manner of rating that is set forth in the pre-selection documents.

13The rationale for prohibiting the participation of bidders in more than one consortium to
submit proposals for the same project is to reduce the risk of leakage of information or collusion
between competing consortia. Nevertheless, the model provision contemplates the possibility of ad
hoc exceptions to this rule, for instance, in the event that only one company or only a limited number
of companies could be expected to deliver a specific good or service essential for the implementation
of the project.

14In some countries, practical guidance on selection procedures encourages domestic contracting
authorities to limit the prospective proposals to the lowest possible number sufficient to ensure
meaningful competition (for example, three or four). The manner in which rating systems (in particular
quantitative ones) may be used to arrive at such a range of bidders is discussed in the Legislative
Guide (see chap. III, “Selection of the concessionaire”, para. 48). It should be noted that the rating
system is used solely for the purpose of the pre-selection of bidders. The ratings of the pre-selected
bidders should not be taken into account at the stage of evaluation of proposals (see model provi-
sion 15), at which all pre-selected bidders should start out on an equal standing.
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2. Procedures for requesting proposals

Model provision 10. Single-stage and two-stage procedures for re-
questing proposals (see the Legislative Guide, recommendations 18
(for para. 1) and 19 (for paras. 2 and 3) and chap. III, paras. 51-58)

1. The contracting authority shall provide a set of the request for
proposals and related documents issued in accordance with model provision 11
to each pre-selected bidder that pays the price, if any, charged for those
documents.

2. Notwithstanding the above, the contracting authority may use a two-
stage procedure to request proposals from pre-selected bidders when the con-
tracting authority does not deem it to be feasible to describe in the request for
proposals the characteristics of the project such as project specifications, per-
formance indicators, financial arrangements or contractual terms in a manner
sufficiently detailed and precise to permit final proposals to be formulated.

3. Where a two-stage procedure is used, the following provisions apply:

(a) The initial request for proposals shall call upon the bidders to submit,
in the first stage of the procedure, initial proposals relating to project specifi-
cations, performance indicators, financing requirements or other characteristics
of the project as well as to the main contractual terms proposed by the con-
tracting authority;15

(b) The contracting authority may convene meetings and hold discus-
sions with any of the bidders to clarify questions concerning the initial request
for proposals or the initial proposals and accompanying documents submitted
by the bidders. The contracting authority shall prepare minutes of any such
meeting or discussion containing the questions raised and the clarifications
provided by the contracting authority;

(c) Following examination of the proposals received, the contracting
authority may review and, as appropriate, revise the initial request for propo-
sals by deleting or modifying any aspect of the initial project specifications,
performance indicators, financing requirements or other characteristics of the
project, including the main contractual terms, and any criterion for evaluating
and comparing proposals and for ascertaining the successful bidder, as set forth
in the initial request for proposals, as well as by adding characteristics or

15In many cases, in particular for new types of project, the contracting authority may not be in
a position, at this stage, to have formulated a detailed draft of the contractual terms envisaged by it.
Also, the contracting authority may find it preferable to develop such terms only after an initial round
of consultations with the pre-selected bidders. In any event, however, it is important for the contract-
ing authority, at this stage, to provide some indication of the key contractual terms of the concession
contract, in particular the way in which the project risks should be allocated between the parties under
the concession contract. If this allocation of contractual rights and obligations is left entirely open
until after the issuance of the final request for proposals, the bidders may respond by seeking to
minimize the risks they accept, which may frustrate the purpose of seeking private investment for
developing the project (see chap. III, “Selection of the concessionaire”, paras. 67-70; see also chap. II,
“Project risks and government support”, paras. 8-29).
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criteria to it. The contracting authority shall indicate in the record of the selec-
tion proceedings to be kept pursuant to model provision 26 the justification for
any revision to the request for proposals. Any such deletion, modification or
addition shall be communicated in the invitation to submit final proposals;

(d) In the second stage of the proceedings, the contracting authority shall
invite the bidders to submit final proposals with respect to a single set of
project specifications, performance indicators or contractual terms in accord-
ance with model provisions 11-17.

Model provision 11. Content of the request for proposals (see the
Legislative Guide, recommendation 20 and chap. III, paras. 59-70)

To the extent not already required by [the enacting State indicates the
provisions of its laws on procurement proceedings that govern the content of
requests for proposals],16 the request for proposals shall include at least the
following information:

(a) General information as may be required by the bidders in order to
prepare and submit their proposals;17

(b) Project specifications and performance indicators, as appropriate,
including the contracting authority’s requirements regarding safety and
security standards and environmental protection;18

(c) The contractual terms proposed by the contracting authority, includ-
ing an indication of which terms are deemed to be non-negotiable;

(d) The criteria for evaluating proposals and the thresholds, if any, set by
the contracting authority for identifying non-responsive proposals; the relative
weight to be accorded to each evaluation criterion; and the manner in which
the criteria and thresholds are to be applied in the evaluation and rejection of
proposals.

Model provision 12. Bid securities (see the Legislative Guide,
chap. III, para. 62)

1. The request for proposals shall set forth the requirements with re-
spect to the issuer and the nature, form, amount and other principal terms and
conditions of the required bid security.

16A list of elements typically contained in a request for proposals for services can be found in
article 38 of the Model Procurement Law.

17A list of the elements that should be provided can be found in the Legislative Guide,
chapter III, “Selection of the concessionaire”, paras. 61 and 62.

18See the Legislative Guide, chapter III, “Selection of the concessionaire”, paras. 64-66.
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2. A bidder shall not forfeit any bid security that it may have been
required to provide, other than in cases of:19

(a) Withdrawal or modification of a proposal after the deadline for sub-
mission of proposals and, if so stipulated in the request for proposals, before
that deadline;

(b) Failure to enter into final negotiations with the contracting authority
pursuant to model provision 17, paragraph 1;

(c) Failure to submit its best and final offer within the time limit
prescribed by the contracting authority pursuant to model provision 17,
paragraph 2;

(d) Failure to sign the concession contract, if required by the contracting
authority to do so, after the proposal has been accepted;

(e) Failure to provide required security for the fulfilment of the conces-
sion contract after the proposal has been accepted or to comply with any other
condition prior to signing the concession contract specified in the request for
proposals.

Model provision 13. Clarifications and modifications (see the Legis-
lative Guide, recommendation 21 and chap. III, paras. 71 and 72)

The contracting authority may, whether on its own initiative or as a result
of a request for clarification by a bidder, review and, as appropriate, revise any
element of the request for proposals as set forth in model provision 11. The
contracting authority shall indicate in the record of the selection proceedings
to be kept pursuant to model provision 26 the justification for any revision to
the request for proposals. Any such deletion, modification or addition shall be
communicated to the bidders in the same manner as the request for proposals
at a reasonable time prior to the deadline for submission of proposals.

Model provision 14. Evaluation criteria (see the Legislative Guide,
recommendations 22 (for para. 1) and 23 (for para. 2) and chap. III,
paras. 73-77)

1. The criteria for the evaluation and comparison of the technical pro-
posals20 shall include at least the following:

(a) Technical soundness;

(b) Compliance with environmental standards;

(c) Operational feasibility;

(d) Quality of services and measures to ensure their continuity.

19General provisions on bid securities can be found in art. 32 of the Model Procurement Law.
20See the Legislative Guide, chapter III, “Selection of the concessionaire”, para. 74.



14 UNCITRAL Model Legislative Provisions on Privately Financed Infrastructure Projects

2. The criteria for the evaluation and comparison of the financial and
commercial proposals21 shall include, as appropriate:

(a) The present value of the proposed tolls, unit prices and other charges
over the concession period;

(b) The present value of the proposed direct payments by the contracting
authority, if any;

(c) The costs for design and construction activities, annual operation and
maintenance costs, present value of capital costs and operating and mainte-
nance costs;

(d) The extent of financial support, if any, expected from a public
authority of [the enacting State];

(e) The soundness of the proposed financial arrangements;
(f) The extent of acceptance of the negotiable contractual terms

proposed by the contracting authority in the request for proposals;
(g) The social and economic development potential offered by the

proposals.

Model provision 15. Comparison and evaluation of proposals
(see the Legislative Guide, recommendation 24 and chap. III,
paras. 78-82)

1. The contracting authority shall compare and evaluate each proposal
in accordance with the evaluation criteria, the relative weight accorded to each
such criterion and the evaluation process set forth in the request for proposals.

2. For the purposes of paragraph 1, the contracting authority may estab-
lish thresholds with respect to quality, technical, financial and commercial
aspects. Proposals that fail to achieve the thresholds shall be regarded as non-
responsive and rejected from the selection procedure.22

Model provision 16. Further demonstration of fulfilment of qualifi-
cation criteria (see the Legislative Guide, recommendation 25 and
chap. III, paras. 78-82)

The contracting authority may require any bidder that has been pre-
selected to demonstrate again its qualifications in accordance with the same

21See the Legislative Guide, chapter III, “Selection of the concessionaire”, paras. 75-77.
22This model provision offers an example of an evaluation process that a contracting authority

may wish to apply to compare and evaluate proposals for privately financed infrastructure projects.
Alternative evaluation processes such as a two-step evaluation process or the two-envelope system are
described in the Legislative Guide, chap. III, “Selection of the concessionaire”, paras. 79-82. In
contrast to the process set forth in this model provision, the processes described in the Legislative
Guide are designed to allow the contracting authority to compare and evaluate the non-financial
criteria separately from the financial criteria so as to avoid situations where undue weight would be
given to certain elements of the financial criteria (such as the unit price) to the detriment of the non-
financial criteria. In order to ensure the integrity, transparency and predictability of the evaluation
stage of the selection proceedings, it is recommended that the enacting State set forth in its law the
evaluation processes that contracting authorities may use to compare and evaluate proposals and the
details of the application of this process.
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criteria used for pre-selection. The contracting authority shall disqualify any
bidder that fails to demonstrate again its qualifications if requested to do so.23

Model provision 17. Final negotiations (see the Legislative Guide,
recommendations 26 (for para. 1) and 27 (for para. 2) and chap. III,
paras. 83 and 84)

1. The contracting authority shall rank all responsive proposals on the
basis of the evaluation criteria and invite for final negotiation of the concession
contract the bidder that has attained the best rating. Final negotiations shall not
concern those contractual terms, if any, that were stated as non-negotiable in
the final request for proposals.

2. If it becomes apparent to the contracting authority that the nego-
tiations with the bidder invited will not result in a concession contract, the
contracting authority shall inform the bidder of its intention to terminate the
negotiations and give the bidder reasonable time to formulate its best and final
offer. If the contracting authority does not find that proposal acceptable, it shall
terminate the negotiations with the bidder concerned. The contracting authority
shall then invite for negotiations the other bidders in the order of their ranking
until it arrives at a concession contract or rejects all remaining proposals. The
contracting authority shall not resume negotiations with a bidder with which
negotiations have been terminated pursuant to this paragraph.

3. Negotiation of concession contracts without
competitive procedures

Model provision 18. Circumstances authorizing award without com-
petitive procedures (see recommendation 28 and chap. III, para. 89)

Subject to approval by [the enacting State indicates the relevant author-
ity],24 the contracting authority is authorized to negotiate a concession contract
without using the procedure set forth in model provisions 6 to 17 in the fol-
lowing cases:

23Where pre-qualification proceedings have been engaged in, the criteria shall be the same as
those used in the pre-qualification proceedings.

24The rationale for subjecting the award of the concession contract without competitive pro-
cedures to the approval of a higher authority is to ensure that the contracting authority engages in
direct negotiations with bidders only in the appropriate circumstances (see the Legislative Guide,
chap. III, “Selection of the concessionaire”, paras. 85-96). The model provision therefore suggests that
the enacting State indicate a relevant authority that is competent to authorize negotiations in all cases
set forth in the model provision. The enacting State may provide, however, for different approval
requirements for each subparagraph of the model provision. In some cases, for instance, the enacting
State may provide that the authority to engage in such negotiations derives directly from the law. In
other cases, the enacting State may make the negotiations subject to the approval of different higher
authorities, depending on the nature of the services to be provided or the infrastructure sector con-
cerned. In those cases, the enacting State may need to adapt the model provision to these approval
requirements by adding the particular approval requirement to the subparagraph concerned, or by
adding a reference to provisions of its law where these approval requirements are set forth.
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(a) When there is an urgent need for ensuring continuity in the provision
of the service and engaging in the procedures set forth in model provisions 6
to 17 would be impractical, provided that the circumstances giving rise to the
urgency were neither foreseeable by the contracting authority nor the result of
dilatory conduct on its part;

(b) Where the project is of short duration and the anticipated initial
investment value does not exceed the amount [of [the enacting State specifies a
monetary ceiling]] [set forth in [the enacting State indicates the provisions of its
laws that specify the monetary threshold below which a privately financed
infrastructure project may be awarded without competitive procedures]];25

(c) Where the project involves national defence or national security;
(d) Where there is only one source capable of providing the required

service, such as when the provision of the service requires the use of intellec-
tual property, trade secrets or other exclusive rights owned or possessed by a
certain person or persons;

(e) In cases of unsolicited proposals falling under model provision 23;
(f) When an invitation to the pre-selection proceedings or a request for

proposals has been issued but no applications or proposals were submitted or
all proposals failed to meet the evaluation criteria set forth in the request for
proposals and if, in the judgement of the contracting authority, issuing a new
invitation to the pre-selection proceedings and a new request for proposals
would be unlikely to result in a project award within a required time frame;26

(g) In other cases where the [the enacting State indicates the relevant
authority] authorizes such an exception for compelling reasons of public
interest.27

Model provision 19. Procedures for negotiation of a concession con-
tract (see the Legislative Guide, recommendation 29 and chap. III,
para. 90)

Where a concession contract is negotiated without using the procedures
set forth in model provisions 6-17 the contracting authority shall:28

(a) Except for concession contracts negotiated pursuant to model pro-
vision 18, subparagraph (c), cause a notice of its intention to commence

25As an alternative to the exclusion provided for in subparagraph (b), the enacting State may
consider devising a simplified procedure for request for proposals for projects falling thereunder, for
instance by applying the procedures described in art. 48 of the Model Procurement Law.

26The enacting State may wish to require that the contracting authority include in the record to
be kept pursuant to model provision 26 a summary of the results of the negotiations and indicate the
extent to which those results differed from the project specifications and contractual terms of the
original request for proposals, and that it state the reasons therefor.

27Enacting States that deem it desirable to authorize the use of negotiated procedures on an ad
hoc basis may wish to retain subparagraph (g) when implementing the model provision. Enacting
States wishing to limit exceptions to the competitive selection procedures may prefer not to include
the subparagraph. In any event, for purposes of transparency, the enacting State may wish to indicate
here or elsewhere in the model provision other exceptions, if any, authorizing the use of negotiated
procedures that may be provided for under specific legislation.

28A number of elements to enhance transparency in negotiations under this model provision are
discussed in the Legislative Guide, chap. III, “Selection of the concessionaire”, paras. 90-96.
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negotiations in respect of a concession contract to be published in accordance
with [the enacting State indicates the provisions of any relevant laws on pro-
curement proceedings that govern the publication of notices];

(b) Engage in negotiations with as many persons as the contracting au-
thority judges capable29 of carrying out the project as circumstances permit;

(c) Establish evaluation criteria against which proposals shall be evalu-
ated and ranked.

4. Unsolicited proposals30

Model provision 20. Admissibility of unsolicited proposals (see the
Legislative Guide, recommendation 30 and chap. III, paras. 97-109)

As an exception to model provisions 6 to 17, the contracting authority31

is authorized to consider unsolicited proposals pursuant to the procedures set
forth in model provisions 21 to 23, provided that such proposals do not relate
to a project for which selection procedures have been initiated or announced.

Model provision 21. Procedures for determining the admissibility
of unsolicited proposals (see the Legislative Guide, recommenda-
tions 31 (for paras. 1 and 2) and 32 (for para. 3) and chap. III,
paras. 110-112)

1. Following receipt and preliminary examination of an unsolicited pro-
posal, the contracting authority shall promptly inform the proponent whether or
not the project is considered to be potentially in the public interest.32

29Enacting States wishing to enhance transparency in the use of negotiated procedures may
establish, by specific regulations, qualification criteria to be met by persons invited to negotiations
pursuant to model provisions 18 and 19. An indication of possible qualification criteria is contained
in model provision 7.

30The policy considerations on the advantages and disadvantages of unsolicited proposals are
discussed in the Legislative Guide, chap. III, “Selection of the concessionaire”, paras. 98-100. States
that wish to allow contracting authorities to handle such proposals may wish to use the procedures set
forth in model provisions 21-23.

31The model provision assumes that the power to entertain unsolicited proposals lies with the
contracting authority. However, depending on the regulatory system of the enacting State, a body
separate from the contracting authority may have the responsibility for entertaining unsolicited pro-
posals or for considering, for instance, whether an unsolicited proposal is in the public interest. In such
a case, the manner in which the functions of such a body may need to be coordinated with those of
the contracting authority should be carefully considered by the enacting State (see footnotes 1, 3 and
24 and the references cited therein).

32The determination that a proposed project is in the public interest entails a considered judge-
ment regarding the potential benefits to the public that are offered by the project, as well as its
relationship to the Government’s policy for the infrastructure sector concerned. In order to ensure the
integrity, transparency and predictability of the procedures for determining the admissibility of unso-
licited proposals, it may be advisable for the enacting State to provide guidance, in regulations or other
documents, concerning the criteria that will be used to determine whether an unsolicited proposal is
in the public interest, which may include criteria for assessing the appropriateness of the contractual
arrangements and the reasonableness of the proposed allocation of project risks.
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2. If the project is considered to be potentially in the public interest
under paragraph 1, the contracting authority shall invite the proponent to
submit as much information on the proposed project as is feasible at this stage
to allow the contracting authority to make a proper evaluation of the pro-
ponent’s qualifications33 and the technical and economic feasibility of the
project and to determine whether the project is likely to be successfully
implemented in the manner proposed in terms acceptable to the contracting
authority. For this purpose, the proponent shall submit a technical and
economic feasibility study, an environmental impact study and satisfactory
information regarding the concept or technology contemplated in the proposal.

3. In considering an unsolicited proposal, the contracting authority shall
respect the intellectual property, trade secrets or other exclusive rights con-
tained in, arising from or referred to in the proposal. Therefore, the contracting
authority shall not make use of information provided by or on behalf of the
proponent in connection with its unsolicited proposal other than for the evalu-
ation of that proposal, except with the consent of the proponent. Except as
otherwise agreed by the parties, the contracting authority shall, if the proposal
is rejected, return to the proponent the original and any copies of documents
that the proponent submitted and prepared throughout the procedure.

Model provision 22. Unsolicited proposals that do not involve
intellectual property, trade secrets or other exclusive rights (see the
Legislative Guide, recommendation 33 and chap. III, paras. 113
and 114)

1. Except in the circumstances set forth in model provision 18, the
contracting authority shall, if it decides to implement the project, initiate a
selection procedure in accordance with model provisions 6 to 17 if the con-
tracting authority considers that:

(a) The envisaged output of the project can be achieved without the use
of intellectual property, trade secrets or other exclusive rights owned or pos-
sessed by the proponent; and

(b) The proposed concept or technology is not truly unique or new.

2. The proponent shall be invited to participate in the selection proceed-
ings initiated by the contracting authority pursuant to paragraph 1 and may be
given an incentive or a similar benefit in a manner described by the contracting
authority in the request for proposals in consideration for the development and
submission of the proposal.

33The enacting State may wish to provide in regulations the qualification criteria that need to
be met by the proponent. Elements to be taken into account for that purpose are indicated in model
provision 7.
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Model provision 23. Unsolicited proposals involving intellectual
property, trade secrets or other exclusive rights (see the Legislative
Guide, recommendations 34 (for paras. 1 and 2) and 35 (for paras. 3
and 4) and chap. III, paras. 115-117)

1. If the contracting authority determines that the conditions of model
provision 22, paragraph 1 (a) and (b), are not met, it shall not be required to
carry out a selection procedure pursuant to model provisions 6 to 17. However,
the contracting authority may still seek to obtain elements of comparison for
the unsolicited proposal in accordance with the provisions set out in para-
graphs 2 to 4 of this model provision.34

2. Where the contracting authority intends to obtain elements of com-
parison for the unsolicited proposal, the contracting authority shall publish a
description of the essential output elements of the proposal with an invitation
for other interested parties to submit proposals within [a reasonable period]
[the enacting State indicates a certain amount of time].

3. If no proposals in response to an invitation issued pursuant to para-
graph 2 of this model provision are received within [a reasonable period] [the
amount of time specified in paragraph 2 above], the contracting authority may
engage in negotiations with the original proponent.

4. If the contracting authority receives proposals in response to an in-
vitation issued pursuant to paragraph 2, the contracting authority shall invite
the proponents to negotiations in accordance with the provisions set forth in
model provision 19. In the event that the contracting authority receives a
sufficiently large number of proposals, which appear prima facie to meet its
infrastructure needs, the contracting authority shall request the submission of
proposals pursuant to model provisions 10 to 17, subject to any incentive or
other benefit that may be given to the person who submitted the unsolicited
proposal in accordance with model provision 22, paragraph 2.

5. Miscellaneous provisions

Model provision 24. Confidentiality (see the Legislative Guide,
recommendation 36 and chap. III, para. 118)

The contracting authority shall treat proposals in such a manner as to
avoid the disclosure of their content to competing bidders. Any discussions,
communications and negotiations between the contracting authority and a bid-
der pursuant to model provisions 10, paragraph 3, 17, 18, 19 or 23, para-
graphs 3 and 4, shall be confidential. Unless required by law or by a court

34The enacting State may wish to consider adopting a special procedure for handling unsolicited
proposals falling under this model provision, which may be modelled, mutatis mutandis, on the
request-for-proposals procedure set forth in article 48 of the Model Procurement Law.
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order or permitted by the request for proposals, no party to the negotiations
shall disclose to any other person any technical, price or other information in
relation to discussions, communications and negotiations pursuant to the afore-
mentioned provisions without the consent of the other party.

Model provision 25. Notice of contract award (see the Legislative
Guide, recommendation 37 and chap. III, para. 119)

Except for concession contracts awarded pursuant to model provision 18,
subparagraph (c), the contracting authority shall cause a notice of the contract
award to be published in accordance with [the enacting State indicates the
provisions of its laws on procurement proceedings that govern the publication
of contract award notices]. The notice shall identify the concessionaire and
include a summary of the essential terms of the concession contract.

Model provision 26. Record of selection and award proceedings
(see the Legislative Guide, recommendation 38 and chap. III,
paras. 120-126)

The contracting authority shall keep an appropriate record of information
pertaining to the selection and award proceedings in accordance with [the
enacting State indicates the provisions of its laws on public procurement that
govern record of procurement proceedings].35

Model provision 27. Review procedures (see the Legislative Guide,
recommendation 39 and chap. III, paras. 127-131)

A bidder that claims to have suffered, or that may suffer, loss or injury
due to a breach of a duty imposed on the contracting authority by the law may
seek review of the contracting authority’s acts or failures to act in accordance
with [the enacting State indicates the provisions of its laws governing the
review of decisions made in procurement proceedings].36

35The content of such a record for the various types of project award contemplated in the model
provisions, as well as the extent to which the information contained therein may be accessible to the
public, are discussed in the Legislative Guide, chap. III, “Selection of the concessionaire”, paras. 120-
126. The content of such a record for the various types of project award is further set out in article
11 of the Model Procurement Law. If the laws of the enacting State do not adequately address these
matters, the enacting State should adopt legislation or regulations to that effect.

36Elements for the establishment of an adequate review system are discussed in the Legislative
Guide, chap. III, “Selection of the concessionaire”, paras. 127-131. They are also contained in chapter
VI of the Model Procurement Law. If the laws of the enacting State do not provide such an adequate
review system, the enacting State should consider adopting legislation to that effect.
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III. Contents and implementation of the
concession contract

Model provision 28. Contents and implementation of the concession
contract (see the Legislative Guide, recommendation 40 and
chap. IV, paras. 1-11)

The concession contract shall provide for such matters as the parties deem
appropriate,37 such as:

(a) The nature and scope of works to be performed and services to be
provided by the concessionaire (see chap. IV, para. 1);

(b) The conditions for provision of those services and the extent of
exclusivity, if any, of the concessionaire’s rights under the concession contract
(see recommendation 5);

(c) The assistance that the contracting authority may provide to the
concessionaire in obtaining licences and permits to the extent necessary for the
implementation of the infrastructure project;

(d) Any requirements relating to the establishment and minimum capital
of a legal entity incorporated in accordance with model provision 30 (see
recommendations 42 and 43 and model provision 30);

(e) The ownership of assets related to the project and the obligations of
the parties, as appropriate, concerning the acquisition of the project site and
any necessary easements, in accordance with model provisions 31 to 33 (see
recommendations 44 and 45 and model provisions 31-33);

(f) The remuneration of the concessionaire, whether consisting of tariffs
or fees for the use of the facility or the provision of services; the methods and
formulas for the establishment or adjustment of any such tariffs or fees; and
payments, if any, that may be made by the contracting authority or other public
authority (see recommendations 46 and 48);

(g) Procedures for the review and approval of engineering designs,
construction plans and specifications by the contracting authority, and the pro-
cedures for testing and final inspection, approval and acceptance of the infra-
structure facility (see recommendation 52);

(h) The extent of the concessionaire’s obligations to ensure, as appropri-
ate, the modification of the service so as to meet the actual demand for the
service, its continuity and its provision under essentially the same conditions
for all users (see recommendation 53 and model provision 38);

(i) The contracting authority’s or other public authority’s right to moni-
tor the works to be performed and services to be provided by the
concessionaire and the conditions and extent to which the contracting authority
or a regulatory agency may order variations in respect of the works and con-
ditions of service or take such other reasonable actions as they may find
appropriate to ensure that the infrastructure facility is properly operated and the

37Enacting States may wish to note that the inclusion in the concession contract of provisions
dealing with some of the matters listed in this model provision is mandatory pursuant to other model
provisions.
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services are provided in accordance with the applicable legal and contractual
requirements (see recommendations 52 and 54, subpara. (b));

(j) The extent of the concessionaire’s obligation to provide the contract-
ing authority or a regulatory agency, as appropriate, with reports and other
information on its operations (see recommendation 54, subpara. (a));

(k) Mechanisms to deal with additional costs and other consequences
that might result from any order issued by the contracting authority or another
public authority in connection with subparagraphs (h) and (i) above, including
any compensation to which the concessionaire might be entitled (see chap. IV,
paras. 73-76);

(l) Any rights of the contracting authority to review and approve major
contracts to be entered into by the concessionaire, in particular with the
concessionaire’s own shareholders or other affiliated persons (see recommen-
dation 56);

(m) Guarantees of performance to be provided and insurance policies to
be maintained by the concessionaire in connection with the implementation of
the infrastructure project (see recommendation 58, subparas. (a) and (b));

(n) Remedies available in the event of default of either party (see recom-
mendation 58, subpara. (e));

(o) The extent to which either party may be exempt from liability for
failure or delay in complying with any obligation under the concession contract
owing to circumstances beyond its reasonable control (see recommendation 58,
subpara. (d));

(p) The duration of the concession contract and the rights and obliga-
tions of the parties upon its expiry or termination (see recommendation 61);

(q) The manner for calculating compensation pursuant to model provi-
sion 47 (see recommendation 67);

(r) The governing law and the mechanisms for the settlement of disputes
that may arise between the contracting authority and the concessionaire (see
recommendation 69 and model provisions 29 and 49);

(s) The rights and obligations of the parties with respect to confidential
information (see model provision 24).

Model provision 29. Governing law (see the Legislative Guide,
recommendation 41 and chap. IV, paras. 5-8)

The concession contract is governed by the law of [the enacting State]
unless otherwise provided in the concession contract.38

38Legal systems provide varying answers to the question as to whether the parties to a conces-
sion contract may choose as the governing law of the contract a law other than the laws of the host
country. Furthermore, as discussed in the Legislative Guide (see chap. IV, “Construction and operation
of infrastructure: legislative framework and project agreement”, paras. 5-8), in some countries the
concession contract may be subject to administrative law, while in others the concession contract may
be governed by private law (see also the Legislative Guide, chap. VII, “Other relevant areas of law”,
paras. 24-27). The governing law also includes legal rules of other fields of law that apply to the
various issues that arise during the implementation of an infrastructure project (see generally the
Legislative Guide, chap. VII, “Other relevant areas of law”, sect. B).
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Model provision 30. Organization of the concessionaire (see the
Legislative Guide, recommendations 42 and 43 and chap. IV,
paras. 12-18)

The contracting authority may require that the successful bidder establish
a legal entity incorporated under the laws of [the enacting State], provided that
a statement to that effect was made in the pre-selection documents or in the
request for proposals, as appropriate. Any requirement relating to the minimum
capital of such a legal entity and the procedures for obtaining the approval of
the contracting authority to its statute and by-laws and significant changes
therein shall be set forth in the concession contract consistent with the terms
of the request for proposals.

Model provision 31. Ownership of assets39 (see the Legislative Guide,
recommendation 44 and chap. IV, paras. 20-26)

The concession contract shall specify, as appropriate, which assets are or
shall be public property and which assets are or shall be the private property
of the concessionaire. The concession contract shall in particular identify
which assets belong to the following categories:

(a) Assets, if any, that the concessionaire is required to return or transfer
to the contracting authority or to another entity indicated by the contracting
authority in accordance with the terms of the concession contract;

(b) Assets, if any, that the contracting authority, at its option, may pur-
chase from the concessionaire; and

(c) Assets, if any, that the concessionaire may retain or dispose of upon
expiry or termination of the concession contract.

Model provision 32. Acquisition of rights related to the project site
(see the Legislative Guide, recommendation 45 and chap. IV,
paras. 27-29)

1. The contracting authority or other public authority under the terms of
the law and the concession contract shall make available to the concessionaire

39Private sector participation in infrastructure projects may be devised in a variety of different
forms, ranging from publicly owned and operated infrastructure to fully privatized projects (see the
Legislative Guide, “Introduction and background information on privately financed infrastructure
projects”, paras. 47-53). Those general policy options typically determine the legislative approach for
ownership of project-related assets (see the Legislative Guide, chap. IV, “Construction and operation
of infrastructure: legislative framework and project agreement”, paras. 20-26). Irrespective of the host
country’s general or sectoral policy, the ownership regime of the various assets involved should be
clearly defined and based on sufficient legislative authority. Clarity in this respect is important, as it
will directly affect the concessionaire’s ability to create security interests in project assets for the
purpose of raising financing for the project (see the Legislative Guide, chap. IV, “Construction and
operation of infrastructure: legislative framework and project agreement”, paras. 52-61). Consistent
with the flexible approach taken by various legal systems, the model provision does not contemplate
an unqualified transfer of all assets to the contracting authority but allows a distinction between assets
that must be transferred to the contracting authority, assets that may be purchased by the contracting
authority, at its option, and assets that remain the private property of the concessionaire, upon expiry
or termination of the concession contract or at any other time.
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or, as appropriate, shall assist the concessionaire in obtaining such rights
related to the project site, including title thereto, as may be necessary for the
implementation of the project.

2. Any compulsory acquisition of land that may be required for the
implementation of the project shall be carried out in accordance with [the
enacting State indicates the provisions of its laws that govern compulsory
acquisition of private property by public authorities for reasons of public
interest].

Model provision 33. Easements40 (see the Legislative Guide, recom-
mendation 45 and chap. IV, para. 30)

Variant A

1. The contracting authority or other public authority under the
terms of the law and the concession contract shall make available to the
concessionaire or, as appropriate, shall assist the concessionaire to enjoy
the right to enter upon, transit through or do work or fix installations upon
property of third parties, as appropriate and required for the implementa-
tion of the project in accordance with [the enacting State indicates the
provisions of its laws that govern easements and other similar rights
enjoyed by public utility companies and infrastructure operators under
its laws].

Variant B

1. The concessionaire shall have the right to enter upon, transit
through or do work or fix installations upon property of third parties, as
appropriate and required for the implementation of the project in
accordance with [the enacting State indicates the provisions of its laws
that govern easements and other similar rights enjoyed by public utility
companies and infrastructure operators under its laws].

2. Any easements that may be required for the implementation of
the project shall be created in accordance with [the enacting State
indicates the provisions of its laws that govern the creation of easements
for reasons of public interest].

40The right to transit on or through adjacent property for project-related purposes or to do work
on such property may be acquired by the concessionaire directly or may be compulsorily acquired by
a public authority simultaneously with the project site. A somewhat different alternative, which is
reflected in variant B, might be for the law itself to empower public service providers to enter, pass
through or do work or fix installations upon the property of third parties, as required for the con-
struction, operation and maintenance of public infrastructure (see the Legislative Guide, chap. IV,
“Construction and operation of infrastructure: legislative framework and project agreement”,
paras. 30-32).
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Model provision 34. Financial arrangements (see the Legislative
Guide, recommendations 46, 47 and 48 and chap. IV, paras. 33-51)

1. The concessionaire shall have the right to charge, receive or collect
tariffs or fees for the use of the facility or its services in accordance with the
concession contract, which shall provide for methods and formulas for the
establishment and adjustment of those tariffs or fees [in accordance with the
rules established by the competent regulatory agency].41

2. The contracting authority shall have the power to agree to make
direct payments to the concessionaire as a substitute for, or in addition to,
tariffs or fees for the use of the facility or its services.

Model provision 35. Security interests (see the Legislative Guide,
recommendation 49 and chap. IV, paras. 52-61)

1. Subject to any restriction that may be contained in the concession
contract,42 the concessionaire has the right to create security interests over any
of its assets, rights or interests, including those relating to the infrastructure
project, as required to secure any financing needed for the project, including,
in particular, the following:

(a) Security over movable or immovable property owned by the
concessionaire or its interests in project assets;

(b) A pledge of the proceeds of, and receivables owed to the
concessionaire for, the use of the facility or the services it provides.

2. The shareholders of the concessionaire shall have the right to pledge
or create any other security interest in their shares in the concessionaire.

3. No security under paragraph 1 may be created over public property
or other property, assets or rights needed for the provision of a public service,
where the creation of such security is prohibited by the law of [the enacting
State].

41Tolls, fees, prices or other charges accruing to the concessionaire, which are referred to in the
Legislative Guide as “tariffs”, may be the main (sometimes even the sole) source of revenue to recover
the investment made in the project in the absence of subsidies or payments by the contracting
authority or other public authorities (see the Legislative Guide, chap. II, “Project risks and government
support”, paras. 30-60). The cost at which public services are provided is typically an element of the
Government’s infrastructure policy and a matter of immediate concern for large sections of the public.
Thus, the regulatory framework for the provision of public services in many countries includes special
tariff-control rules. Furthermore, statutory provisions or general rules of law in some legal systems
establish parameters for pricing goods or services, for instance by requiring that charges meet certain
standards of “reasonableness”, “fairness” or “equity” (see the Legislative Guide, chap. IV, “Construc-
tion and operation of infrastructure: legislative framework and project agreement”, paras. 36-46).

42These restrictions may, in particular, concern the enforcement of the rights or interests relating
to assets of the infrastructure project.
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Model provision 36. Assignment of the concession contract (see the
Legislative Guide, recommendation 50 and chap. IV, paras. 62
and 63)

Except as otherwise provided in model provision 35, the rights and obli-
gations of the concessionaire under the concession contract may not be as-
signed to third parties without the consent of the contracting authority. The
concession contract shall set forth the conditions under which the contracting
authority shall give its consent to an assignment of the rights and obligations
of the concessionaire under the concession contract, including the acceptance
by the new concessionaire of all obligations thereunder and evidence of the
new concessionaire’s technical and financial capability as necessary for
providing the service.

Model provision 37. Transfer of controlling interest43 in the
concessionaire (see the Legislative Guide, recommendation 51 and
chap. IV, paras. 64-68)

Except as otherwise provided in the concession contract, a controlling
interest in the concessionaire may not be transferred to third parties without the
consent of the contracting authority. The concession contract shall set forth the
conditions under which consent of the contracting authority shall be given.

Model provision 38. Operation of infrastructure (see the Legislative
Guide, recommendation 53 and chap. IV, paras. 80-93 (for para. 1)
and recommendation 55 and chap. IV, paras. 96 and 97 (for
para. 2))

1. The concession contract shall set forth, as appropriate, the extent of
the concessionaire’s obligations to ensure:

(a) The modification of the service so as to meet the demand for the
service;

(b) The continuity of the service;

(c) The provision of the service under essentially the same conditions for
all users;

(d) The non-discriminatory access, as appropriate, of other service pro-
viders to any public infrastructure network operated by the concessionaire.

43The notion of “controlling interest” generally refers to the power to appoint the management
of a corporation and influence or determine its business. Different criteria may be used in various legal
systems or even in different bodies of law within the same legal system, ranging from formal criteria
attributing a controlling interest to the ownership of a certain amount (typically more than 50 per cent)
of the total combined voting power of all classes of stock of a corporation to more complex criteria
that take into account the actual management structure of a corporation. Enacting States that do not
have a statutory definition of “controlling interest” may need to define the term in regulations issued
to implement the model provision.
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2. The concessionaire shall have the right to issue and enforce rules
governing the use of the facility, subject to the approval of the contracting
authority or a regulatory body.

Model provision 39. Compensation for specific changes in legislation
(see the Legislative Guide, recommendation 58, subpara. (c), and
chap. IV, paras. 122-125)

The concession contract shall set forth the extent to which the
concessionaire is entitled to compensation in the event that the cost of the
concessionaire’s performance of the concession contract has substantially
increased or that the value that the concessionaire receives for such perform-
ance has substantially diminished, as compared with the costs and the value of
performance originally foreseen, as a result of changes in legislation or regu-
lations specifically applicable to the infrastructure facility or the services it
provides.

Model provision 40. Revision of the concession contract (see the
Legislative Guide, recommendation 58, subpara. (c), and chap. IV,
paras. 126-130)

1. Without prejudice to model provision 39, the concession contract
shall further set forth the extent to which the concessionaire is entitled to a
revision of the concession contract with a view to providing compensation
in the event that the cost of the concessionaire’s performance of the conces-
sion contract has substantially increased or that the value that the
concessionaire receives for such performance has substantially diminished, as
compared with the costs and the value of performance originally foreseen, as
a result of:

(a) Changes in economic or financial conditions; or

(b) Changes in legislation or regulations not specifically applicable to
the infrastructure facility or the services it provides;

provided that the economic, financial, legislative or regulatory changes:

(a) Occur after the conclusion of the contract;

(b) Are beyond the control of the concessionaire; and

(c) Are of such a nature that the concessionaire could not reasonably be
expected to have taken them into account at the time the concession contract
was negotiated or to have avoided or overcome their consequences.

2. The concession contract shall establish procedures for revising
the terms of the concession contract following the occurrence of any such
changes.
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Model provision 41. Takeover of an infrastructure project by the
contracting authority (see the Legislative Guide, recommendation 59
and chap. IV, paras. 143-146)

Under the circumstances set forth in the concession contract, the contract-
ing authority has the right to temporarily take over the operation of the facility
for the purpose of ensuring the effective and uninterrupted delivery of the
service in the event of serious failure by the concessionaire to perform its
obligations and to rectify the breach within a reasonable period of time after
having been given notice by the contracting authority to do so.

Model provision 42. Substitution of the concessionaire (see the
Legislative Guide, recommendation 60 and chap. IV, paras. 147-150)

The contracting authority may agree with the entities extending financing
for an infrastructure project and the concessionaire to provide for the substi-
tution of the concessionaire by a new entity or person appointed to perform
under the existing concession contract upon serious breach by the
concessionaire or other events that could otherwise justify the termination of
the concession contract or other similar circumstances.44

IV. Duration, extension and termination of
the concession contract

1. Duration and extension of the concession contract

Model provision 43. Duration and extension of the concession
contract (see the Legislative Guide, recommendation 62 and chap. V,
paras. 2-8)

The duration of the concession shall be set forth in the concession con-
tract. The contracting authority may not agree to extend its duration except as
a result of the following circumstances:

(a) Delay in completion or interruption of operation due to circum-
stances beyond the reasonable control of either party;

(b) Project suspension brought about by acts of the contracting authority
or other public authorities;

44The substitution of the concessionaire by another entity, proposed by the lenders and accepted
by the contracting authority under the terms agreed by them, is intended to give the parties an
opportunity to avert the disruptive consequences of termination of the concession contract (see the
Legislative Guide, chap. IV, “Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 147-150). The parties may wish first to resort to other practical measures,
possibly in a successive fashion, such as temporary takeover of the project by the lenders or by a
temporary administrator appointed by them, or enforcement of the lenders’ security over the shares
of the concessionaire company by selling those shares to a third party acceptable to the contracting
authority.
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(c) Increase in costs arising from requirements of the contracting autho-
rity not originally foreseen in the concession contract, if the concessionaire
would not be able to recover such costs without such extension; or

(d) [Other circumstances, as specified by the enacting State].45

2. Termination of the concession contract

Model provision 44. Termination of the concession contract by the
contracting authority (see the Legislative Guide, recommendation 63
and chap. V, paras. 14-27)

The contracting authority may terminate the concession contract:

(a) In the event that it can no longer be reasonably expected that the
concessionaire will be able or willing to perform its obligations, owing to
insolvency, serious breach or otherwise;

(b) For compelling46 reasons of public interest, subject to payment of
compensation to the concessionaire, the terms of the compensation to be as
agreed in the concession contract;

(c) [Other circumstances that the enacting State might wish to add].

Model provision 45. Termination of the concession contract by the
concessionaire (see the Legislative Guide, recommendation 64 and
chap. V, paras. 28-33)

The concessionaire may not terminate the concession contract except
under the following circumstances:

(a) In the event of serious breach by the contracting authority or other
public authority of its obligations in connection with the concession contract;

(b) If the conditions for a revision of the concession contract under
model provision 40, paragraph 1, are met, but the parties have failed to agree
on a revision of the concession contract; or

(c) If the cost of the concessionaire’s performance of the concession
contract has substantially increased or the value that the concessionaire re-
ceives for such performance has substantially diminished as a result of acts or
omissions of the contracting authority or other public authorities, for instance,
pursuant to model provision 28, subparagraphs (h) and (i), and the parties have
failed to agree on a revision of the concession contract.

45The enacting State may wish to consider the possibility of having the law authorize a consen-
sual extension of the concession contract pursuant to its terms, for reasons of public interest, as
justified in the record to be kept by the contracting authority pursuant to model provision 26.

46Possible situations constituting a compelling reason of public interest are discussed in the
Legislative Guide, chap. V, “Duration, extension and termination of the project agreement”, para. 27.
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Model provision 46. Termination of the concession contract by
either party (see the Legislative Guide, recommendation 65 and
chap. V, paras. 34 and 35)

Either party shall have the right to terminate the concession contract in the
event that the performance of its obligations is rendered impossible by circum-
stances beyond either party’s reasonable control. The parties shall also have
the right to terminate the concession contract by mutual consent.

3. Arrangements upon termination or expiry of
the concession contract

Model provision 47. Compensation upon termination of the conces-
sion contract (see the Legislative Guide, recommendation 67 and
chap. V, paras. 43-49)

The concession contract shall stipulate how compensation due to either
party is calculated in the event of termination of the concession contract,
providing, where appropriate, for compensation for the fair value of works
performed under the concession contract, costs incurred or losses sustained by
either party, including, as appropriate, lost profits.

Model provision 48. Wind-up and transfer measures (see the Legis-
lative Guide, recommendation 66 and chap. V, paras. 37-42 (for
subpara. (a)) and recommendation 68 and chap. V, paras. 50-62
(for subparas. (b)-(d))

The concession contract shall provide, as appropriate, for:

(a) Mechanisms and procedures for the transfer of assets to the contract-
ing authority;

(b) The compensation to which the concessionaire may be entitled in
respect of assets transferred to the contracting authority or to a new
concessionaire or purchased by the contracting authority;

(c) The transfer of technology required for the operation of the facility;

(d) The training of the contracting authority’s personnel or of a succes-
sor concessionaire in the operation and maintenance of the facility;

(e) The provision, by the concessionaire, of continuing support services
and resources, including the supply of spare parts, if required, for a reasonable
period after the transfer of the facility to the contracting authority or to a
successor concessionaire.
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V. Settlement of disputes

Model provision 49. Disputes between the contracting authority and
the concessionaire (see the Legislative Guide, recommendation 69
and chap. VI, paras. 3-41)

Any disputes between the contracting authority and the concessionaire
shall be settled through the dispute settlement mechanisms agreed by the
parties in the concession contract.47

Model provision 50. Disputes involving customers or users of the
infrastructure facility (see the Legislative Guide, recommendation
71 and chap. VI, paras. 43-45)

Where the concessionaire provides services to the public or operates
infrastructure facilities accessible to the public, the contracting authority may
require the concessionaire to establish simplified and efficient mechanisms
for handling claims submitted by its customers or users of the infrastructure
facility.

Model provision 51. Other disputes (see the Legislative Guide,
recommendation 70 and chap. VI, para. 42)

1. The concessionaire and its shareholders shall be free to choose the
appropriate mechanisms for settling disputes among themselves.

2. The concessionaire shall be free to agree on the appropriate mecha-
nisms for settling disputes between itself and its lenders, contractors, suppliers
and other business partners.

47The enacting State may provide in its legislation dispute settlement mechanisms that are best
suited to the needs of privately financed infrastructure projects.
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 United Nations A/RES/56/79 

 

General Assembly Distr.: General 
25 January 2002 

Fifty-sixth session 
Agenda item 161 

 

01 49020 

Resolution adopted by the General Assembly 

[on the report of the Sixth Committee (A/56/588 and Corr.1)] 

  56/79. Report of the United Nations Commission on 
International Trade Law on the work of its thirty-fourth 
session 

 
 

 The General Assembly, 

 Recalling its resolution 2205 (XXI) of 17 December 1966, by which it 
established the United Nations Commission on International Trade Law with a 
mandate to further the progressive harmonization and unification of the law of 
international trade and in that respect to bear in mind the interests of all peoples, in 
particular those of developing countries, in the extensive development of 
international trade, 

 Reaffirming its conviction that the progressive harmonization and unification 
of international trade law, in reducing or removing legal obstacles to the flow of 
international trade, especially those affecting the developing countries, would 
contribute significantly to universal economic cooperation among all States on a 
basis of equality, equity and common interest and to the elimination of 
discrimination in international trade and, thereby, to the well-being of all peoples, 

 Emphasizing the need for higher priority to be given to the work of the 
Commission in view of the increasing value of the modernization of international 
trade law for global economic development and thus for the maintenance of friendly 
relations among States, 

 Stressing the value of the participation by States at all levels of economic 
development and from different legal systems in the process of harmonizing and 
unifying international trade law, 

 Having considered the report of the Commission on the work of its thirty-
fourth session,1 

 Concerned that activities undertaken by other bodies of the United Nations 
system in the field of international trade law without coordination with the 
Commission might lead to undesirable duplication of efforts and would not be in

_______________ 
1 Official Records of the General Assembly, Fifty-sixth Session, Supplement No. 17 and corrigenda 
(A/56/17 and Corr. 1 and.3). 
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keeping with the aim of promoting efficiency, consistency and coherence in the 
unification and harmonization of international trade law, as stated in its resolution 
37/106 of 16 December 1982, 

 Stressing the importance of the further development of case law on United 
Nations Commission on International Trade Law texts in promoting the uniform 
application of the legal texts of the Commission and its value for government 
officials, practitioners and academics, 

 1. Takes note with appreciation of the report of the United Nations 
Commission on International Trade Law on the work of its thirty-fourth session;1 

 2. Takes note with satisfaction of the completion and adoption by the 
Commission of the draft Convention on the Assignment of Receivables in 
International Trade2 and of the United Nations Commission on International Trade 
Law Model Law on Electronic Signatures;3 

 3. Takes note of the progress made in the work of the Commission on 
arbitration and insolvency law and of its decision to commence work on electronic 
contracting, privately financed infrastructure projects, security interests and 
transport law, and expresses its appreciation to the Commission for its decision to 
adjust its working methods in order to accommodate its increased workload without 
endangering the high quality of its work; 

 4. Expresses its appreciation to the secretariat of the Commission for the 
publication and distribution of the Legislative Guide on Privately Financed 
Infrastructure Projects,4 calls upon the secretariat to ensure, in a joint effort with 
intergovernmental organizations such as the regional commissions of the United 
Nations, the United Nations Development Programme, the United Nations Industrial 
Development Organization, organizations of the World Bank Group and regional 
development banks, wide dissemination of the Legislative Guide, and invites States 
to give favourable consideration to its provisions when revising or adopting 
legislation in that area; 

 5. Appeals to Governments that have not yet done so to reply to the 
questionnaire circulated by the Secretariat in relation to the legal regime governing 
the recognition and enforcement of foreign arbitral awards and, in particular, to the 
legislative implementation of the Convention on the Recognition and Enforcement 
of Foreign Arbitral Awards, done at New York on 10 June 1958;5 

 6. Invites States to nominate persons to work with the private foundation 
established to encourage assistance to the Commission from the private sector; 

 7. Reaffirms the mandate of the Commission, as the core legal body within 
the United Nations system in the field of international trade law, to coordinate legal 
activities in this field and, in this connection: 

 (a) Calls upon all bodies of the United Nations system and invites other 
international organizations to bear in mind the mandate of the Commission and the 
need to avoid duplication of effort and to promote efficiency, consistency and 
coherence in the unification and harmonization of international trade law; 

_______________ 
2 Ibid., annex I. 
3 Ibid., annex II. 
4 United Nations publication, Sales No. E.01.V.4. 
5 United Nations, Treaty Series, vol. 330, No. 4739. 
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 (b) Recommends that the Commission, through its secretariat, continue to 
maintain close cooperation with the other international organs and organizations, 
including regional organizations, active in the field of international trade law; 

 8. Also reaffirms the importance, in particular for developing countries, of 
the work of the Commission concerned with training and technical assistance in the 
field of international trade law, such as assistance in the preparation of national 
legislation based on legal texts of the Commission; 

 9. Expresses the desirability of increased efforts by the Commission, in 
sponsoring seminars and symposia, to provide such training and technical 
assistance, and in this connection: 

 (a) Expresses its appreciation to the Commission for organizing seminars 
and briefing missions in Belarus, Burkina Faso, China, Colombia, Croatia, Cuba, the 
Dominican Republic, Egypt, Kenya, Lithuania, Peru, the Republic of Korea, 
Tunisia, Ukraine and Uzbekistan; 

 (b) Expresses its appreciation to the Governments whose contributions 
enabled the seminars and briefing missions to take place, and appeals to 
Governments, the relevant bodies of the United Nations system, organizations, 
institutions and individuals to make voluntary contributions to the United Nations 
Commission on International Trade Law Trust Fund for Symposia and, where 
appropriate, to the financing of special projects, and otherwise to assist the 
secretariat of the Commission in financing and organizing seminars and symposia, 
in particular in developing countries, and in the award of fellowships to candidates 
from developing countries to enable them to participate in such seminars and 
symposia; 

 10. Appeals to the United Nations Development Programme and other bodies 
responsible for development assistance, such as the International Bank for 
Reconstruction and Development and the European Bank for Reconstruction and 
Development, as well as to Governments in their bilateral aid programmes, to 
support the training and technical assistance programme of the Commission and to 
cooperate and coordinate their activities with those of the Commission; 

 11. Appeals to Governments, the relevant bodies of the United Nations 
system, organizations, institutions and individuals, in order to ensure full 
participation by all Member States in the sessions of the Commission and its 
working groups, to make voluntary contributions to the trust fund established to 
provide travel assistance to developing countries that are members of the 
Commission, at their request and in consultation with the Secretary-General; 

 12. Decides, in order to ensure full participation by all Member States in the 
sessions of the Commission and its working groups, to continue, in the competent 
Main Committee during the fifty-sixth session of the General Assembly, its 
consideration of granting travel assistance to the least developed countries that are 
members of the Commission, at their request and in consultation with the Secretary-
General; 

 13. Reiterates, in view of the increased work programme of the Commission, 
its request to the Secretary-General to strengthen the secretariat of the Commission 
within the bounds of the resources available in the Organization so as to ensure and 
enhance the effective implementation of the programme of the Commission; 

 14. Requests the Secretary-General to adjust the terms of reference of the 
United Nations Commission on International Trade Law Trust Fund for Symposia so 
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as to make it possible for the resources in the Trust Fund to be used also for the 
financing of training and technical assistance activities undertaken by the 
Secretariat; 

 15. Stresses the importance of bringing into effect the conventions emanating 
from the work of the Commission for the global unification and harmonization of 
international trade law, and to this end urges States that have not yet done so to 
consider signing, ratifying or acceding to those conventions. 

 

85th plenary meeting 
12 December 2001 
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Preface

The present Legislative Guide was prepared by the United Nations Commission on Inter-
national Trade Law (UNCITRAL). In addition to representatives of member States of the
Commission, representatives of many other States and of a number of international organi-
zations, both intergovernmental and non-governmental, participated actively in the prepara-
tory work.

The Commission considered possible work to be undertaken in the field of privately
financed infrastructure projects in 1996, in the light of a note by the Secretariat on
build-operate-transfer (BOT) projects.1 The Commission decided to prepare a legislative
guide and requested the Secretariat to prepare draft chapters of such a guide.2  The Commis-
sion reviewed the drafts chapters from its thirtieth to its thirty-third sessions.3 The Commis-
sion adopted the Legislative Guide at its thirty-third session, held in New York from 12 June
to 7 July 2000, subject to editorial modifications left to the Secretariat, and requested the
Secretariat to ensure its widest possible dissemination.4

1
“Build-operate-transfer projects: note by the Secretariat” (A/CN.9/424) (Yearbook of the United

Nations Commission on International Trade Law 1996 (hereinafter referred to as the “UNCITRAL
Yearbook”) (United Nations publication, Sales No. E.98.V.7, vol. XXVII), part two, chap. V).

2
See Official Records of the General Assembly, Fifty-first Session, Supplement No. 17 (A/51/17),

paras. 225-230 (UNCITRAL Yearbook 1996, part one).
3
See ibid., Fifty-second Session, Supplement No. 17 (A/52/17), paras. 231-247 (UNCITRAL Year-

book 1997, vol. XXVIII (United Nations publication, Sales No. E.99.V.6), part one); ibid., Fifty-third
Session, Supplement No. 17 (A/53/17), paras. 12-206 (UNCITRAL Yearbook 1998, vol. XXIX (United
Nations publication, Sales No. E.99.V.12), part one); and ibid., Fifty-fourth Session, Supplement No. 17
(A/54/17), paras. 12-307).

4
See Official Records of the General Assembly, Fifty-fifth Session, Supplement No. 17 (A/55/17),

para. 372.
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Consolidated legislative recommendations

Foreword

The following pages contain a set of recommended legislative principles
entitled “legislative recommendations”. The legislative recommendations are
intended to assist in the establishment of a legislative framework favourable to
privately financed infrastructure projects. The legislative recommendations
are followed by notes that offer an analytical introduction with references to
financial, regulatory, legal, policy and other issues raised in the subject area.
The user is advised to read the legislative recommendations together with the
notes, which provide background information to enhance understanding of the
legislative recommendations.

The legislative recommendations deal with matters that it is important
to address in legislation specifically concerned with privately financed infra-
structure projects. They do not deal with other areas of law that, as discussed
in the notes to the legislative recommendations, also have an impact on pri-
vately financed infrastructure projects. Moreover, the successful implementa-
tion of privately financed infrastructure projects typically requires various
measures beyond the establishment of an appropriate legislative framework,
such as adequate administrative structures and practices, organizational capa-
bility, technical expertise, appropriate human and financial resources and
economic stability.

For host countries wishing to promote privately financed infrastructure
projects it is recommended that the following principles be implemented by
the law:

I. General legislative and institutional framework

Constitutional, legislative and institutional framework (see chap. I,
“General legislative and institutional framework”, paras. 2-14)

Recommendation  1. The constitutional, legislative and institutional frame-
work for the implementation of privately financed infrastructure projects
should ensure transparency, fairness, and the long-term sustainability of
projects. Undesirable restrictions on private sector participation in infrastruc-
ture development and operation should be eliminated.

xi
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Scope of authority to award concessions (see chap. I, “General legisla-
tive and institutional framework”, paras. 15-22)

Recommendation  2. The law should identify the public authorities of the
host country (including, as appropriate, national, provincial and local authori-
ties) that are empowered to award concessions and enter into agreements for
the implementation of privately financed infrastructure projects.

Recommendation  3. Privately financed infrastructure projects may include
concessions for the construction and operation of new infrastructure facilities
and systems or the maintenance, modernization, expansion and operation of
existing infrastructure facilities and systems.

Recommendation  4. The law should identify the sectors or types of infra-
structure in respect of which concessions may be granted.

Recommendation  5. The law should specify the extent to which a conces-
sion might extend to the entire region under the jurisdiction of the respective
contracting authority, to a geographical subdivision thereof or to a discrete
project, and whether it might be awarded with or without exclusivity, as
appropriate, in accordance with rules and principles of law, statutory provi-
sions, regulations and policies applying to the sector concerned. Contracting
authorities might be jointly empowered to award concessions beyond a single
jurisdiction.

Administrative coordination  (see chap. I, “General legislative and insti-
tutional framework”, paras. 23-29)

Recommendation  6. Institutional mechanisms should be established to co-
ordinate the activities of the public authorities responsible for issuing approv-
als, licences, permits or authorizations required for the implementation of
privately financed infrastructure projects in accordance with statutory or
regulatory provisions on the construction and operation of infrastructure
facilities of the type concerned.

Authority to regulate infrastructure services (see chap. I, “General
legislative and institutional framework”, paras. 30-53)

Recommendation  7. The authority to regulate infrastructure services should
not be entrusted to entities that directly or indirectly provide infrastructure
services.

Recommendation  8. Regulatory competence should be entrusted to func-
tionally independent bodies with a level of autonomy sufficient to ensure that
their decisions are taken without political interference or inappropriate pres-
sures from infrastructure operators and public service providers.

Recommendation  9. The rules governing regulatory procedures should be
made public. Regulatory decisions should state the reasons on which they are
based and should be accessible to interested parties through publication or
other means.
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Recommendation 10. The law should establish transparent procedures
whereby the concessionaire may request a review of regulatory decisions by
an independent and impartial body, which may include court review, and
should set forth the grounds on which such a review may be based.

Recommendation 11. Where appropriate, special procedures should be estab-
lished for handling disputes among public service providers concerning alleged
violations of laws and regulations governing the relevant sector.

II. Project risks and government support

Project risks and risk allocation (see chap. II, “Project risks and gov-
ernment support”, paras. 8-29)

Recommendation 12. No unnecessary statutory or regulatory limitations
should be placed upon the contracting authority’s ability to agree on an
allocation of risks that is suited to the needs of the project.

Government support (see chap. II, “Project risks and government sup-
port”, paras. 30-60)

Recommendation 13. The law should clearly state which public authorities of
the host country may provide financial or economic support to the implemen-
tation of privately financed infrastructure projects and which types of support
they are authorized to provide.

III. Selection of the concessionaire

General considerations (see chap. III, “Selection of the concessionaire”,
paras. 1-33)

Recommendation 14. The law should provide for the selection of the
concessionaire through transparent and efficient competitive procedures
adapted to the particular needs of privately financed infrastructure projects.

Pre-selection of bidders (see chap. III, “Selection of the
concessionaire”, paras. 34-50)

Recommendation 15. The bidders should demonstrate that they meet the
pre-selection criteria that the contracting authority considers appropriate for
the particular project, including:

(a) Adequate professional and technical qualifications, human resources,
equipment and other physical facilities as necessary to carry out all the phases
of the project, namely, engineering, construction, operation and maintenance;

(b) Sufficient ability to manage the financial aspects of the project and
capability to sustain the financing requirements for the engineering, construc-
tion and operational phases of the project;



xiv UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects

(c) Appropriate managerial and organizational capability, reliability and
experience, including previous experience in operating public infrastructure.

Recommendation 16. The bidders should be allowed to form consortia to
submit proposals, provided that each member of a pre-selected consortium
may participate, either directly or through subsidiary companies, in only one
bidding consortium.

Recommendation 17. The contracting authority should draw up a short list
of the pre-selected bidders that will subsequently be invited to submit pro-
posals upon completion of the pre-selection phase.

Procedures for requesting proposals (see chap. III, “Selection of the
concessionaire”, paras. 51-84)

Single-stage and two-stage procedures for requesting proposals

Recommendation 18. Upon completion of the pre-selection proceedings, the
contracting authority should request the pre-selected bidders to submit final
proposals.

Recommendation  19.   Notwithstanding the above, the contracting author-
ity may use a two-stage procedure to request proposals from pre-selected
bidders when it is not feasible for it to formulate project specifications or
performance indicators and contractual terms in a manner sufficiently de-
tailed and precise to permit final proposals to be formulated. Where a two-
stage procedure is used, the following provisions should apply:

(a) The contracting authority should first call upon the pre-selected bid-
ders to submit proposals relating to output specifications and other charac-
teristics of the project as well as to the proposed contractual terms;

(b) The contracting authority may convene a meeting of  bidders to clarify
questions concerning the initial request for proposals;

(c) Following examination of the proposals received, the contracting au-
thority may review and, as appropriate, revise the initial project specifications
and contractual terms prior to issuing a final request for proposals.

Content of the final request for proposals

Recommendation 20. The final request for proposals should include at least
the following:

(a) General information as may be required by the bidders in order to
prepare and submit their proposals;

(b) Project specifications and performance indicators, as appropriate, in-
cluding the contracting authority’s requirements regarding safety and security
standards and environmental protection;
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(c) The contractual terms proposed by the contracting authority;

(d) The criteria for evaluating the proposals, the relative weight to be
accorded to each such criterion and the manner in which the criteria are to
be applied in the evaluation of proposals.

Clarifications and modifications

Recommendation 21. The contracting authority may, whether on its own
initiative or as a result of a request for clarification by a bidder, modify the
final request for proposals by issuing addenda at a reasonable time prior to
the deadline for submission of proposals.

Evaluation criteria

Recommendation  22.   The criteria for the evaluation and comparison of the
technical proposals should concern the effectiveness of the proposal submit-
ted by the bidder in meeting the needs of the contracting authority, including
the following:

(a) Technical soundness;

(b) Operational feasibility;

(c) Quality of services and measures to ensure their continuity;

(d) Social and economic development potential offered by the proposals.

Recommendation 23. The criteria for the evaluation and comparison of the
financial and commercial proposals may include, as appropriate:

(a) The present value of the proposed tolls, fees, unit prices and other
charges over the concession period;

(b) The present value of the proposed direct payments by the contracting
authority, if any;

(c) The costs for design and construction activities, annual operation and
maintenance costs, present value of capital costs and operating and mainte-
nance costs;

(d) The extent of financial support, if any, expected from the Government;

(e) Soundness of the proposed financial arrangements;

(f) The extent of acceptance of the proposed contractual terms.

Submission, opening, comparison and evaluation of proposals

Recommendation 24. The contracting authority may establish thresholds
with respect to quality, technical, financial and commercial aspects to be
reflected in the proposals in accordance with the criteria set out in the
request for proposals. Proposals that fail to achieve the thresholds should be
regarded as non-responsive.

Recommendation 25. Whether or not it has followed a pre-selection process,
the contracting authority may retain the right to require the bidders to
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demonstrate their qualifications again in accordance with criteria and proce-
dures set forth in the request for proposals or the pre-selection documents,
as appropriate. Where a pre-selection process has been followed, the criteria
should be the same as those used in the pre-selection proceedings.

Final negotiations and project award

Recommendation 26. The contracting authority should rank all responsive
proposals on the basis of the evaluation criteria set forth in the request for
proposals and invite for final negotiation of the project agreement the bidder
that has attained the best rating. Final negotiations may not concern those
terms of the contract which were stated as non-negotiable in the final re-
quest for proposals.

Recommendation 27. If it becomes apparent to the contracting authority
that the negotiations with the bidder invited will not result in a project
agreement, the contracting authority should inform that bidder that it is
terminating the negotiations and then invite for negotiations the other bid-
ders on the basis of their ranking until it arrives at a project agreement or
rejects all remaining proposals.

Concession award without competitive procedures (see chap. III, “Se-
lection of the concessionaire”, paras. 85-96)

Recommendation 28. The law should set forth the exceptional circumstances
under which the contracting authority may be authorized to award a conces-
sion without using competitive procedures, such as:

(a) When there is an urgent need for ensuring continuity in the provision
of the service and engaging in a competitive selection procedure would there-
fore be impractical;

(b) In case of projects of short duration and with an anticipated initial
investment value not exceeding a specified low amount;

(c) Reasons of national defence or national security;

(d) Cases where there is only one source capable of providing the required
service (for example, because it requires the use of patented technology or
unique know-how);

(e) In case of unsolicited proposals of the type referred to in legislative
recommendations 34 and 35;

(f) When an invitation to the pre-selection proceedings or a request for
proposals has been issued but no applications or proposals were submitted or
all proposals failed to meet the evaluation criteria set forth in the request for
proposals, and if, in the judgement of the contracting authority, issuing a new
request for proposals would be unlikely to result in a project award;

(g) Other cases where the higher authority authorizes such an exception
for compelling reasons of public interest.

Recommendation 29. The law may require that the following procedures be
observed for the award of a concession without competitive procedures:
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(a) The contracting authority should publish a notice of its intention to
award a concession for the implementation for the proposed project and
should engage in negotiations with as many companies judged capable of
carrying out the project as circumstances permit;

(b) Offers should be evaluated and ranked according to the evaluation
criteria established by the contracting authority;

(c) Except for the situation referred to in recommendation 28 (c), the
contracting authority should cause a notice of the concession award to be
published, disclosing the specific circumstances and reasons for the award of
the concession without competitive procedures.

Unsolicited proposals (see chap. III, “Selection of the concessionaire”,
paras. 97-117)

Recommendation 30. By way of exception to the selection procedures de-
scribed in legislative recommendations 14–27, the contracting authority may
be authorized to handle unsolicited proposals pursuant to specific procedures
established by the law for handling unsolicited proposals, provided that such
proposals do not relate to a project for which selection procedures have been
initiated or announced by the contracting authority.

Procedures for determining the admissibility of unsolicited proposals

Recommendation  31.   Following receipt and preliminary examination of an
unsolicited proposal, the contracting authority should inform the proponent,
within a reasonably short period, whether or not there is a potential public
interest in the project. If the project is found to be in the public interest, the
contracting authority should invite the proponent to submit a formal proposal
in sufficient detail to allow the contracting authority to make a proper evalu-
ation of the concept or technology and determine whether the proposal meets
the conditions set forth in the law and is likely to be successfully implemented
at the scale of the proposed project.

Recommendation 32. The proponent should retain title to all documents sub-
mitted throughout the procedure and those documents should be returned to
it in the event that the proposal is rejected.

Procedures for handling unsolicited proposals that do not involve propri-
etary concepts or technology

Recommendation 33. The contracting authority should initiate competitive
selection procedures under recommendations 14–27 above if it is found that
the envisaged output of the project can be achieved without the use of a
process, design, methodology or engineering concept for which the author of
the unsolicited proposal possesses exclusive rights or if the proposed concept
or technology is not truly unique or new. The author of the unsolicited
proposal should be invited to participate in such proceedings and may be
given a premium for submitting the proposal.
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Procedures for handling unsolicited proposals involving proprietary con-
cepts or technology

Recommendation 34. If it appears that the envisaged output of the project
cannot be achieved without using a process, design, methodology or engineer-
ing concept for which the author of the unsolicited proposal possesses exclu-
sive rights, the contracting authority should seek to obtain elements of com-
parison for the unsolicited proposal.  For that purpose, the contracting au-
thority should publish a description of the essential output elements of the
proposal with an invitation for other interested parties to submit alternative
or comparable proposals within a certain reasonable period.

Recommendation 35. The contracting authority may engage in negotiations
with the author of the unsolicited proposal if no alternative proposals are
received, subject to approval by a higher authority.  If alternative proposals
are submitted, the contracting authority should invite all the proponents to
negotiations in accordance with the provisions of legislative recommendation
29 (a)–(c).

Confidentiality (see chap. III, “Selection of the concessionaire”, para.
118)

Recommendation 36. Negotiations between the contracting authority and
bidders should be confidential and one party to the negotiations should not
reveal to any other person any technical, price or other commercial informa-
tion relating to the negotiations without the consent of the other party.

Notice of project award (see chap. III, “Selection of the concessionaire”,
para. 119)

Recommendation 37. The contracting authority should cause a notice of the
award of the project to be published.  The notice should identify the
concessionaire and include a summary of the essential terms of the project
agreement.

Record of selection and award proceedings (see chap. III, “Selection of
the concessionaire”, paras. 120-126)

Recommendation 38. The contracting authority should keep an appropriate
record of key information pertaining to the selection and award proceedings.
The law should set forth the requirements for public access.

Review procedures (see chap. III, “Selection of the concessionaire”,
paras. 127-131)

Recommendation 39. Bidders who claim to have suffered, or who may suffer,
loss or injury owing to a breach of a duty imposed on the contracting author-
ity by the law may seek review of the contracting authority’s acts in accord-
ance with the laws of the host country.
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IV. Construction and operation of infrastructure:
legislative framework and project agreement

General provisions on the project agreement (see chap. IV, “Construc-
tion and operation of infrastructure: legislative framework and project
agreement”, paras. 1-11)

Recommendation 40. The law might identify the core terms to be provided
in the project agreement, which may include those terms referred to in rec-
ommendations 41-68 below.

Recommendation 41. Unless otherwise provided, the project agreement
should be governed by the law of the host country.

Organization of the concessionaire (see chap. IV, “Construction and
operation of infrastructure: legislative framework and project agree-
ment”, paras. 12-18)

Recommendation 42. The contracting authority should have the option to
require that the selected bidders establish an independent legal entity with a
seat in the country.

Recommendation 43. The project agreement should specify the minimum
capital of the project company and the procedures for obtaining the approval
by the contracting authority of the statutes and by-laws of the project com-
pany and fundamental changes therein.

The project site, assets and easements (see chap. IV, “Construction
and operation of infrastructure: legislative framework and project
agreement”, paras. 19-32)

Recommendation 44. The project agreement should specify, as appropriate,
which assets will be public property and which assets will be the private
property of the concessionaire. The project agreement should identify which
assets the concessionaire is required to transfer to the contracting authority
or to a new concessionaire upon expiry or termination of the project agree-
ment; which assets the contracting authority, at its option, may purchase
from the concessionaire; and which assets the concessionaire may freely re-
move or dispose of upon expiry or termination of the project agreement.

Recommendation 45. The contracting authority should assist the concessionaire
in obtaining such rights related to the project site as necessary for the opera-
tion, construction and maintenance of the facility. The law might empower the
concessionaire to enter upon, transit through, do work or fix installations
upon property of third parties, as required for the construction, operation and
maintenance of the facility.
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Financial arrangements (see chap. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, paras.
33-51)

Recommendation 46. The law should enable the concessionaire to collect
tariffs or user fees for the use of the facility or the services it provides.  The
project agreement should provide for methods and formulas for the adjust-
ment of those tariffs or user fees.

Recommendation 47. Where the tariffs or fees charged by the concessionaire
are subject to external control by a regulatory body, the law should set forth
the mechanisms for periodic and extraordinary revisions of the tariff adjust-
ment formulas.

Recommendation 48. The contracting authority should have the power,
where appropriate, to agree to make direct payments to the concessionaire as
a substitute for, or in addition to, service charges to be paid by the users or
to enter into commitments for the purchase of fixed quantities of goods or
services.

Security interests (see chap. IV, “Construction and operation of infra-
structure: legislative framework and project agreement”, paras. 52-61)

Recommendation 49. The concessionaire should be responsible for raising the
funds required to construct and operate the infrastructure facility and, for
that purpose, should have the right to secure any financing required for the
project with a security interest in any of its property, with a pledge of shares
of the project company, with a pledge of the proceeds and receivables arising
out of the concession, or with other suitable security, without prejudice to any
rule of law that might prohibit the creation of security interests in public
property.

Assignment of the concession (see chap. IV, “Construction and opera-
tion of infrastructure: legislative framework and project agreement”,
paras. 62 and 63)

Recommendation 50. The concession should not be assigned to third parties
without the consent of the contracting authority. The project agreement
should set forth the conditions under which the contracting authority might
give its consent to an assignment of the concession, including the acceptance
by the new concessionaire of all obligations under the project agreement and
evidence of the new concessionaire’s technical and financial capability as
necessary for providing the service.

Transfer of controlling interest in the project company (see chap. IV,
“Construction and operation of infrastructure: legislative framework
and project agreement”, paras. 64-68)

Recommendation 51. The transfer of a controlling interest in a concessionaire
company may require the consent of the contracting authority, unless other-
wise provided.
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Construction works (see chap. IV, “Construction and operation of infra-
structure: legislative framework and project agreement”, paras. 69-79)

Recommendation 52. The project agreement should set forth the procedures
for the review and approval of construction plans and specifications by the
contracting authority, the contracting authority’s right to monitor the con-
struction of, or improvements to, the infrastructure facility, the conditions
under which the contracting authority may order variations in respect of
construction specifications and the procedures for testing and final inspection,
approval and acceptance of the facility, its equipment and appurtenances.

Operation of infrastructure (see chap. IV, “Construction and operation
of infrastructure: legislative framework and project agreement”, paras.
80-97)

Recommendation 53. The project agreement should set forth, as appropriate,
the extent of the concessionaire’s obligations to ensure:

(a) The adaptation of the service so as to meet the actual demand for the
service;

(b) The continuity of the service;

(c) The availability of the service under essentially the same conditions to
all users;

(d) The non-discriminatory access, as appropriate, of other service provid-
ers to any public infrastructure network operated by the concessionaire.

Recommendation 54. The project agreement should set forth:

(a) The extent of the concessionaire’s obligation to provide the contract-
ing authority or a regulatory body, as appropriate, with reports and other
information on its operations;

(b) The procedures for monitoring the concessionaire’s performance and
for taking such reasonable actions as the contracting authority or a regulatory
body may find appropriate, to ensure that the infrastructure facility is prop-
erly operated and the services are provided in accordance with the applicable
legal and contractual requirements.

Recommendation 55. The concessionaire should have the right to issue and
enforce rules governing the use of the facility, subject to the approval of the
contracting authority or a regulatory body.

General contractual arrangements (see chap. IV, “Construction and
operation of infrastructure: legislative framework and project agree-
ment”, paras.  98-150)

Recommendation 56. The contracting authority may reserve the right to
review and approve major contracts to be entered into by the concessionaire,
in particular contracts with the concessionaire’s own shareholders or related
persons.  The contracting authority’s approval should not normally be with-
held except where the contracts contain provisions inconsistent with the
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project agreement or manifestly contrary to the public interest or to manda-
tory rules of a public law nature.

Recommendation 57. The concessionaire and its lenders, insurers and other
contracting partners should be free to choose the applicable law to govern
their contractual relations, except where such a choice would violate the host
country’s public policy.

Recommendation 58. The project agreement should set forth:

(a) The forms, duration and amounts of the guarantees of performance
that the concessionaire may be required to provide in connection with the
construction and the operation of the facility;

(b) The insurance policies that the concessionaire may be required to maintain;

(c) The compensation to which the concessionaire may be entitled follow-
ing the occurrence of legislative changes or other changes in the economic or
financial conditions that render the performance of the obligation substan-
tially more onerous than originally foreseen. The project agreement should
further provide mechanisms for revising the terms of the project agreement
following the occurrence of any such changes;

(d) The extent to which either party may be exempt from liability for
failure or delay in complying with any obligation under the project agreement
owing to circumstances beyond their reasonable control;

(e) Remedies available to the contracting authority and the concessionaire
in the event of default by the other party.

Recommendation 59. The project agreement should set forth the circum-
stances under which the contracting authority may temporarily take over the
operation of the facility for the purpose of ensuring the effective and unin-
terrupted delivery of the service in the event of serious failure by the
concessionaire to perform its obligations.

Recommendation 60. The contracting authority should be authorized to en-
ter into agreements with the lenders providing for the appointment, with the
consent of the contracting authority, of a new concessionaire to perform
under the existing project agreement if the concessionaire seriously fails to
deliver the service required or if other specified events occur that could justify
the termination of the project agreement.

V. Duration, extension and termination of the
project agreement

Duration and extension of the project agreement (see chap. V, “Dura-
tion, extension and termination of the project agreement”, paras. 2-8)

Recommendation 61. The duration of the concession should be specified in
the project agreement.
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Recommendation 62. The term of the concession should not be extended,
except for those circumstances specified in the law, such as:

(a) Completion delay or interruption of operation due to the occurrence
of circumstances beyond either party’s reasonable control;

(b) Project suspension brought about by acts of the contracting authority
or other public authorities;

(c) To allow the concessionaire to recover additional costs arising from
requirements of the contracting authority not originally foreseen in the
project agreement that the concessionaire would not be able to recover during
the normal term of the project agreement.

Termination of the project agreement (see chap. V, “Duration, exten-
sion and termination of the project agreement”, paras.  9-35)

Termination by the contracting authority

Recommendation 63. The contracting authority should have the right to ter-
minate the project agreement:

(a) In the event that it can no longer be reasonably expected that the
concessionaire will be able or willing to perform its obligations, owing to
insolvency, serious breach or otherwise;

(b) For reasons of public interest, subject to payment of compensation to
the concessionaire.

Termination by the concessionaire

Recommendation 64. The concessionaire should have the right to terminate
the project agreement under exceptional circumstances specified in the law,
such as:

(a) In the event of serious breach by the contracting authority or other
public authority of their obligations under the project agreement;

(b) In the event that the concessionaire’s performance is rendered sub-
stantially more onerous as a result of variation orders or other acts of the
contracting authority, unforeseen changes in conditions or acts of other public
authorities and that the parties have failed to agree on an appropriate revision
of the project agreement.

Termination by either party

Recommendation 65. Either party should have the right to terminate the
project agreement in the event that the performance of its obligations is
rendered impossible by the occurrence of circumstances beyond either party’s
reasonable control.  The parties should also have the right to terminate the
project agreement by mutual consent.
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Consequences of expiry or termination of the project agreement (see
chap. V, “Duration, extension and termination of the project agree-
ment”, paras. 36-62)

Transfer of assets to the contracting authority or to a new concessionaire

Recommendation 66. The project agreement should lay down the criteria for
establishing, as appropriate, the compensation to which the concessionaire
may be entitled in respect of assets transferred to the contracting authority
or to a new concessionaire or purchased by the contracting authority upon
expiry or termination of the project agreement.

Financial arrangements upon termination

Recommendation 67. The project agreement should stipulate how compensa-
tion due to either party in the event of termination of the project agreement
is to be calculated, providing, where appropriate, for compensation for the
fair value of works performed under the project agreement, and for losses,
including lost profits.

Wind-up and transitional measures

Recommendation 68. The project agreement should set out, as appropriate,
the rights and obligations of the parties with respect to:

(a) The transfer of technology required for the operation of the facility;

(b) The training of the contracting authority’s personnel or of a successor
concessionaire in the operation and maintenance of the facility;

(c) The provision, by the concessionaire, of operation and maintenance
services and the supply of spare parts, if required, for a reasonable period after
the transfer of the facility to the contracting authority or to a successor
concessionaire.

VI. Settlement of disputes

Disputes between the contracting authority and the concessionaire (see
chap. VI, “Settlement of disputes”, paras. 3-41)

Recommendation 69. The contracting authority should be free to agree to
dispute settlement mechanisms regarded by the parties as best suited to the
needs of the project.

Disputes between project promoters and between the concessionaire
and its lenders, contractors and suppliers (see chap. VI, “Settlement of
disputes”, para. 42)

Recommendation 70. The concessionaire and the project promoters should be
free to choose the appropriate mechanisms for settling commercial disputes
among the project promoters, or disputes between the concessionaire and its
lenders, contractors, suppliers and other business partners.
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Disputes involving customers or users of the infrastructure facility (see
chap. VI, “Settlement of disputes”,  paras.  43-45)

Recommendation 71. The concessionaire may be required to make available
simplified and efficient mechanisms for handling claims submitted by its
customers or users of the infrastructure facility.
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Introduction and background information on
privately financed infrastructure projects*

A. Introduction

1. The roles of the public and the private sectors in the development of
infrastructure have evolved considerably in history. Public services such as gas
street lighting, power distribution, telegraphy and telephony, steam railways
and electrical tramways were launched in the nineteenth century and in many
countries they were provided by private companies that had obtained a licence
or concession from the Government. Numerous privately funded road or canal
projects were carried out at that time and there was a rapid development of
international project financing, including international bond offerings to finance
railways or other major infrastructure.

2. However, during most of the twentieth century the international trend was,
in turn, towards public provision of infrastructure and other services. Infra-
structure operators were often nationalized and competition was reduced by
mergers and acquisitions. The degree of openness of the world economy also
receded during this period. Infrastructure sectors remained privately operated
only in a relatively small number of countries, often with little or no compe-
tition. In many countries the pre-eminence of the public sector in infrastructure
service provision became enshrined in the constitution.

3. The current reverse trend towards private sector participation and compe-
tition in infrastructure sectors started in the early 1980s and has been driven
by general as well as country-specific factors. Among the general factors are
significant technological innovations; high indebtedness and stringent budget
constraints limiting the public sector’s ability to meet increasing infrastructure
needs; the expansion of international and local capital markets, with a conse-
quent improvement in access to private funding; and an increasing number of
successful international experiences with private participation and competition
in infrastructure. In many countries, new legislation was adopted, not only to
govern such transactions, but also to modify the market structure and the rules
of competition governing the sectors in which they were taking place.

*Section B of the present chapter is conceived as general background information on matters that
are examined from a legislative perspective in the subsequent chapters of the Guide. For additional
information, the reader is particularly advised to consult publications by other international organiza-
tions, such as the Guidelines for Infrastructure Development through Build-Operate-Transfer (BOT)
Projects, prepared by the United Nations Industrial Development Organization (UNIDO publication,
Sales No. UNIDO.95.6.E), the World Development Report 1994: Infrastructure for Development (New
York, Oxford University Press, 1994) and the World Development Report 1996: From Plan to Market
(New York, Oxford University Press, 1996), both published by the World Bank, or Financing Private
Infrastructure (Washington, D.C., 1996), published by the International Finance Corporation.
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4. The purpose of the present Guide is to assist in the establishment of a legal
framework favourable to private investment in public infrastructure. The advice
provided in the Guide aims at achieving a balance between the desire to facilitate
and encourage private participation in infrastructure projects, on the one hand,
and various public interest concerns of the host country, on the other. The
Guide discusses a number of concerns of fundamental public interest, which,
despite numerous differences of policy and legislative treatment, are recog-
nized in most legal systems. Points of public concern include matters such as
continuity in the provision of public services; adherence to environmental
protection, health, safety and quality standards set by the host country; fairness
of prices charged to the public; non-discriminatory treatment of customers or
users, full disclosure of information pertaining to the operation of infrastructure
facilities and the flexibility needed to meet changed conditions, including
expansion of the service to meet additional demand. Fundamental concerns of
the private sector, in turn, usually include issues such as stability of the legal
and economic environment in the host country; transparency of laws and regu-
lations and predictability and impartiality in their application; enforceability of
property rights against violations by third parties; assurances that private prop-
erty is respected by the host country and not interfered with other than for
reasons of public interest and only if compensation is paid; and freedom of the
parties to agree on commercial terms that ensure a reasonable return on invested
capital commensurate with the risks taken by private investors. The Guide does
not provide a single set of model solutions to address these concerns, but it
helps the reader to evaluate different approaches available and to choose the
one most suitable in the national or local context.

1. Organization and scope of the Guide

5. The Guide contains a set of recommended legislative principles entitled
“legislative recommendations”. The legislative recommendations are intended
to assist in the establishment of a legislative framework favourable to privately
financed infrastructure projects. The legislative recommendations are followed
by notes offering an analytical introduction with references to financial, regu-
latory, legal, policy and other issues raised in the subject area. The user is
advised to read the legislative recommendations together with the notes, which
provide background information to enhance understanding of the legislative
recommendations.

6. The legislative recommendations deal with matters that it is important to
address in legislation specifically concerned with privately financed infrastruc-
ture projects. They do not deal with other areas of law, which, as discussed in
notes to the legislative recommendations, also have an impact on privately
financed infrastructure projects. Moreover, the successful implementation of
privately financed infrastructure projects typically requires various measures
beyond the establishment of an appropriate legislative framework, such as
adequate administrative structures and practices, organizational capability,
technical expertise, appropriate human and financial resources and economic
stability. Although some of these matters are mentioned in the notes, they are
not addressed in the legislative recommendations.
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7. The Guide is intended to be used as a reference by national authorities and
legislative bodies when preparing new laws or reviewing the adequacy of
existing laws and regulations. For that purpose, the Guide helps identify areas
of law that are typically most relevant to private capital investment in public
infrastructure projects and discusses the content of those laws which would be
conducive to attracting private capital, national and foreign. The Guide is not
intended to provide advice on drafting agreements for the execution of pri-
vately financed infrastructure projects. However, the Guide does discuss some
contractual issues (for instance, in chaps. IV, “Construction and operation of
infrastructure: legislative framework and project agreement” and V, “Duration,
extension and termination of the project agreement“) to the extent that they
relate to matters that might usefully be addressed in the legislation.

8. The Guide pays special attention to infrastructure projects that involve an
obligation, on the part of the selected investors, to undertake physical construc-
tion, repair or expansion works in exchange for the right to charge a price,
either to the public or to a public authority, for the use of the infrastructure
facility or for the services it generates. Although such projects are sometimes
grouped with other transactions for the “privatization” of governmental functions
or property, the Guide is not concerned with “privatization” transactions that do
not relate to the development and operation of public infrastructure. In addition,
the Guide does not address projects for the exploitation of natural resources, such
as mining, oil or gas exploitation projects under some “concession”, “licence” or
“permission” issued by the public authorities of the host country.

2. Terminology used in the Guide

9. The following paragraphs explain the meaning and use of certain expres-
sions that appear frequently in the Guide. For terms not mentioned below, such
as technical terms used in financial and business management writings, the
reader is advised to consult other sources of information on the subject, such
as the Guidelines for Infrastructure Development through Build-Operate-
Transfer (BOT) Projects prepared by the United Nations Industrial Develop-
ment Organization (UNIDO).1

(a) “Public infrastructure” and “public services“

10. As used in the Guide, the expression public infrastructure refers to physi-
cal facilities that provide services essential to the general public. Examples of
public infrastructure in this sense may be found in various sectors and include
various types of facility, equipment or system: power generation plants and
power distribution networks (electricity sector); systems for local and long-
distance telephone communications and data transmission networks (telecom-
munications sector); desalination plants, waste water treatment plants, water

1UNIDO publication, Sales No. UNIDO.95.6.E, hereafter referred to as the UNIDO BOT
Guidelines.
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distribution facilities (water sector); facilities and equipment for waste collec-
tion and disposal (sanitation sector); and physical installations and systems
used for public transportation, such as urban and inter-urban railways, under-
ground trains, bus lines, roads, bridges, tunnels, ports, airlines and airports
(transportation sector).

11. The line between publicly and privately owned infrastructure must be
drawn by each country as a matter of public policy. In some countries, airports
are owned by the Government; in others they are privately owned but subject
to regulation or to the terms of an agreement with the competent public author-
ity. Hospital and medical facilities, as well as prison and correctional facilities
may be in public or private hands, depending on the country’s preferences.
Often, but not always, power and telecommunication facilities are in the public
sector. No view is expressed in the Guide as to where the line should be drawn
in a particular country.

12. The notions of public infrastructure and public services are well estab-
lished in the legal tradition of some countries, being sometimes governed by
a specific body of law, which is typically referred to as administrative law (see
chap. VII, “Other relevant areas of law”, paras. 24-27). However, in a number
of other countries, apart from being subject to special regulations, public serv-
ices are not regarded as being intrinsically distinct from other types of busi-
ness. As used in the Guide, the expressions public services and public service
providers should not be understood in a technical sense that may be attached
to them under any particular legal system.

(b) “Concession”, “project agreement” and related expressions

13. In many countries, public services constitute government monopolies or
are otherwise subject to special regulation. Where that is the case, the provision
of a public service by an entity other than a public authority typically requires
an act of authorization by the appropriate governmental body. Different ex-
pressions are used to define such acts of authorization under national laws and
in some legal systems various expressions may be used to denote different
types of authorization. Commonly used expressions include terms such as
“concession”, “franchise”, “licence” or “lease” (“affermage“). In some legal
systems, in particular those belonging to the civil law tradition, certain forms
of infrastructure projects are referred to by well-defined legal concepts such as
public works concession or public service concession. As used in the Guide,
the word “ concession” is not to be understood in a technical sense that may
be attached to it under any particular legal system or domestic law.

14. As used in the Guide, the term “ project agreement” means an agreement
between a public authority and the entity or entities selected to carry out the
project that sets forth the terms and conditions for the construction or moderni-
zation, operation and maintenance of the infrastructure. Other expressions that
may be used in some legal systems to refer to such an agreement, such as
“concession agreement” or “concession contract”, are not used in the Guide.
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15. The Guide uses the word “concessionaire” to refer generally to an entity
that carries out an infrastructure project under a concession issued by a public
authority of the host country. The term “project company” is sometimes used
in the Guide to refer specifically to an independent legal entity established for
the purpose of carrying out a particular project.

(c) References to national authorities

16. As used in the Guide, the word “Government” encompasses the various
public authorities of the host country entrusted with executive or policy-mak-
ing functions, at the national, provincial or local level. The expression “public
authorities” is used to refer, in particular, to entities of, or related to, the
executive branch of the Government. The expressions “legislature” and “leg-
islator” are used specifically with reference to the organs that exercise legis-
lative functions in the host country.

17. The expression “contracting authority” is generally used in the Guide to
refer to the public authority of the host country that has the overall responsi-
bility for the project and on behalf of which the project is awarded. Such
authority may be national, provincial or local (see below, paras. 69 and 70).

18. The expression “regulatory agency” is used in the Guide to refer to the
public authority that is entrusted with the power to issue and enforce rules and
regulations governing the operation of the infrastructure. The regulatory
agency may be established by statute with the specific purpose of regulating
a particular infrastructure sector.

(d) “Build-operate-transfer” and related expressions

19. The various types of project referred to in this Guide as privately financed
infrastructure projects are sometimes divided into several categories, according
to the type of private participation or the ownership of the relevant infrastruc-
ture, as indicated below:

(a) Build-operate-transfer (BOT). An infrastructure project is said to be
a BOT project when the contracting authority selects a concessionaire to fi-
nance and construct an infrastructure facility or system and gives the entity the
right to operate it commercially for a certain period, at the end of which the
facility is transferred to the contracting authority;

(b) Build-transfer-operate (BTO). This expression is sometimes used to
emphasize that the infrastructure facility becomes the property of the contract-
ing authority immediately upon its completion, the concessionaire being
awarded the right to operate the facility for a certain period;

(c) Build-rent-operate-transfer (BROT) or “build-lease-operate-trans-
fer” (BLOT). These are variations of BOT or BTO projects where, in addition
to the obligations and other terms usual to BOT projects, the concessionaire
rents the physical assets on which the facility is located for the duration of the
agreement;



6 UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects

(d) Build-own-operate-transfer (BOOT). These are projects in which a
concessionaire is engaged for the financing, construction, operation and main-
tenance of a given infrastructure facility in exchange for the right to collect
fees and other charges from its users. Under this arrangement the private entity
owns the facility and its assets until it is transferred to the contracting author-
ity;

(e) Build-own-operate (BOO). This expression refers to projects where
the concessionaire owns the facility permanently and is not under an obligation
to transfer it back to the contracting authority.

20. Besides acronyms used to highlight the particular ownership regime, other
acronyms may be used to emphasize one or more of the obligations of the
concessionaire. In some projects, existing infrastructure facilities are turned
over to private entities to be modernized or refurbished, operated and main-
tained, permanently or for a given period of time. Depending on whether the
private sector will own such an infrastructure facility, those arrangements may
be called either “refurbish-operate-transfer“ (ROT) or “ modernize-operate-
transfer” (MOT), in the first case, or “refurbish-own-operate” (ROO) or “mod-
ernize-own-operate” (MOO), in the latter. The expression “design-build-fi-
nance-operate” (DBFO) is sometimes used to emphasize the concessionaire’s
additional responsibility for designing the facility and financing its construc-
tion.

B. Background information on privately financed
infrastructure projects

21. In most of the countries that have recently built new infrastructure through
private investment, privately financed infrastructure projects are an important
tool in meeting national infrastructure needs. Essential elements of national
policies include the level of competition sought for each infrastructure sector,
the way in which the sector is structured and the mechanisms used to ensure
adequate functioning of infrastructure markets. National policies to promote
private investment in infrastructure are often accompanied by measures des-
tined to introduce competition between public service providers or to prevent
abuse of monopolistic conditions where competition is not feasible.

22. In devising programmes to promote private sector investment in the devel-
opment and operation of public infrastructure, a number of countries have
found it useful to review the assumptions under which public sector monopo-
lies were established, including the historical circumstances and political con-
ditions that had led to their creation, with a view to

(a) identifying those activities which still maintain the characteristics of
natural monopoly; and

(b) assessing the feasibility and desirability of introducing competition in
certain infrastructure sectors.
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1. Private investment and infrastructure policy

23. The measures that may be required to implement a governmental policy
to promote competition in various infrastructure sectors will depend essentially
on the prevailing market structure. The main elements that characterize a par-
ticular market structure include barriers to the entry of competitors of an eco-
nomic, legal, technical or other nature, the degree of vertical or horizontal
integration, the number of companies operating in the market as well as the
availability of substitute products or services.

(a) Competition policy and monopolies

24. The term “monopoly” in the strict sense refers to a market with only one
supplier. However, pure monopoly and perfect competition mark two ends of
a spectrum. Most markets for commodities or services are characterized by a
degree of competition that lies between those two extremes. Generally, mo-
nopolies can be classified as natural monopolies, legal monopolies and de facto
monopolies; each of them may require different policy approaches;

(a) Natural monopolies. These are economic activities that allow a single
provider to supply the whole market at a lower cost than two or more provid-
ers. This situation is typical for economic activities that entail large investment
and high fixed costs, but decreasing costs of producing an additional unit of
services (e.g. an additional cubic metre of water) to attend an increase of
demand. Natural monopolies tend to exhibit large upfront fixed investment
requirements that make it difficult for a new company, lacking comparable
economies of scale, to enter the market and undercut the incumbent;

(b) Legal monopolies. Legal monopolies are established by law and may
cover sectors or activities that are or are not natural monopolies. In the latter
category, monopolies exist solely because competition is prohibited. The de-
velopments that had led many countries to the establishment of legal monopo-
lies were often based on the consideration that national infrastructure needs, in
terms of both quality and quantity, could not be adequately met by leaving
infrastructure to the free market;

(c) De facto monopolies. These monopolies may not necessarily be the
result of economic fundamentals or of legal provisions, but simply of the
absence of competition, resulting, for example, from the integrated nature of
the infrastructure company and its ability to control essential facilities to the
exclusion of other suppliers.

25. Although monopolies are sometimes justified on legal, political or social
grounds, they may produce negative economic effects. A service provider
operating under monopolistic conditions is typically able to fix prices above
those which would be charged in competitive conditions. The surplus profit
that results from insufficient competition implies a transfer of wealth from
consumers to producers. Monopolies have also been found to cause a net loss
of welfare to the economy as a result of inflated prices generated by artificially
low production; a reduced rate of innovation; and insufficient efforts to reduce
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production costs. Furthermore, in particular in infrastructure sectors, there may
be secondary effects on other markets. (For example, lack of competition and
efficiency in telecommunications has negative repercussions through increases
in cost for the economy at large.)

26. Despite their negative economic effects, monopolies and other regulatory
barriers to competition have sometimes been maintained in the absence of
natural monopoly conditions. One of the reasons cited for retaining monopolies
is that they may be used to foster certain policy objectives, such as ensuring
the provision of services in certain regions or to certain categories of consumer
at low prices or even below cost. Examples of services for which the price may
not cover costs include lifeline telephone, water or power service, discounted
transport for certain categories of traveller (e.g. schoolchildren or senior citi-
zens), as well as other services for low-income or rural users. A monopolistic
service provider is able to finance the provision of such services through
internal “cross-subsidies” from other profitable services provided in other re-
gions or to other categories of consumer.

27. Another reason sometimes cited for retaining legal monopolies in the
absence of natural monopoly conditions is to make the sector more attractive
to private investors. Private operators may insist on being granted exclusivity
rights to provide a certain service so as to reduce the commercial risk of their
investment. However, that objective has to be balanced against the interests of
consumers and the economy as a whole. For those countries where the granting
of exclusivity rights is found to be needed as an incentive to private invest-
ment, it may be advisable to consider restricting competition, though on a
temporary basis only (see chap. I, “General legislative and institutional frame-
work”, paras. 20-22).

(b) Scope for competition in different sectors

28. Until recently, monopolistic conditions prevailed in most infrastructure
sectors either because the sector was a natural monopoly or because regulatory
barriers or other factors (e.g. vertically integrated structure of public service
providers) prevented effective competition. However, rapid technological
progress has broadened the potential scope for competition in infrastructure
sectors, as discussed briefly below:

(a) Telecommunication sector. New wireless technology not only makes
mobile telecommunication services possible, but it is also increasingly compet-
ing with fixed (wireline) services. Fibre optic networks, cable television net-
works, data transmission over power lines, global satellite systems, increasing
computing power, improved data compression techniques, convergence be-
tween communications, broadcasting and data processing are further contrib-
uting to the breakdown of traditional monopolies and modes of service provi-
sion. As a result of these and other changes, telecommunication services have
become competitive and countries are increasingly opening up the sector to
free entry, while limiting access only to services that require the use of scarce
public resources, such as radio frequency;
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(b) Energy sector. In the energy sector, combined-cycle gas turbines and
other technologies allowing for efficient power production on smaller scales
and standardization in manufacturing of power generation equipment have led
several countries to change the monopolistic and vertically integrated structure
of domestic electricity markets. Increasing computing power and improved
data-processing software make it easier to dispatch electricity across a grid and
to organize power pools and other mechanisms to access the network and trade
in electricity;

(c) Transport sector. Technology is in many cases also at the origin of
changing patterns in the transport sector: the introduction of containers and
other innovations, such as satellite communications, making it possible to track
shipments across the globe, have had profound consequences on shipping, port
management and rail and truck transport, while fostering the development of
intermodal transport.

29. Technological changes such as these have prompted the legislatures in a
number of countries to extend competition to infrastructure sectors by adopting
legislation that abolishes monopolies and other barriers to entry, changes the
way infrastructure sectors are organized and establishes a regulatory frame-
work that fosters effective competition. The extent to which this can be done
depends on the sector, the size of the market and other factors.

2. Restructuring of infrastructure sectors

30. In many countries, private participation in infrastructure development has
followed the introduction of measures to restructure infrastructure sectors.
Legislative action typically begins with the abolition of rules that prohibit
private participation in infrastructure and the removal of all other legal impedi-
ments to competition that cannot be justified by reasons of public interest. It
should be noted, however, that the extent to which a particular sector may be
opened to competition is a decision that is taken in the light of the country’s
overall economic policy. Some countries, in particular developing countries,
might have a legitimate interest in promoting the development of certain sec-
tors of local industry and might thus choose not to open certain infrastructure
sectors to competition.

31. For monopolistic situations resulting from legal prohibitions rather than
economic and technological fundamentals, the main legislative action needed
to introduce competition is the removal of the existing legal barriers. This may
need to be reinforced by rules of competition (such as the prohibition of
collusion, cartels, predatory pricing or other unfair trading practices) and regu-
latory oversight (see chap. I, “General legislative and institutional framework”,
paras. 30-53). For a number of activities, however, effective competition may
not be obtained through the mere removal of legislative barriers without leg-
islative measures to restructure the sector concerned. In some countries, mo-
nopolies have been temporarily maintained only for the time needed to facili-
tate a gradual, more orderly and socially acceptable transition from a
monopolistic to a competitive market structure.
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(a) Unbundling of infrastructure sectors

32. In the experience of some countries it has been found that vertically or
horizontally integrated infrastructure companies may be able to prevent effec-
tive competition. Integrated companies may try to extend their monopolistic
powers in one market or market segment to other markets or market segments
in order to extract monopoly rents in those activities as well. Therefore, some
countries have found it necessary to separate the monopoly element (such as
the grid in many networks) from competitive elements in given infrastructure
sectors. By and large, infrastructure services tend to be competitive, whereas
the underlying physical infrastructure often has monopolistic characteristics.

33. The separation of competitive activities from monopolistic ones may in turn
require the unbundling of vertically or horizontally integrated activities. Vertical
unbundling occurs when upstream activities are separated from downstream
ones, for example, by separating production, transmission, distribution and
supply activities in the power sector. The objective is typically to separate key
network components or essential facilities from the competitive segments of the
business. Horizontal unbundling occurs when one or more parallel activities of a
monopolist public service provider are divided among separate companies, which
may either compete directly with each other in the market (as is increasingly the
case with power production) or retain a monopoly over a smaller territory (as may
be the case with power distribution). Horizontal unbundling refers both to a single
activity or segment being broken up (as in the power sector examples) and to
substitutes being organized separately in one or more markets (as in the case of
separation of cellular services from fixed-line telephony, for example).

34. However, the costs and benefits of such changes need to be considered
carefully. Costs may include those associated with the change itself (e.g. trans-
action and transition costs, including the loss incurred by companies that lose
benefits or protected positions as a result of the new scheme) and those resulting
from the operation of the new scheme, in particular higher coordination costs
resulting, for example, from more complicated network planning, technical
standardization or regulation. Benefits, on the other hand, may include new
investments, better or new services, more choice and lower economic costs.

(b) Recent experience in major infrastructure sectors

(i) Telecommunications

35. Unbundling has not been too common in the telecommunication sector. In
some countries, long-distance and international services were separated from
local services; competition was introduced in the former, while the latter re-
mained largely monopolistic. In some of those countries that trend is now
being reversed, with local telephone companies being allowed to provide long-
distance services and long-distance companies being allowed to provide local
services, all in a competitive context. Mandatory open access rules are com-
mon in the telecommunication sector of those countries where the historical
public service provider offers services in competition with other providers
while controlling essential parts of the network.
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(ii) Electricity

36. Electricity laws recently enacted in various countries call for the
unbundling of the power sector by separating generation, transmission and
distribution. In some cases, supply is further distinguished from distribution in
order to leave only the monopolistic activity (i.e. the transport of electricity for
public use over wires) under a monopoly. In those countries, the transmission
and distribution companies do not buy or sell electricity but only transport it
against a regulated fee. Trade in electricity occurs between producers or
brokers on the one hand and users on the other. In some of the countries
concerned, competition is limited to large users only or is being phased in
gradually.

37. Where countries have opted for the introduction of competition in the
power and gas sectors, new legislation has organized the new market structure,
stipulating to what extent the market had to be unbundled (sometimes includ-
ing the number of public service providers to be created out of the incumbent
monopoly), or removed barriers to new entry. The same energy laws have also
established specific competition rules, whether structural (e.g. prohibition of
cross-ownership between companies in different segments of the market, such
as production, transmission and distribution, or gas and electricity sale and
distribution) or behavioural (e.g. third-party access rules, prohibition of alli-
ances or other collusive arrangements). New institutions and regulatory mecha-
nisms, such as power pools, dispatch mechanisms or energy regulatory agen-
cies, have been established to make the new energy markets work. Finally,
other aspects of energy law and policy have had to be amended in conjunction
with these changes, including the rules governing the markets for oil, gas, coal
and other energy sources.

(iii) Water and sanitation

38. The most common market structure reform introduced in the water and
sanitation sector is horizontal unbundling. Some countries have created several
water utilities where a single one existed before. This is particularly common
in, but is not limited to, countries with separate networks that are not or
only slightly interconnected. In practice, it has been found that hori-
zontal unbundling facilitates comparison of the performance of service provid-
ers.

39. Some countries have invited private investors to provide bulk water to a
utility or to build and operate water treatment or desalination plants, for exam-
ple. In such vertical unbundling, the private services (and the discrete invest-
ments they require) are usually rendered under contract to a utility and do not
fundamentally modify the monopolistic nature of the market structure: the
plants usually do not compete with each other and are usually not allowed to
bypass the utility to supply customers. A number of countries have introduced
competition in bulk water supply and transportation; in some cases, there are
active water markets. Elsewhere, competition is limited to expensive bottled or
trucked water and private wells.
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(iv) Transport

40. In the restructuring measures taken in various countries, a distinction is
made between transport infrastructure and transport services. The former may
often have natural monopoly characteristics, whereas services are generally
competitive. Competition in transport services should be considered not only
within a single mode but also across modes, since trains, trucks, buses, airlines
and ships tend to compete for passengers and freight.

41. With respect to railways, some countries have opted for a separation
between the ownership and operation of infrastructure (e.g. tracks, signalling
systems and train stations) on the one hand and of rail transport services (e.g.
passenger and freight) on the other. In such schemes, the law does not allow
the track operator also to operate transport services, which are operated by
other companies often in competition with each other. Other countries have let
integrated companies operate infrastructure as well as services, but have en-
forced third-party access rights to the infrastructure, sometimes called
“trackage rights”. In those cases, transport companies, whether another rail line
or a transport service company, have right of access to the track on certain terms
and the company controlling the track has the obligation to grant such access.

42. In many countries, ports were until recently managed as public sector
monopolies. When opening the sector to private participation, legislators have
considered different models. Under the landlord-port system, the port authority
is responsible for the infrastructure as well as overall coordination of port
activities; it does not, however, provide services to ships or merchandise. In
service ports, the same entity is responsible for infrastructure and services.
Competition between service providers (e.g. tugboats, stevedoring and
warehousing) may be easier to establish and maintain under the landlord sys-
tem.

43. Legislation governing airports may also require changes, whether to allow
private investment or competition between or within airports. Links between
airport operation and air traffic control may also need to be considered care-
fully. Within airports, many countries have introduced competition in handling
services, catering and other services to planes, as well as in passenger services
such as retail shops, restaurants, parking and the like. In some countries, the
construction and operation of a new terminal at an existing airport has been
entrusted to a new operator, thus creating competition between terminals. In
others, new airports have been built on a BOT basis and existing ones trans-
ferred to private ownership.

(c) Transitional measures

44. The transition from monopoly to market needs to be carefully managed.
Political, social or other factors have led some countries to pursue a gradual
or phased approach to implementation. As technology and other outside forces
are constantly changing, some countries have adopted sector reforms that could
be accelerated or adjusted to take those changing circumstances into account.
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45. Some countries have felt that competition should not be introduced at
once. In such cases, legislation has provided for temporary exclusivity rights,
limitation in the number of public service providers or other restrictions on
competition. Those measures are designed to give the incumbent adequate time
to prepare for competition and to adjust prices, while giving the public service
provider adequate incentives for investment and service expansion. Other
countries have included provisions calling for the periodic revision (at the time
of price reviews, for example) of such restrictions with a view to ascertaining
whether the conditions that justified them at the time when they were intro-
duced still prevail.

46. Another transitional measure, at least in some countries with government-
owned public service providers, has been the restructuring or privatization of
the incumbent service provider. In most countries where government-owned
providers of public services have been privatized, liberalization has by and
large either accompanied or preceded privatization. Some countries have pro-
ceeded otherwise and have privatized companies with significant exclusivity
rights, often to increase privatization proceeds. They have, however, found it
difficult and sometimes very expensive to remove, restrict or shorten at a later
stage the exclusive rights or monopolies protecting private or privatized public
service providers.

3. Forms of private sector participation in infrastructure projects

47. Private sector participation in infrastructure projects may be devised in a
variety of different forms, ranging from publicly owned and operated infra-
structure to fully privatized projects. The appropriateness of a particular variant
for a given type of infrastructure is a matter to be considered by the Govern-
ment in view of the national needs for infrastructure development and an
assessment of the most efficient ways in which particular types of infrastruc-
ture facility may be developed and operated. In a particular sector more than
one option may be used.

(a) Public ownership and public operation

48. In cases where public ownership and control is desired, direct private
financing as well as infrastructure operation under commercial principles may
be achieved by establishing a separate legal entity controlled by the Govern-
ment to own and operate the project. Such an entity may be managed as an
independent private commercial enterprise that is subject to the same rules and
business principles that apply to private companies. Some countries have a
well established tradition in operating infrastructure facilities through these
types of company. Opening the capital of such companies to private investment
or making use of such a company’s ability to issue bonds or other securities may
create an opportunity for attracting private investment in infrastructure.

49. Another form of involving private participation in publicly owned and
operated infrastructure may be the negotiation of “ service contracts” whereby
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the public operator contracts out specific operation and maintenance activities
to the private sector. The Government may also entrust a broad range of
operation and maintenance activities to a private entity acting on behalf of the
contracting authority. Under such an arrangement, which is sometimes referred
to as a “management contract”, the private operator’s compensation may be
linked to its performance, often through a profit-sharing mechanism, although
compensation on the basis of a fixed fee may also be used, in particular where
the parties find it difficult to establish mutually acceptable mechanisms to
assess the operator’s performance.

(b) Public ownership and private operation

50. Alternatively, the whole operation of public infrastructure facilities may
be transferred to private entities. One possibility is to give the private entity,
usually for a certain period, the right to use a given facility, to supply the
relevant services and to collect the revenue generated by that activity. Such a
facility may already be in existence or may have been specially built by the
private entity concerned. This combination of public ownership and private
operation has the essential features of arrangements that in some legal systems
may be referred to as “public works concessions” or “public service concessions”.

51. Another form of private participation in infrastructure is where a private
entity is selected by the contracting authority to operate a facility that has been
built by or on behalf of the Government, or whose construction has been
financed with public funds. Under such an arrangement, the operator assumes
the obligation to operate and maintain the infrastructure and is granted the right
to charge for the services it provides. In such a case, the operator assumes the
obligation to pay to the contracting authority a portion of the revenue gener-
ated by the infrastructure that is used by the contracting authority to amortize
the construction cost. Such arrangements are referred to in some legal systems
as “lease” or “affermage”.

(c) Private ownership and operation

52. Under the third approach, the private entity not only operates the facility,
but also owns the assets related to it. Here, too, there may be substantial
differences in the treatment of such projects under domestic laws, for instance
as to whether the contracting authority retains the right to reclaim title to the
facility or to assume responsibility for its operation (see also chap. IV, “Con-
struction and operation of infrastructure: legislative framework and project
agreement”, paras. 23-29).

53. Where the facility is operated pursuant to a governmental licence, private
ownership of physical assets (e.g. a telecommunication network) is often sepa-
rable from the licence to provide the service to the public (e.g. long-distance
telephone services), in that the licence can be withdrawn by the competent
public authority under certain circumstances. Thus, private ownership of the
facility may not necessarily entail an indefinite right to provide the service.
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4. Financing structures and sources of finance for infrastructure

(a) Notion of project finance

54. Large-scale projects involving the construction of new infrastructure fa-
cilities are often carried out by new corporate entities specially established for
that purpose by the project promoters. Such a new entity, often called a
“project company”, becomes the vehicle for raising funds for the project.
Because the project company lacks an established credit or an established
balance sheet on which the lenders can rely, the preferred financing modality
for the development of new infrastructure is called “project finance”. In a
project finance transaction, credit will be made available to the extent that the
lenders can be satisfied to look primarily to the project’s cash flow and earn-
ings as the source of funds for the repayment of loans taken out by the project
company. Other guarantees either are absent or cover only certain limited risks.
To that end, the project’s assets and revenue, and the rights and obligations
relating to the project, are independently estimated and are strictly separated
from the assets of the project company’s shareholders.

55. Project finance is also said to be “non-recourse” financing owing to the
absence of recourse to the project company’s shareholders. In practice, how-
ever, lenders are seldom ready to commit the large amounts needed for infra-
structure projects solely on the basis of a project’s expected cash flow or
assets. The lenders may reduce their exposure by incorporating into the project
documents a number of back-up or secondary security arrangements and other
means of credit support provided by the project company’s shareholders, the
Government, purchasers or other interested third parties. This modality is com-
monly called “limited recourse” financing.

(b) Financing sources for infrastructure projects

56. Alternatives to traditional public financing are playing an increasing role
in the development of infrastructure. In recent years, new infrastructure invest-
ment in various countries has included projects with exclusively or predomi-
nantly private funding sources. The two main types of fund are debt finance,
usually in the form of loans obtained on commercial markets, and equity
investment. However, financing sources are not limited to those. Public and
private investment have often been combined in arrangements sometimes
called “public-private partnerships”.

(i) Equity capital

57. The first type of capital for infrastructure projects is provided in the form
of equity investment. Equity capital is obtained in the first place from the
project promoters or other individual investors interested in taking stock in the
concessionaire. However, such equity capital normally represents only a por-
tion of the total cost of an infrastructure project. In order to obtain commercial
loans or to have access to other sources of funds to meet the capital require-
ments of the project, the project promoters and other individual investors have
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to offer priority payment to the lenders and other capital providers, thus accept-
ing that their own investment will only be paid after payment of those other
capital providers. Therefore, the project promoters typically assume the highest
financial risk. At the same time, they will hold the largest share in the project’s
profit once the initial investment is paid. Substantial equity investment by the
project promoters is typically welcomed by the lenders and the Government,
as it helps reduce the burden of debt service on the concessionaire’s cash flow
and serves as an assurance of those companies’  commitment to the project.

(ii) Commercial loans

58. Debt capital often represents the main source of funding for infrastructure
projects. It is obtained on the financial market primarily by means of loans
extended to the project company by national or foreign commercial banks,
typically using funds that originate from short- to medium-term deposits remu-
nerated by those banks at floating interest rates. Consequently, loans extended
by commercial banks are often subject to floating interest rates and normally
have a maturity term shorter than the project period. However, where feasible
and economic, given financial market conditions, banks may prefer to raise and
lend medium- to long-term funds at fixed rates, so as to avoid exposing them-
selves and the concessionaire over a long period to interest rate fluctuations,
while also reducing the need for hedging operations. Commercial loans are
usually provided by lenders on condition that their payment takes precedence
over the payment of any other of the borrower’s liabilities. Therefore, commer-
cial loans are said to be “unsubordinated’’ or “senior” loans.

(iii) “Subordinated” debt

59. The third type of fund typically used in these projects are “subordinated”
loans, sometimes also called “mezzanine” capital. Such loans rank higher than
equity capital in order of payment, but are subordinate to senior loans. This
subordination may be general (i.e. ranking generally lower than any senior
debt) or specific, in which case the loan agreements specifically identify the
type of debt to which it is subordinated. Subordinated loans are often provided
at fixed rates, usually higher than those of senior debt. As an additional tool
to attract such capital, or sometimes as an alternative to higher interest rates,
providers of subordinated loans may be offered the prospect of direct partici-
pation in capital gains, by means of the issue of preferred or convertible shares
or debentures, sometimes providing an option to subscribe for shares of the
concessionaire at preferential prices.

(iv) Institutional investors

60. In addition to subordinated loans provided by the project promoters or by
public financial institutions, subordinated debt may be obtained from financing
companies, investment funds, insurance companies, collective investment
schemes (e.g. mutual funds), pension funds and other so-called “institutional
investors”. These institutions normally have large sums available for long-term
investment and may represent an important source of additional capital for
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infrastructure projects. Their main reasons for accepting the risk of providing
capital to infrastructure projects are the prospect of remuneration and interest
in diversifying investment.

(v) Capital market funding

61. As more experience is gained with privately financed infrastructure
projects, increased use is being made of capital market funding. Funds may be
raised by the placement of preferred shares, bonds and other negotiable instru-
ments on a recognized stock exchange. Typically, the public offer of negoti-
able instruments requires regulatory approval and compliance with require-
ments of the relevant jurisdiction, such as requirements concerning the
information to be provided in the prospectus of issuance and, in some jurisdic-
tions, the need for prior registration. Bonds and other negotiable instruments
may have no other security than the general credit of the issuer or may be
secured by a mortgage or other lien on specific property.

62. The possibility of gaining access to capital markets is usually greater for
existing public utilities with an established commercial record than for compa-
nies specially established to build and operate a new infrastructure and lacking
the required credit rating. Indeed, a number of stock exchanges require that the
issuing company have some established record over a certain minimum period
before being permitted to issue negotiable instruments.

(vi) Financing by Islamic financial institutions

63. One additional group of potential capital providers are Islamic financial
institutions. Those institutions operate under rules and practices derived from
the Islamic legal tradition. One of the most prominent features of banking
activities under their rules is the absence of interest payments or strict limits
to the right to charge interest and consequently the establishment of other
forms of consideration for the borrowed money, such as profit-sharing or direct
participation of the financial institutions in the results of the transactions of
their clients. As a consequence of their operating methods, Islamic financial
institutions may be more inclined than other commercial banks to consider
direct or indirect equity participation in a project.

(vii) Financing by international financial institutions

64. International financial institutions may also play a significant role as pro-
viders of loans, guarantees or equity to privately financed infrastructure
projects. A number of projects have been co-financed by the World Bank, the
International Finance Corporation or by regional development banks.

65. International financial institutions may also play an instrumental role in
the formation of “syndications” for the provision of loans to the project. Some
of those institutions have special loan programmes under which they become
the sole “lender of record” to a project, acting on its own behalf and on behalf
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of participating banks and assuming responsibility for processing disburse-
ments by participants and for subsequent collection and distribution of loan
payments received from the borrower, either pursuant to specific agreements
or based on other rights that are available under their status of preferred credi-
tor. Some international financial institutions may also provide equity or mez-
zanine capital, by investing in capital market funds specialized in securities
issued by infrastructure operators. Lastly, international financial institutions
may provide guarantees against a variety of political risks, which may facilitate
the project company’s task of raising funds in the international financial mar-
ket (see chap. II, “Project risks and government support”, paras. 61-71).

(viii) Support by export credit and investment promotion agencies

66. Export credit and investment promotion agencies may provide support to
the project in the form of loans, guarantees or a combination of both. The
participation of export credit and investment promotion agencies may provide
a number of advantages, such as lower interest rates than those applied by
commercial banks and longer-term loans, sometimes at a fixed interest rate
(see chap. II, “Project risks and government support”, paras. 72-74).

(ix) Combined public and private finance

67. In addition to loans and guarantees extended by commercial banks and
national or multilateral public financial institutions, in a number of cases public
funds have been combined with private capital for financing new projects.
Such public funds may originate from government income or sovereign bor-
rowing. They may be combined with private funds as initial investment or as
long-term payments, or may take the form of governmental grants or guaran-
tees. Infrastructure projects may be co-sponsored by the Government through
equity participation in the concessionaire, thus reducing the amount of equity
and debt capital needed from private sources (see chap. II, “Project risks and
government support”, paras. 40 and 41).

5. Main parties involved in implementing infrastructure projects

68. The parties to a privately financed infrastructure project may vary greatly,
depending on the infrastructure sector, the modality of private sector partici-
pation and the arrangements used for financing the project. The following
paragraphs identify the main parties in the implementation of a typical pri-
vately financed infrastructure project involving the construction of a new in-
frastructure facility and carried out under the “project finance” modality.

(a) The contracting authority and other public authorities

69. The execution of a privately financed infrastructure project frequently
involves a number of public authorities in the host country at the national,
provincial or local level. The contracting authority is the main body responsi-
ble for the project within the Government. Furthermore, the execution of the
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project may necessitate the active participation (e.g. for the issuance of li-
cences or permits) of other public authorities in addition to the contracting
authority, at the same or at a different level of Government. Those authorities
play a crucial role in the execution of privately financed infrastructure projects.

70. The contracting authority or another public authority normally identifies
the project pursuant to its own policies for infrastructure development in the
sector concerned and determines the type of private sector participation that
would allow the most efficient operation of the infrastructure facility. There-
after, the contracting authority conducts the process that leads to the selection
of the concessionaire. Furthermore, throughout the life of the project, the
Government may need to provide various forms of support—legislative, ad-
ministrative, regulatory and sometimes financial—so as to ensure that the fa-
cility is successfully built and adequately operated. Finally, in some projects
the Government may become the ultimate owner of the facility.

(b) The project company and the project promoters

71. Privately financed infrastructure projects are usually carried out by a joint
venture of companies including construction and engineering companies and
suppliers of heavy equipment interested in becoming the main contractors or
suppliers of the project. The companies that participate in such a joint venture
are referred to in the Guide as the “promoters” of the project. Those companies
will be intensively involved in the development of the project during its initial
phase and their ability to cooperate with each other and to engage other reliable
partners will be essential for timely and successful completion of the work.
Furthermore, the participation of a company with experience in operating the
type of facility being built is an important factor to ensure the long-term
viability of the project. Where an independent legal entity is established by the
project promoters, other equity investors not otherwise engaged in the project
(usually institutional investors, investment banks, bilateral or multilateral lend-
ing institutions, sometimes also the Government or a government-owned cor-
poration) may also participate. The participation of local investors, where the
project company is required to be established under the laws of the host coun-
try (see chap. IV, “Construction and operation of infrastructure: legislative
framework and project agreement”, paras. 12-18), is sometimes encouraged by
the Government.

(c) Lenders

72. The risks to which the lenders are exposed in project finance, be it non-
recourse or limited recourse, are considerably higher than in conventional
transactions. This is even more the case where the security value of the physi-
cal assets involved (e.g. a road, bridge or tunnel) is difficult to realize, given
the lack of a “market” where such assets could easily be sold, or act as obsta-
cles to recovery or repossession. This circumstance affects not only the terms
under which the loans are provided (e.g. the usually higher cost of project
finance and extensive conditions to funding), but also, as a practical matter, the
availability of funds.
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73. Owing to the magnitude of the investment required for a privately fi-
nanced infrastructure project, loans are often organized in the form of “syndi-
cated” loans with one or more banks taking the lead role in negotiating the
finance documents on behalf of the other participating financial institutions,
mainly commercial banks. Commercial banks that specialize in lending for
certain industries are typically not ready to assume risks with which they are
not familiar (for a discussion of project risks and risk allocation, see chap. II,
“Project risks and government support”, paras. 8-29). For example, long-term
lenders may not be interested in providing short-term loans to finance infra-
structure construction. Therefore, in large-scale projects, different lenders are
often involved at different phases of the project. With a view to avoiding
disputes that might arise from conflicting actions taken by individual lenders
or disputes between lenders over payment of their loans, lenders extending
funds to large projects sometimes do so under a common loan agreement.
Where various credit facilities are provided under separate loan agreements,
the lenders will typically negotiate a so-called “inter-creditor agreement”. An
inter-creditor agreement usually contains provisions dealing with matters such
as provisions for disbursement of payments, pro rata or in a certain order of
priority; conditions for declaring events of default and accelerating the matu-
rity of credits; and coordination of foreclosure on security provided by the
project company.

(d) International financial institutions and export credit and
investment promotion agencies

74. International financial institutions and export credit and investment pro-
motion agencies will have concerns of generally the same order as other lend-
ers to the project. In addition to this, they will be particularly interested in
ensuring that the project execution and its operation are not in conflict with
particular policy objectives of those institutions and agencies. Increasing em-
phasis is being given by international financial institutions to the environmen-
tal impact of infrastructure projects and their long-term sustainability. The
methods and procedures applied to select the concessionaire will also be care-
fully considered by international financial institutions providing loans to the
project. Many global and regional financial institutions and national develop-
ment funding agencies have established guidelines or other requirements gov-
erning procurement with funds provided by them, which is typically reflected
in their standard loan agreements (see also chap. III, “Selection of the conces-
sionaire”, para. 18).

(e) Insurers

75. Typically, an infrastructure project will involve casualty insurance cover-
ing its plant and equipment, third-party liability insurance and worker’s com-
pensation insurance. Other possible types of insurance include insurance for
business interruption, interruption in cash flows and cost overrun (see
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, paras. 119 and 120). Those types of insurance are
usually available on the commercial insurance markets, although the availabil-
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ity of commercial insurance may be limited for certain extraordinary events
outside the control of the parties (e.g. war, riots, vandalism, earthquakes or
hurricanes). The private insurance market is playing an increasing role in
coverage against certain types of political risk, such as contract repudiation,
failure by a public authority to perform its contractual obligations or unfair
calls for independent guarantees. In some countries, insurance underwriters
structure comprehensive insurance packages aimed at avoiding certain risks
being left uncovered owing to gaps between individual insurance policies. In
addition to private insurance, guarantees against political risks may be pro-
vided by international financial institutions, such as the World Bank, the
Multilateral Investment Guarantee Agency and the International Finance Cor-
poration, by regional development banks or by export credit and investment
promotion agencies (see chap. II, “Project risks and government support”,
paras. 61-74).

(f) Independent experts and advisers

76. Independent experts and advisers play an important role at various stages
of privately financed infrastructure projects. Experienced companies typically
supplement their own technical expertise by retaining the services of outside
experts and advisers, such as financial experts, international legal counsel or
consulting engineers. Merchant and investment banks often act as advisers to
project promoters in arranging the finance and in formulating the project to be
implemented, an activity that, while essential to project finance, is quite dis-
tinct from the financing itself. Independent experts may advise the lenders to
the project, for example, on the assessment of project risks in a specific host
country. They may also assist public authorities in devising sector-specific
strategies for infrastructure development and in formulating an adequate legal
and regulatory framework. Furthermore, independent experts and advisers may
assist the contracting authority in the preparation of feasibility and other pre-
liminary studies, in the formulation of requests for proposals or standard con-
tractual terms and specifications, in the evaluation and comparison of propos-
als or in the negotiation of the project agreement.

77. In addition to private entities, a number of intergovernmental organiza-
tions (e.g. UNIDO and the regional commissions of the Economic and Social
Council) and international financial institutions (e.g. the World Bank and the
regional development banks) have special programmes whereby they may ei-
ther provide this type of technical assistance directly to the Government or
assist the latter in identifying qualified advisers.
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I. General legislative and institutional
framework

A. General remarks

1. The establishment of an appropriate and effective legal framework is a
prerequisite to creating an environment that fosters private investment in infra-
structure. For countries where such a legal framework already exists, it is
important to ensure that the law is sufficiently flexible and responsive to keep
pace with the developments in various infrastructure sectors. This chapter deals
with some general issues that domestic legislators are advised to consider when
setting up or reviewing the legal framework for privately financed infrastruc-
ture projects in order to achieve the above objectives. Section B (paras. 2-14)
sets out general considerations on the constitutional and legislative framework;
section C (paras. 15-22) deals with the scope of authority to award infrastruc-
ture and public services concessions; section D (paras. 23-29) discusses pos-
sible measures to enhance administrative coordination; and section E (paras.
30-53) deals with institutional and procedural arrangements for the regulation
of infrastructure sectors.

B. Constitutional, legislative and institutional framework

2. This section considers general guiding principles that may inspire the legal
framework for privately financed infrastructure projects. It further points out
the possible implications that the constitutional law of the host country may
have for the implementation of these projects. Lastly, this section deals briefly
with possible choices to be made regarding the level and type of instrument
that might need to be enacted and their scope of application.

1. General guiding principles for a favourable constitutional
and legislative framework

3. In considering the establishment of an enabling legal framework or in
reviewing the adequacy of the existing framework, domestic legislators may
wish to take into account some general principles that have inspired recent
legislative actions in various countries, which are discussed briefly in the fol-
lowing paragraphs.

(a) Transparency

4. A transparent legal framework is characterized by clear and readily acces-
sible rules and by efficient procedures for their application. Transparent laws
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and administrative procedures create predictability, enabling potential investors
to estimate the costs and risks of their investment and thus to offer their most
advantageous terms. Transparent laws and administrative procedures may also
foster openness through provisions requiring the publication of administrative
decisions, including, when appropriate, an obligation to state the grounds on
which they are based and to disclose other information of public relevance.
They also help to guard against arbitrary or improper actions or decisions by
the contracting authority or its officials and thus help to promote confidence
in a country’s infrastructure development programme. Transparency of laws
and administrative procedures is of particular importance where foreign invest-
ment is sought, since foreign companies may be unfamiliar with the country’s
practices for the award of infrastructure projects.

(b) Fairness

5. The legal framework is both the means by which Governments regulate
and ensure the provision of public services to their citizens and the means by
which public service providers and their customers may protect their rights. A
fair legal framework takes into account the various (and sometimes possibly
conflicting) interests of the Government, the public service providers and their
customers and seeks to achieve an equitable balance between them. The pri-
vate sector’s business considerations, the users’ right to adequate services, both
in terms of quality and price, the Government’s responsibility for ensuring the
continuous provision of essential services and its role in promoting national
infrastructure development are but a few of the interests that deserve appropri-
ate recognition in the law.

(c) Long-term sustainability

6. An important objective of domestic legislation on infrastructure develop-
ment is to ensure the long-term provision of public services, with increasing
attention being paid to environmental sustainability. Inadequate arrangements for
the operation and maintenance of public infrastructure severely limit efficiency
in all sectors of infrastructure and result directly in reduced service quality and
increased costs for users. From a legislative perspective, it is important to ensure
that the host country has the institutional capacity to undertake the various tasks
entrusted to public authorities involved in infrastructure projects throughout their
phases of implementation. Another measure to enhance the long-term
sustainability of a national infrastructure policy is to achieve a correct balance
between competitive and monopolistic provision of public services. Competition
may reduce overall costs and provide more back-up facilities for essential serv-
ices. In certain sectors, competition has also helped to increase the productivity
of infrastructure investment, to enhance responsiveness to the needs of the cus-
tomers and to obtain better quality for public services, thus improving the busi-
ness environment in all sectors of the economy.

2. Constitutional law and privately financed infrastructure projects

7. The constitutional law of a number of countries refers generally to the
duty of the State to ensure the provision of public services. Some of them list
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the infrastructure and service sectors that come under the responsibility of the
State, while in others the task of identifying those sectors is delegated to the
legislator. Under some national constitutions, the provision of certain public
services is reserved exclusively to the State or to specially created public
entities. Other constitutions, however, authorize the State to award concessions
to private entities for the development and operation of infrastructure and the
provision of public services. In some countries, there are limitations to the
participation of foreigners in certain sectors or requirements that the State
should participate in the capital of the companies providing public services.

8. For countries wishing to promote private investment in infrastructure it is
important to review existing constitutional rules so as to identify possible
restrictions to the implementation of privately financed infrastructure projects.
In some countries, privately financed infrastructure projects have been delayed
by uncertainties regarding the extent of the State’s authority to award them.
Sometimes, concerns that those projects might contravene constitutional rules
on State monopolies or on the provision of public services have led to judicial
disputes, with a consequent negative impact on the implementation of the
projects.

9. It is further important to take into account constitutional rules relating to
the ownership of land or infrastructure facilities. The constitutional law of
some countries contains limitations to private ownership of land and certain
means of production. In other countries, private property is recognized, but the
constitution declares all or certain types of infrastructure to be State property.
Prohibitions and restrictions of this nature can be an obstacle to the execution
of projects that entail private operation, or private operation and ownership, of
the relevant infrastructure (see further chap. IV, “Construction and operation
of infrastructure: legislative framework and project agreement”, paras. 23-29).

3. General and sector-specific legislation

10. Legislation frequently plays a central role in promoting private investment
in public infrastructure projects. The law typically embodies a political com-
mitment, provides specific legal rights and may represent an important guar-
antee of stability of the legal and regulatory regime. In most countries, the
implementation of privately financed infrastructure projects was in fact pre-
ceded by legislative measures setting forth the general rules under which those
projects were awarded and executed.

11. As a matter of constitutional law or legislative practice, some countries
may need to adopt specific legislation in respect of individual projects. In other
countries with a well-established tradition of awarding concessions to the pri-
vate sector for the provision of public services, the Government is authorized
by general legislation to award to the private sector any activity carried out by
the public sector having an economic value that makes such activity capable
of being exploited by private entities. General legislation of this type creates
a framework for providing a uniform treatment to issues that are common to
privately financed projects in different infrastructure sectors.
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12. However, by its very nature, general legislation is normally not suitable to
address all the particular requirements of different sectors. Even in countries
that have adopted general legislation addressing cross-sectoral issues, it has
been found that supplementary sector-specific legislation allows the legislator
to formulate rules that take into account the market structure in each sector (see
above, “Introduction and background information on privately financed infra-
structure projects”, paras. 21-46). It should be noted that in many countries
sector-specific legislation was adopted at a time when a significant portion or
even the entirety of the national infrastructure consisted of State monopolies.
For countries interested in promoting private sector investment in infrastruc-
ture it is advisable to review existing sector-specific legislation so as to ascer-
tain its suitability for privately financed infrastructure projects.

13. Sector-specific legislation may further play an important role in establish-
ing a framework for the regulation of individual infrastructure sectors (see
below, paras. 30-53). Legislative guidance is particularly useful in countries at
the initial stages of setting up or developing national regulatory capacities.
Such legislation represents a useful assurance that the regulators do not have
unlimited discretion in the exercise of their functions, but are bound by the
parameters provided by the law. However, it is generally advisable to avoid
rigid or excessively detailed legislative provisions dealing with contractual
aspects of the implementation of privately financed infrastructure projects,
which in most cases would not be adequate to their long-term nature (see
further chap. IV, “Construction and operation of infrastructure: legislative
framework and project agreement”, and chap. V, “Duration, extension and
termination of the project agreement“).

14. Many countries have used legislation to establish the general principles for
the organization of infrastructure sectors and the basic policy, institutional and
regulatory framework. However, the law may not be the best instrument to set
detailed technical and financial requirements. Many countries have preferred to
enact regulations setting forth more detailed rules to implement the general
provisions of domestic laws on privately financed infrastructure projects. Regu-
lations are found to be easier to adapt to a change in environment, whether the
change results from the transition to market-based rules or from external devel-
opments, such as new technologies or changing economic or market conditions.
Whatever the instrument used, clarity and predictability are of the essence.

C. Scope of authority to award concessions

15. The implementation of privately financed infrastructure projects may re-
quire the enactment of special legislation or regulations authorizing the State
to entrust the provision of public services to private entities. The enactment of
express legislative authorization may be an important measure to foster the
confidence of potential investors, national or foreign, in a national policy to
promote private sector investment in infrastructure. Central elements to the
authority to award concessions for infrastructure projects are discussed in the
following paragraphs.
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1. Authorized agencies and relevant fields of activity

16. In some legal systems the Government’s responsibility for the provision
of public services may not be delegated without prior legislative authorization.
For those countries which wish to attract private investment in infrastructure,
it is particularly important to state clearly in the law the authority to entrust
entities other than public authorities of the host country with the right to
provide certain public services. Such a general provision may be particularly
important in those countries where public services are governmental monopo-
lies or where it is envisaged to engage private entities to provide certain serv-
ices that used to be available to the public free of charge (see further chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 37 and 38).

17. Where general legislation is adopted, it is also advisable to identify clearly
the public authorities or levels of government competent to award infrastruc-
ture projects and to act as contracting authorities. In order to avoid unnecessary
delay, it is particularly advisable to have rules in place that make it possible
to ascertain the persons or offices that have the authority to enter into commit-
ments on behalf of the contracting authority (and, as appropriate, of other
public authorities) at different stages of negotiation and to sign the project
agreement. It is useful to consider the extent of powers that may be needed by
authorities other than the central Government to carry out projects falling
within their purview. For projects involving offices or agencies at different
levels of government (for example, national, provincial or local), where it is
not possible to identify in advance all the relevant offices and agencies in-
volved, other measures may be needed to ensure appropriate coordination
among them (see below, paras. 23-29).

18. For purposes of clarity, it is advisable to identify in such general legisla-
tion those sectors in which concessions may be awarded. Alternatively, where
this is not deemed feasible or desirable, the law might identify those activities
which may not be the object of a concession (for example, activities related to
national defence or security).

2. Purpose and scope of concessions

19. It may be useful for the law to define the nature and purpose of privately
financed infrastructure projects for which concessions may be awarded in the
host country. One possible approach may be to define the various categories
of projects according to the extent of the rights and obligations assumed by the
concessionaire (for example, “build-operate-transfer”, “build-own-operate”,
“built-transfer-operate” and “build-transfer“). However, given the wide variety
of schemes that may come into play in connection with private investment in
infrastructure, it may be difficult to provide exhaustive definitions of all of
them. As an alternative, the law could generally provide that concessions may
be awarded for the purpose of entrusting an entity, private or public, with the
obligation to carry out infrastructure works and deliver certain public services,
in exchange for the right to charge a price for the use of the facility or premises
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or for the service or goods it generates, or for other payment or remuneration
agreed to by the parties. The law could further clarify that concessions may be
awarded for the construction and operation of a new infrastructure facility or
system or for maintenance, repair, refurbishment, modernization, expansion
and operation of existing infrastructure facilities and systems, or only for the
management and delivery of a public service.

20. Another important issue concerns the nature of the rights vested in the
concessionaire, in particular whether the right to provide the service is exclusive
or whether the concessionaire will face competition from other infrastructure
facilities or service providers. Exclusivity may concern the right to provide a
service in a particular geographical region (for example, a communal water
distribution company) or embrace the whole territory of the country (for exam-
ple, a national railway company); it may relate to the right to supply one
particular type of goods or services to one particular customer (for example, a
power generator being the exclusive regional supplier to a power transmitter and
distributor) or to a limited group of customers (for example, a national long-
distance telephone carrier providing connections to local telephone companies).

21. The decision whether or not to grant exclusivity rights to a certain project
or category of projects should be taken in the light of the host country’s policy
for the sector concerned. As discussed earlier, the scope for competition varies
considerably in different infrastructure sectors. While certain sectors, or seg-
ments thereof, have the characteristics of natural monopolies, in which case
open competition is usually not an economically viable alternative, other infra-
structure sectors have been successfully opened to free competition (see “In-
troduction and background information on privately financed infrastructure
projects”, paras. 28 and 29).

22. It is desirable therefore to deal with the issue of exclusivity in a flexible
manner. Rather than excluding or prescribing exclusive concessions, it may be
preferable for the law to authorize the grant of exclusive concessions when it is
deemed to be in the public interest, such as in cases where the exclusivity is
justified for the purpose of ensuring the technical or economical viability of the
project. The contracting authority may be required to state the reasons for
envisaging an exclusive concession prior to starting the procedure to select the
concessionaire. Such general legislation may be supplemented by sector-specific
laws regulating the issue of exclusivity in a manner suitable for each particular
sector.

D. Administrative coordination

23. Depending on the administrative structure of the host country, privately
financed infrastructure projects may require the involvement of several public
authorities, at various levels of government. For instance, the competence to
lay down regulations and rules for the activity concerned may rest in whole or
in part with a public authority at a level different from the one that is respon-
sible for providing the relevant service. It may also be that both the regulatory
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and the operational functions are combined in one entity, but that the authority
to award government contracts is centralized in a different public authority. For
projects involving foreign investment, it may also happen that certain specific
competences fall within the mandate of an agency responsible for approving
foreign investment proposals.

24. Recent international experience has demonstrated the usefulness of entrust-
ing a central unit within the host country’s administration with the overall
responsibility for formulating policy and providing practical guidance on pri-
vately financed infrastructure projects. Such a central unit may also be respon-
sible for coordinating the input of the main public authorities that interface with
the project company. It is recognized, however, that such an arrangement may
not be possible in some countries, owing to their particular administrative
organization. Where it is not feasible to establish such a central unit, other
measures may be considered to ensure an adequate level of coordination among
the various public authorities involved, as discussed in the following paragraphs.

1. Coordination of preparatory measures

25. One important measure to ensure the successful implementation of pri-
vately financed infrastructure projects is the requirement that the relevant
public authority conduct a preliminary assessment of the project’s feasibility,
including economic and financial aspects such as expected economic advan-
tages of the project, estimated cost and potential revenue anticipated from the
operation of the infrastructure facility and the environmental impact of the
project. The studies prepared by the contracting authority should, in particular,
identify clearly the expected output of the project, provide sufficient justifica-
tion for the investment, propose a modality for private sector participation and
describe a particular solution to the output requirement.

26. Following the identification of the future project, it is for the Government
to establish its relative priority and to assign human and other resources for its
implementation. At that point, it is desirable that the contracting authority
review existing statutory or regulatory requirements relating to the operation of
infrastructure facilities of the type proposed with a view to identifying the main
public authorities whose input will be required for the implementation of the
project. It is also important at this stage to consider the measures that may be
required in order for the contracting authority and the other public authorities
involved to perform the obligations they may reasonably anticipate in connec-
tion with the project. For instance, the Government may need to make advance
budgeting arrangements to enable the contracting authority or other public
authorities to meet financial commitments that extend over several budgetary
cycles, such as long-term commitments to purchase the project’s output (see
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, paras. 50 and 51). Furthermore, a series of adminis-
trative measures may be needed to implement certain forms of support pro-
vided to the project, such as tax exemptions and customs facilitation (see chap.
II, “Project risks and government support”, paras. 51-54), which may require
considerable time.
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2. Arrangements for facilitating the issuance of licences and permits

27. Legislation may play a useful role in facilitating the issuance of licences
and permits that may be needed in the course of a project (such as licences
under foreign exchange regulations; licences for the incorporation of the con-
cessionaire; authorizations for the employment of foreigners; registration and
stamp duties for the use or ownership of land; import licences for equipment
and supplies; construction licences; licences for the installation of cables or
pipelines; licences for bringing the facility into operation; and spectrum allo-
cation for mobile communication). The required licences or permits may fall
within the competence of various organs at different levels of the administra-
tion and the time required for their issuance may be significant, in particular
when the approving organs or offices were not originally involved in conceiv-
ing the project or negotiating its terms. Delay in bringing an infrastructure
project into operation as a result of missing licences or permits for reasons not
attributable to the concessionaire is likely to result in an increase in the cost
of the project and in the price paid by the users.

28. Thus, it is advisable to conduct an early assessment of licences and permits
needed for a particular project in order to avoid delay in the implementation
phase. A possible measure to enhance the coordination in the issuance of
licences and permits might be to entrust one organ with the authority to receive
the applications for licences and permits, to transmit them to the appropriate
agencies and to monitor the issuance of all licences and permits listed in the
request for proposals and other licences that might be introduced by subsequent
regulations. The law may also authorize the relevant agencies to issue provi-
sional licences and permits and provide a time period beyond which those
licences and permits are deemed to be granted unless they are rejected in writing.

29. However, it should be noted that the distribution of administrative authority
among various levels of government (for example, local, regional and central)
often reflects fundamental principles of a country’s political organization. There-
fore, there are instances where the central Government would not be in a position
to assume responsibility for the issuance of all licences and permits or to entrust
one single body with such a coordinating function. In those cases, it is important
to introduce measures to counter the possibility of delay that might result from
such distribution of administrative authority, such as, for instance, agreements
between the contracting authority and the other public authorities concerned to
facilitate the procedures for a given project or other measures intended to ensure
an adequate level of coordination among the various public authorities involved
and to make the process of obtaining licences more transparent and efficient.
Furthermore, the Government might consider providing some assurance that it
will assist the concessionaire as much as possible in obtaining licences required
by domestic law, for instance by providing information and assistance to bidders
regarding the required licences, as well as the relevant procedures and condi-
tions. From a practical point of view, in addition to coordination among various
levels of government and various public authorities, there is a need to ensure
consistency in the application of criteria for the issuance of licences and for the
transparency of the administrative process.



General legislative and institutional framework 31

E. Authority to regulate infrastructure services

30. The provision of certain public services is generally subject to a special
regulatory regime that may consist of substantive rules, procedures, instru-
ments and institutions. That framework represents an important instrument to
implement the governmental policy for the sector concerned (see “Introduction
and background information on privately financed infrastructure projects”,
paras. 21-46). Depending on the institutional structure of the country con-
cerned and on the allocation of powers between different levels of government,
provincial or local legislation may govern some infrastructure sectors, in full
or concurrently with national legislation.

31. Regulation of infrastructure services involves a wide range of general and
sector-specific issues, which may vary considerably according to the social,
political, legal and economic reality of each host country. While occasionally
discussing some of the main regulatory issues that are encountered in a similar
context in different sectors (see, for instance, chapter IV, “Construction and
operation of infrastructure: legislative framework and project agreement”, paras.
39-46 and 82-95), the Guide is not intended to exhaust the legal or policy issues
arising out of the regulation of various infrastructure sectors. The term “regula-
tory agencies” refers to the institutional mechanisms required to implement and
monitor the rules governing the activities of infrastructure operators. Because the
rules applicable to infrastructure operation often allow for a degree of discretion,
a body is required to interpret and apply them, monitor compliance, impose
sanctions and settle disputes arising out of the implementation of the rules. The
specific regulatory tasks and the amount of discretion they involve will be
determined by the rules in question, which can vary widely.

32. The Guide assumes that the host country has in place the proper institutional
and bureaucratic structures and human resources necessary for the implementa-
tion of privately financed infrastructure projects. Nevertheless, as a contribution
to domestic legislatures considering the need for, and desirability of, establishing
regulatory agencies for monitoring the provision of public services, this section
discusses some of the main institutional and procedural issues that may arise in
that connection. The discussion contained in this section is illustrative of differ-
ent options that have been used in domestic legislative measures to set up a
regulatory framework for privately financed infrastructure projects, but the
Guide does not thereby advocate the establishment of any particular model or
administrative structure. Practical information and technical advice may be
obtained from international financial institutions that carry out programmes to
assist their member countries in setting up an adequate regulatory framework
(such as the World Bank and the regional development banks).

1. Sectoral competence and mandate of regulatory agencies

33. Regulatory responsibilities may be organized on a sectoral or cross-sectoral
basis. Countries that have opted for a sectoral approach have in many cases
decided to place closely linked sectors or segments thereof under the same
regulatory structure (for example, a common regulatory agency for power and
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gas or for airports and airlines). Other countries have organized regulation on a
cross-sectoral basis, in some cases with one regulatory entity for all infrastruc-
ture sectors and in others with one entity for utilities (water, power, gas, telecom-
munications) and one for transport. In some countries the competence of regu-
latory agencies might also extend to several sectors within a given region.

34. Regulatory agencies whose competence is limited to a particular sector
usually foster the development of technical, sector-specific expertise.
Sector-specific regulation may facilitate the development of rules and practices
that are tailored to the needs of the sector concerned. However, the decision
between sector-specific and cross-sectoral regulation depends in part on the
country’s regulatory capacity. Countries with limited expertise and experience
in infrastructure regulation may find it preferable to reduce the number of
independent structures and try to achieve economies of scale.

35. The law setting up a regulatory mechanism often stipulates a number of
general objectives that should guide the actions of regulatory agencies, such as
the promotion of competition, the protection of users’ interests, the satisfaction
of demand, the efficiency of the sector or the public service providers, their
financial viability, the safeguarding of the public interest or of public service
obligations and the protection of investors’ rights. Having one or two overrid-
ing objectives helps clarify the mandate of regulatory agencies and establish
priorities among sometimes conflicting objectives. A clear mandate may also
increase a regulatory agency’s autonomy and credibility.

2. Institutional mechanisms

36. The range of institutional mechanisms for the regulation of infrastructure
sectors varies greatly. While there are countries that entrust regulatory func-
tions to organs of the Government (for example, the concerned ministries or
departments), other countries have preferred to establish autonomous regula-
tory agencies, separate from the Government. Some countries have decided to
subject certain infrastructure sectors to autonomous and independent regulation
while leaving others under ministerial regulation. Sometimes, powers may also
be shared between an autonomous regulatory agency and the Government, as
is often the case with respect to licensing. From a legislative perspective, it is
important to devise institutional arrangements for the regulatory functions that
ensure to the regulatory agency an adequate level of efficiency, taking into
account the political, legal and administrative tradition of the country.

37. The efficiency of the regulatory regime is in most cases a function of the
objectiveness with which regulatory decisions are taken. This, in turn, requires
that regulatory agencies should be able to take decisions without interference
or inappropriate pressures from infrastructure operators and public service
providers. To that effect, legislative provisions in several countries require the
independence of the regulatory decision-making process. In order to achieve
the desired level of independence it is advisable to separate the regulatory
functions from operational ones by removing any regulatory functions that
may still be vested with the public service providers and entrust them to a
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legally and functionally independent entity. Regulatory independence is sup-
plemented by provisions to prevent conflicts of interest, such as prohibitions
for staff of the regulatory agency to hold mandates, accept gifts, enter into
contracts or have any other relationship (directly or through family members
or other intermediaries) with regulated companies, their parents or affiliates.

38. This leads to a related issue, namely, the need to minimize the risk of
decisions being made or influenced by a body that is also the owner of enter-
prises operating in the regulated sector or a body acting on political rather than
technical grounds. In some countries it was felt necessary to provide the regu-
latory agency with a certain degree of autonomy vis-à-vis the political organs
of government. Independence and autonomy should not be considered solely
on the basis of the institutional position of the regulatory function, but also on
the basis of its functional autonomy (i.e. the availability of sufficient financial
and human resources to discharge their responsibilities adequately).

3. Powers of regulatory agencies

39. Regulatory agencies may have decision-making powers, advisory powers
or purely consultative powers or a combination of these different levels of
powers depending on the subject matter. In some countries, regulatory agen-
cies were initially given limited powers, which were expanded later as the
agencies established a track record of independence and professionalism. The
legislation often specifies which powers are vested with the Government and
which with a regulatory agency. Clarity in this respect is important to avoid
unnecessary conflicts and confusion. Investors, as well as consumers and other
interested parties, should know to whom to turn with various requests, appli-
cations or complaints.

40. Selection of public service providers, for example, is in many countries a
process involving the Government as well as the regulatory agency. If the
decision to award a project involves broad judgement of a political rather than
technical nature, which may often be the case in the context of infrastructure
privatization, final responsibility often rests with the Government. If, however,
the award criteria are more technical, as may be the case with a liberal licens-
ing regime for power generation or telecommunication services, many coun-
tries entrust the decision to an independent regulatory agency. In other cases,
the Government may have to ask the regulatory agency’s opinion prior to
awarding a concession. On the other hand, some countries exclude direct in-
volvement of regulatory agencies in the award process on the basis that it could
affect the way they later regulate the provision of the service concerned.

41. The jurisdiction of regulatory agencies normally extends to all enterprises
operating in the sectors they regulate, with no distinction between private and
public enterprises. The use of some regulatory powers or instruments may be
limited by law to the dominant public service providers in the sector. A regu-
latory agency may, for example, have price policing powers only vis-à-vis the
incumbent or dominant public service provider, while new entrants may be
allowed to set prices freely.
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42. The matters on which regulatory agencies have to arbitrate range from
normative responsibilities (for example, rules on the award of concessions and
conditions for certification of equipment) to the actual award of concessions;
the approval of contracts or decisions proposed by the regulated entities (for
example, a schedule or contract on network access); the definition and moni-
toring of an obligation to provide certain services; the oversight over public
service providers (in particular compliance with licence conditions, norms and
performance targets); price setting or adjustments; vetting of subsidies, exemp-
tions or other advantages that could distort competition in the sector; sanctions;
and dispute settlement.

4. Composition, staff and budget of regulatory agencies

43. When setting up a regulatory agency, a few countries have opted for an
agency comprised of a single officer, whereas most others have preferred a
regulatory commission. A commission may provide greater safeguards against
undue influence or lobbying and may limit the risk of rash regulatory deci-
sions. A one-person regulatory agency, on the other hand, may be able to reach
decisions faster and may be held more accountable. To improve the manage-
ment of the decision-making process in a regulatory commission, the number
of members is often kept small (typically three or five members). Even num-
bers are often avoided to prevent a deadlock, though the chairman could have
a casting vote.

44. To increase the regulatory agency’s autonomy, different institutions may
be involved in the nomination process. In some countries regulatory agencies
are appointed by the head of State based on a list submitted by parliament; in
others the executive branch of the Government appoints the regulatory agency
but subject to confirmation by parliament or upon nominations submitted by
parliament, user associations or other bodies. Minimum professional qualifica-
tions are often required of the officials of the regulatory agencies, as well as
the absence of conflicts of interest that might disqualify them from the func-
tion. Terms of office of members of regulatory boards may be staggered in
order to prevent total turnover and appointment of all members by the same
administration; staggering also promotes continuity in regulatory decision-
making. Terms of office are often for a fixed term, may be non-renewable and
may be terminated before the expiry of the term for limited reasons only (such
as criminal conviction, mental incapacitation, gross negligence or dereliction
of duty). Regulatory agencies are often faced with experienced lawyers, ac-
countants and other experts working for the regulated industry and need to be
able to acquire the same level of expertise, skills and professionalism, either
in-house or by hiring outside advisers as needed.

45. Stable funding sources are critical in order for the regulatory agency to
function adequately. In many countries, the budget of the regulatory agency is
funded by fees and other levies on the regulated industry. Fees may be set as
a percentage of the turnover of the public service providers or be levied for the
award of licences, concessions or other authorizations. In some countries, the
agency’s budget is complemented as needed by budget transfers provided in



General legislative and institutional framework 35

the annual finance law. However, this may create an element of uncertainty
that may reduce the agency’s autonomy.

5. Regulatory process and procedures

46. The regulatory framework typically includes procedural rules governing
the way the institutions in charge of the various regulatory functions have to
exercise their powers. The credibility of the regulatory process requires trans-
parency and objectivity, irrespective of whether regulatory authority is exer-
cised by a government department or minister or by an autonomous regulatory
agency. Rules and procedures should be objective and clear so as to ensure
fairness, impartiality and timely action by the regulatory agency. For purposes
of transparency, the law should require that they be made public. Regulatory
decisions should state the reasons on which they are based and should be made
accessible to interested parties, through publication or other appropriate means.

47. Transparency may be further enhanced, as required by some laws, by the
publication by the regulatory agency of an annual report on the sector, includ-
ing, for example, the decisions taken during the exercise, the disputes that have
arisen and the way they were settled. Such an annual report may also include
the accounts of the regulatory agency and an audit thereof by an independent
auditor. Legislation in many countries further requires that this annual report
be submitted to a committee of parliament.

48. Regulatory decisions may have an impact on the interests of diverse
groups, including the concerned public service provider, its current or potential
competitors and business or non-business users. In many countries, the regu-
latory process includes consultation procedures for major decisions or recom-
mendations. In some countries, that consultation takes the form of public hear-
ings, in others of consultation papers on which comments from interested
groups are solicited. Some countries have also established consultative bodies
comprised of users and other concerned parties and require that their opinion
be sought before major decisions and recommendations are made. To enhance
transparency, comments, recommendations or opinions resulting from the con-
sultation process may have to be published or made publicly available.

6. Recourse against decisions of the regulatory agency

49. Another important element of the host country’s regulatory regime are the
mechanisms whereby public service providers may request a review of regu-
latory decisions. As with the whole regulatory process, a high degree of trans-
parency and credibility is essential. To be credible, the review should be en-
trusted to an entity that is independent from the regulatory agency taking the
original decision, from the political authorities of the host country and from the
public service providers.

50. Review of decisions of regulatory agencies is often in the jurisdiction of
courts, but in some legal systems recourse against decisions by regulatory
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agencies is in the exclusive jurisdiction of special tribunals dealing solely with
administrative matters, which in some countries are separate from the judicial
system. If there are concerns over the review process (for example, as regards
possible delays or the capacity of courts to make evaluations of the complex
economic issues involved in regulatory decisions) review functions may be
entrusted to another body, at least in the first instance, before a final recourse
to courts or administrative tribunals. In some countries, requests for review are
considered by a high-level cross-sectoral independent oversight body. There
are also countries where requests for review are heard by a panel composed of
persons holding specified judicial and academic functions. As to the grounds
on which a request for review may be based, in many cases there are limits,
in particular as to the right of the appellate body to substitute its own discre-
tionary assessment of facts for the assessment of the body whose decision is
being reviewed.

7. Settlement of disputes between public service providers

51. Disputes may arise between competing concessionaires (for example, two
operators of cellular telephony systems) or between concessionaires providing
services in different segments of the same infrastructure sector. Such disputes
may involve allegations of unfair trade practices (for example, price dumping),
uncompetitive practices inconsistent with the country’s infrastructure policy
(see “Introduction and background information on privately financed infra-
structure projects”, paras. 23-29) or violation of specific duties of public serv-
ice providers (see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, paras. 82-93). In many coun-
tries, legislative provisions have been found necessary in order to establish an
appropriate framework for the settlement of these disputes.

52. Firstly, the various parties may not have contractual arrangements with
one another that could provide for an appropriate dispute settlement mecha-
nism. Even where it would be possible to establish a contractual mechanism,
the host country may have an interest that disputes involving certain issues (for
example, conditions of access to a given infrastructure network) be settled by
a specific body in order to ensure consistency in the application of the relevant
rules. Furthermore, certain disputes between public service providers may in-
volve issues that, under the laws of the host country, are not considered able
to be settled through arbitration.

53. Domestic laws often establish administrative procedures for handling dis-
putes between public service providers. Typically, public service providers
may file complaints with the regulatory agency or with another governmental
agency responsible for the application of the rules alleged to have been vio-
lated (for example, a governmental body in charge of enforcing competition
laws and regulations), which in some countries has the authority to issue a
binding decision on the matter. Such mechanisms, even where mandatory, do
not necessarily preclude resort by the aggrieved persons to courts, although in
some legal systems the courts may only have the power to control the legality
of the decision (for example, observance of due process) but not its merits.
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II. Project risks and government support

A. General remarks

1. Privately financed infrastructure projects create opportunities for reducing
the commitment of public funds and other resources for infrastructure devel-
opment and operation. They also make it possible to transfer to the private
sector a number of risks that would otherwise be borne by the Government.
The precise allocation of risks among the various parties involved is typically
defined after consideration of a number of factors, including the public interest
in the development of the infrastructure in question and the level of risk faced
by the project company, other investors and lenders (and the extent of their
ability and readiness to absorb those risks at an acceptable cost). Adequate risk
allocation is essential to reducing project costs and to ensuring the successful
implementation of the project. Conversely, an inappropriate allocation of
project risks may compromise the project’s financial viability or hinder its
efficient management, thus increasing the cost at which the service is provided.

2. In the past, debt financing for infrastructure projects was obtained on the
basis of credit support from project sponsors, multilateral and national export
credit agencies, Governments and other third parties. In recent years, these tra-
ditional sources have not been able to meet the growing needs for infrastructure
capital and financing has been increasingly obtained on a project finance basis.

3. Project finance, as a method of financing, seeks to establish the creditwor-
thiness of the project company on a “stand alone” basis, even before construc-
tion has begun or any revenues have been generated, and to borrow on the
basis of that credit. Commentators have observed that project finance may hold
the key to unlocking the vast pools of capital theoretically available in the
capital markets for investment in infrastructure. However, project finance has
distinctive and demanding characteristics from a financial point of view. Prin-
cipal among these is that, in a project finance structure, financing parties must
rely mainly upon the project company’s assets and cash flows for repayment.
If the project fails they will have no recourse, or only limited recourse, to the
financial resources of a sponsor company or other third party for repayment
(see also “Introduction and background information on privately financed in-
frastructure projects”, paras. 54 and 55).

4. The financial methodology of project financing requires a precise projec-
tion of the capital costs, revenues and projected costs, expenses, taxes and
liabilities of the project. In order to predict these numbers precisely and with
certainty and to create a financial model for the project, it is typically necessary
to project the “base case” amounts of revenues, costs and expenses of the
project company over a long period—often 20 years or more—in order to
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determine the amounts of debt and equity the project can support. Central to
this analysis is the identification and quantification of risks. For this reason, the
identification, assessment, allocation and mitigation of risks is at the heart of
project financing from a financial point of view.

5. Among the most important, yet difficult, risks to assess and to mitigate are
“political risks” (risks associated with adverse actions of the host Government,
its agencies and its courts, in particular in granting licences and permits, adopt-
ing regulations applicable to the project company and its markets, taxation and
the performance and enforcement of contractual obligations) and “currency
risks” (risks related to the value, transferability and convertibility of the local
currency). In order to guard against such risks, in particular, project finance
structures have often incorporated insurance or guarantees of international fi-
nancial institutions and export credit agencies as well as guarantees of the host
Government.

6. Section B of the present chapter (paras. 8-29) gives an overview of the main
risks encountered in privately financed infrastructure projects and contains a
brief discussion of common contractual solutions for risk allocation, which
emphasizes the need to provide the parties with the necessary flexibility for
negotiating a balanced allocation of project risks. Section C (paras. 30-60) sets
out policy considerations that the Government may wish to take into account
when designing the level of direct governmental support that may be provided
to infrastructure projects, such as the degree of public interest in the execution
of any given project and the need to avoid the assumption by the Government
of open-ended or excessive contingent liabilities. Section C considers some
additional support measures that have been used in governmental programmes
to promote private investment in infrastructure development, without advocating
the use of any of them in particular. Lastly, sections D (paras. 61-71) and E
(paras. 72-74) outline guarantees and support measures that may be provided by
export credit agencies and investment promotion agencies.

7. Other chapters of this Guide deal with related aspects of the host Govern-
ment’s legal regime that are of relevance to the credit and risk analysis of a
project. Depending upon the sector and type of project the emphasis will, of
course, vary. The reader is referred in particular to chapters IV, “Construction
and operation of infrastructure: legislative framework and project agreement”;
V, “Duration, extension and termination of the project agreement”; VI, “Set-
tlement of disputes”; and VII, “Other relevant areas of law”.

B. Project risks and risk allocation

8. As used in this chapter, the notion of “project risks” refers to those cir-
cumstances which, in the assessment of the parties, may have a negative effect
on the benefit they expect to achieve with the project. While there may be
events that would represent a serious risk for most parties (for example, the
physical destruction of the facility by a natural disaster), each party’s risk
exposure will vary according to its role in the project.
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9. The expression “risk allocation” refers to the determination of which party
or parties should bear the consequences of the occurrence of events identified
as project risks. For example, if the project company is obliged to deliver the
infrastructure facility to the contracting authority with certain equipment in
functioning condition, the project company is bearing the risk that the equip-
ment may fail to function at the agreed performance levels. The occurrence of
that project risk, in turn, may have a series of consequences for the project
company, including its liability for failure to perform a contractual obligation
under the project agreement or the applicable law (for example, payment of
damages to the contracting authority for delay in bringing the facility into
operation); certain losses (for example, loss of revenue as a result of delay in
beginning operating the facility); or additional cost (for example, cost of repair
of faulty equipment or of securing replacement equipment).

10. The party bearing a given risk may take preventive measures with a view
to limiting the likelihood of the risk, as well as specific measures to protect
itself, in whole or in part, against the consequences of the risk. Such measures
are often referred to as “risk mitigation”. In the previous example, the project
company will carefully review the reliability of the equipment suppliers and
the technology proposed. The project company may require its equipment
suppliers to provide independent guarantees concerning the performance of
their equipment. The supplier may also be liable to pay penalties or liquidated
damages to the project company for the consequences of failure of its equip-
ment. In some cases, a more or less complex chain of contractual arrangements
may be made to mitigate the consequences of a project risk. For instance, the
project company may combine the guarantees provided by the equipment sup-
plier with commercial insurance covering some consequences of the interrup-
tion of its business as a result of equipment failure.

1. Overview of main categories of project risk

11. For purposes of illustration, the following paragraphs provide an overview
of the main categories of project risks and give examples of certain contractual
arrangements used for risk allocation and mitigation. For further discussion on
this subject, the reader is advised to consult other sources of information, such
as the UNIDO BOT Guidelines.1

(a) Project disruption caused by events outside the control of the parties

12. The parties face the risk that the project may be disrupted by unforeseen or
extraordinary events outside their control, which may be of a physical nature,
such as natural disasters—floods, storms or earthquakes—or the result of human
action, such as war, riots or terrorist attacks. Such unforeseen or extraordinary
events may cause a temporary interruption of the project execution or the
operation of the facility, resulting in construction delay, loss of revenue and other
losses. Severe events may cause physical damage to the facility or even destruc-

1See “Introduction and background information on privately financed infrastructure projects”,
footnote 1.
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tion beyond repair (for a discussion of the legal consequences of the occurrence
of such events, see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, paras. 131-139).

(b) Project disruption caused by adverse acts of Government
(“political risk“)

13. The project company and the lenders face the risk that the project execu-
tion may be negatively affected by acts of the contracting authority, another
agency of the Government or the host country’s legislature. Such risks are
often referred to as “political risks” and may be divided into three broad
categories: “traditional” political risks (for example, nationalization of the
project company’s assets or imposition of new taxes that jeopardize the project
company’s prospects of debt repayment and investment recovery); “regula-
tory” risks (for example, introduction of more stringent standards for service
delivery or opening of a sector to competition) and “quasi-commercial” risks
(for example, breaches by the contracting authority or project interruptions due
to changes in the contracting authority’s priorities and plans) (for a discussion
of the legal consequences of the occurrence of such events, see chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 122-125). In addition to political risks originating
from the host country, some political risks may result from acts of a foreign
Government, such as blockades, embargoes or boycotts imposed by the Gov-
ernments of the investors’ home countries.

(c) Construction and operation risks

14. The main risks that the parties may face during the construction phase are
the risks that the facility cannot be completed at all or cannot be delivered
according to the agreed schedule (completion risk); that the construction cost
exceeds the original estimates (construction cost overrun risk); or that the
facility fails to meet performance criteria at completion (performance risk).
Similarly, during the operational phase the parties may face the risk that the
completed facility cannot be effectively operated or maintained to produce the
expected capacity, output or efficiency (performance risk); or that the operating
costs exceed the original estimates (operation cost overrun). It should be noted
that construction and operation risks do not affect only the private sector. The
contracting authority and the users in the host country may be severely affected
by an interruption in the provision of needed services. The Government, as
representative of the public interest, will be generally concerned about safety
risks or environmental damage caused by improper operation of the facility.

15. Some of these risks may be brought about by the project company or its
contractors or suppliers. For instance, construction cost overrun and delay in
completion may be the result of inefficient construction practices, waste, insuf-
ficient budgeting or lack of coordination among contractors. Failure of the
facility to meet performance criteria may also be the result of defective design,
inadequacy of the technology used or faulty equipment delivered by the project
company’s suppliers. During the operational phase, performance failures may
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be the consequence, for example, of faulty maintenance of the facility or
negligent operation of mechanical equipment. Operation cost overruns may
also derive from inadequate management.

16. However, some of these risks may also result from specific actions taken
by the contracting authority, by other public authorities or even the host coun-
try’s legislature. Performance failures or cost overruns may be the consequence
of the inadequacy of the technical specifications provided by the contracting
authority during the selection of the concessionaire. Delays and cost overruns
may also be brought about by actions of the contracting authority subsequent
to the award of the project (delays in obtaining approvals and permits, addi-
tional costs caused by changes in requirements due to inadequate planning,
interruptions caused by inspecting agencies or delays in delivering the land on
which the facility is to be built). General legislative or regulatory measures,
such as more stringent safety or labour standards, may also result in higher
construction or operating costs. Shortfalls in production may be caused by the
non-delivery of the necessary supplies (for example, power or gas) on the part
of public authorities.

(d) Commercial risks

17. “Commercial risks” relate to the possibility that the project cannot gener-
ate the expected revenue because of changes in market prices or demand for
the goods or services it generates. Both of these forms of commercial risk may
seriously impair the project company’s capacity to service its debt and may
compromise the financial viability of the project.

18. Commercial risks vary greatly according to the sector and type of project.
The risk may be regarded as minimal or moderate where the project company
has a monopoly over the service concerned or when it supplies a single client
through a standing off-take agreement. However, commercial risks may be
considerable in projects that depend on market-based revenues, in particular
where the existence of alternative facilities or supply sources makes it difficult
to establish a reliable forecast of usage or demand. This may be a serious
concern, for instance, in tollroad projects, since tollroads face competition
from toll-free roads. Depending on the ease with which drivers may have
access to toll-free roads, the toll revenues may be difficult to forecast, espe-
cially in urban areas where there may be many alternative routes and roads
may be built or improved continuously. Furthermore, traffic usage has been
found to be even more difficult to forecast in the case of new tollroads, espe-
cially those which are not an addition to an existing toll facility system, be-
cause there is no existing traffic to use as an actuarial basis.

(e) Exchange rate and other financial risks

19. Exchange rate risk relates to the possibility that changes in foreign ex-
change rates alter the exchange value of cash flows from the project. Prices
and user fees charged to local users or customers will most likely be paid for
in local currency, while the loan facilities and sometimes also equipment or
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fuel costs may be denominated in foreign currency. This risk may be consid-
erable, since exchange rates are particularly unstable in many developing coun-
tries or countries whose economies are in transition. In addition to exchange
rate fluctuations, the project company may face the risk that foreign exchange
control or lowering reserves of foreign exchange may limit the availability in
the local market of foreign currency needed by the project company to service
its debt or repay the original investment.

20. Another risk faced by the project company concerns the possibility that
interest rates may rise, forcing the project to bear additional financing costs.
This risk may be significant in infrastructure projects given the usually large
sums borrowed and the long duration of projects, with some loans extending
over a period of several years. Loans are often given at a fixed rate of interest
(for example, fixed-rate bonds) to reduce the interest rate risk. In addition, the
finance package may include hedging facilities against interest rate risks, for
example, by way of interest rate swaps or interest rate caps.

2. Contractual arrangements for risk allocation and mitigation

21. It follows from the above that the parties need to take into account a wide
range of factors to allocate project risks effectively. For this reason, it is
generally not advisable to have in place statutory provisions that limit unnec-
essarily the negotiators’ ability to achieve a balanced allocation of project
risks, as appropriate to the needs of individual projects. Nevertheless, it may
be useful for the Government to provide some general guidance to officials
acting on behalf of domestic contracting authorities, for instance, by formulat-
ing advisory principles on risk allocation.

22. Practical guidance provided to contracting authorities in a number of
countries often refers to general principles for the allocation of project risks.
One such principle is that specific risks should normally be allocated to the
party best able to assess, control and manage the risk. Additional guiding
principles envisage the allocation of project risks to the party with the best
access to hedging instruments (that is, investment schemes to offset losses in
one transaction by realizing a simultaneous gain on another) or the greatest
ability to diversify the risks or to mitigate them at the lowest cost. In practice,
however, risk allocation is often a factor of both policy considerations (for
example, the public interest in the project or the overall exposure of the con-
tracting authority under various projects) and the negotiating strength of the
parties. Furthermore, in allocating project risks it is important to consider the
financial strength of the parties to which a specific risk is allocated and their
ability to bear the consequences of the risk, should it occur.

23. It is usually for the project company and its contractors to assume ordinary
risks related to the development and operation of the infrastructure. For in-
stance, completion, cost overrun and other risks typical of the construction
phase are usually allocated to the construction contractor or contractors
through a turnkey construction contract, whereby the contractor assumes full
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responsibility for the design and construction of the facility at a fixed price,
within a specified completion date and according to particular performance
specifications (see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, para. 70). The construction
contractor is typically liable to pay liquidated damages or penalties for any late
completion. In addition, the contractor is also usually required to provide a
guarantee of performance, such as a bank guarantee or a surety bond. Separate
equipment suppliers are also usually required to provide guarantees in respect
of the performance of their equipment. Guarantees of performance provided by
contractors and equipment suppliers are often complemented by similar guar-
antees provided by the concessionaire to the benefit of the contracting author-
ity. Similarly, the project company typically mitigates its exposure to operation
risks by entering into an operation and maintenance contract in which the
operating company undertakes to achieve the required output and assumes the
liability for the consequences of operational failures. In most cases, arrange-
ments of this type will be an essential requirement for a successful project. The
lenders, for their part, will seek protection against the consequences of those
risks, by requiring the assignment of the proceeds of any bonds issued to
guarantee the contractor’s performance, for instance. Loan agreements typi-
cally require that the proceeds from contract bonds be deposited in an account
pledged to the lenders (that is, an “escrow account“), as a safeguard against
misappropriation by the project company or against seizure by third parties (for
example, other creditors). Nevertheless, the funds paid under the bonds are
regularly released to the project company as needed to cover repair costs or
operating and other expenses.

24. The contracting authority, on the other hand, will be expected to assume
those risks which relate to events attributable to its own actions, such as inad-
equacy of technical specifications provided during the selection process or
delay caused by failure to provide agreed supplies on time. The contracting
authority may also be expected to bear the consequences of disruptions caused
by acts of Government, for instance by agreeing to compensate the project
company for loss of revenue due to price control measures (see chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, para. 124). While some political risks may be mitigated by
procuring insurance, such insurance, if at all available for projects in the coun-
try concerned, may not be obtainable at an acceptable cost. Thus, prospective
investors and lenders may turn to the Government, for instance, to obtain
assurances against expropriation or nationalization and guarantees that proper
compensation will be payable in the event of such action (see para. 50). De-
pending on their assessment of the level of risk faced in the host country,
prospective investors and lenders may not be ready to pursue a project in the
absence of those assurances or guarantees.

25. Most of the project risks referred to in the preceding paragraphs can, to
a greater or lesser extent, be regarded as falling within the control of one party
or the other. However, a wide variety of project risks result from events outside
the control of the parties or are attributable to the acts of third parties and other
principles of risk allocation may thus need to be considered.
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26. For example, the project company could expect that the interest rate risk,
together with the inflation risk, would be passed on to the end-users or custom-
ers of the facility through price increases, although this may not always be
possible because of market-related circumstances or price control measures.
The price structure negotiated between the project company and the contract-
ing authority will determine the extent to which the project company will avoid
those risks or whether it will be expected to absorb some of them (see chap.
IV, “Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 36-46).

27. Another category of risk that may be allocated under varying schemes
concerns extraneous events such as war, civil disturbance, natural disasters or
other events wholly outside the control of the parties. In traditional infrastruc-
ture projects carried out by the public sector, the public entity concerned
usually bears the risk, for example, of destruction of the facility by natural
disasters or similar events, to the extent that those risks may not be insurable.
In privately financed infrastructure projects the Government may prefer this
type of risk to be borne by the project company. However, depending on their
assessment of the particular risks faced in the host country, the private sector
may not be ready to bear those risks. Therefore, in practice there is not a single
solution to cover this entire category of risk and special arrangements are often
made to deal with each of them. For example, the parties may agree that the
occurrence of some of those events may exempt the affected party from the
consequences of failure to perform under the project agreement and there will
be contractual arrangements providing solutions for some of their adverse
consequences, such as contract extensions to compensate for delay resulting
from events or even some form of direct payment under special circumstances
(see chap. IV, “Construction and operation of infrastructure: legislative frame-
work and project agreement”, paras. 131-139). Those arrangements will be
supplemented by commercial insurance purchased by the project company,
where available at an acceptable cost (see chap. IV, “Construction and opera-
tion of infrastructure: legislative framework and project agreement”, paras. 119
and 120).

28. Special arrangements may also need to be negotiated for the allocation of
commercial risks. Projects such as mobile telecommunication projects usually
have a relatively high direct cost recovery potential and in most cases the
project company is expected to carry out the project without sharing those risks
with the contracting authority and without recourse to support from the Gov-
ernment. In other infrastructure projects, such as power-generation projects, the
project company may revert to contractual arrangements with the contracting
authority or other public authority in order to reduce its exposure to commer-
cial risks, for example, by negotiating long-term off-take agreements that guar-
antee a market for the product at an agreed price. Payments may take the form
of actual consumption or availability charges or combine elements of both; the
applicable rates are usually subject to escalation or indexation clauses in order
to protect the real value of revenues from the increased costs of operating an
ageing facility (see also chap. IV, “Construction and operation of infrastruc-
ture: legislative framework and project agreement”, paras. 50 and 51). Lastly,
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there are relatively capital-intensive projects with more slowly developing cost
recovery potential, such as water supply and some tollroad projects, which the
private sector may be reluctant to carry out without some form of risk-sharing
with the contracting authority, for example, through fixed revenue assurances
or agreed capacity payments regardless of actual usage (see also chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 48 and 49).

29. The risk allocation eventually agreed to by the contracting authority and
the project company will be reflected in their mutual rights and obligations, as
set forth in the project agreement. The possible legislative implications of
certain provisions commonly found in project agreements are discussed in
other chapters of the Guide (see chaps. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, and V, “Dura-
tion, extension and termination of the project agreement“). Various other
agreements will also be negotiated by the parties to mitigate or reallocate the
risks they assume (for example, loan agreements; construction, equipment
supply, operation and maintenance contracts; direct agreement between the
contracting authority and the lenders; and off-take and long-term supply agree-
ments, where applicable).

C. Government support

30. The discussion in the preceding section shows that the parties may use
various contractual arrangements to allocate and mitigate project risks. Never-
theless, those arrangements may not always be sufficient to ensure the level of
comfort required by private investors to participate in privately financed infra-
structure projects. It may also be found that certain additional government
support is needed to enhance the attractiveness of private investment in infra-
structure projects in the host country.

31. Government support may take various forms. Generally, any measure
taken by the Government to enhance the investment climate for infrastructure
projects may be regarded as governmental support. From that perspective, the
existence of legislation enabling the Government to award privately financed
infrastructure projects or the establishment of clear lines of authority for the
negotiation and follow-up of infrastructure projects (see chap. I, “General leg-
islative and institutional framework”, paras. 23-29) may represent important
measures to support the execution of infrastructure projects. As used in the
Guide, however, the expression “government support” has a narrower conno-
tation and refers in particular to special measures, in most cases of a financial
or economic nature, that may be taken by the Government to enhance the
conditions for the execution of a given project or to assist the project company
in meeting some of the project risks, above and beyond the ordinary scope of
the contractual arrangements agreed to between the contracting authority and
the project company to allocate project risks. Government support measures,
where available, are typically an integral part of governmental programmes to
attract private investment for infrastructure projects.
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1. Policy considerations relating to government support

32. In practice, a decision to support the implementation of a project is based
on an assessment by the Government of the economic or social value of the
project and whether that justifies additional governmental support. The Gov-
ernment may estimate that the private sector alone may not be able to finance
certain projects at an acceptable cost. The Government may also consider that
particular projects may not materialize without certain support measures that
mitigate some of the project risks. Indeed, the readiness of private investors
and lenders to carry out large projects in a given country is not only based on
their assessment of specific project risks, but is also influenced by their com-
fort with the investment climate in the host country, in particular in the infra-
structure sector. Factors to which private investors may attach special impor-
tance include the host country’s economic system and the degree of development
of market structures and the degree to which the country has already succeeded
with privately financed infrastructure projects over a period of years.

33. For the above reasons, a number of countries have adopted a flexible
approach for dealing with the issue of governmental support. In some coun-
tries, this has been done by legislative provisions that tailor the level and type
of support to the specific needs of individual infrastructure sectors. In other
countries, this has been achieved by providing the host Government with suf-
ficient legislative authority to extend certain types of assurance or guarantee
while preserving its discretion not to make them available in all cases. How-
ever, the host Government will be interested in ensuring that the level and type
of support provided to the project does not result in the assumption of open-
ended liabilities. Indeed, over-commitment of public authorities through guar-
antees given to a specific project may prevent them from extending guarantees
in other projects of perhaps even greater public interest.

34. The efficiency of governmental support programmes for private invest-
ment in infrastructure may be enhanced by the introduction of appropriate
techniques for budgeting for governmental support measures or for assessing
the total cost of other forms of governmental support. For example, loan guar-
antees provided by public authorities usually have a cost lower than the cost of
loan guarantees provided by commercial lenders. The difference (less the value
of fees and interests payable by the project company) represents a cost for the
Government and a subsidy for the project company. However, loan guarantees
are often not recorded as expenses until such time as a claim is made. Thus,
the actual amount of the subsidy granted by the Government is not recorded,
which may create the incorrect impression that loan guarantees entail a lesser
liability than direct subsidy payments. Similarly, the financial and economic
cost of tax exemptions granted by the Government may not be apparent, which
makes them less transparent than other forms of direct governmental support.
For these reasons, countries that are contemplating establishing support pro-
grammes for privately financed infrastructure projects may need to devise
special methods for estimating the budgetary cost of support measures such as
tax exemptions, loans and loan guarantees provided by public authorities that
take into account the expected present value of future costs or loss of revenue.
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2. Forms of government support

35. The availability of direct governmental support, be it in the form of finan-
cial guarantees, public loans or revenue assurances, may be an important element
in the financial structuring of the project. The following paragraphs briefly de-
scribe forms of governmental support that are sometimes authorized under do-
mestic laws and discuss possible legislative implications they may have for the
host country, without advocating the use of any of them in particular.

36. Generally, besides the administrative and budgetary measures that may be
needed to ensure the fulfilment of governmental commitments throughout the
duration of the project, it is advisable for the legislature to consider the pos-
sible need for an explicit legislative authorization to provide certain forms of
support. Where government support is found advisable, it is important for the
legislature to bear in mind the host country’s obligations under international
agreements on regional economic integration or trade liberalization, which may
limit the ability of public authorities of the contracting States to provide sup-
port, financial or otherwise, to companies operating in their territories. Further-
more, where a Government is contemplating support for the execution of an
infrastructure project, that circumstance should be made clear to all prospective
bidders at an appropriate time during the selection proceedings (see chap. III,
“Selection of the concessionaire”, para. 67).

(a) Public loans and loan guarantees

37. In some cases, the law authorizes the Government to extend interest-free
or low-interest loans to the project company to lower the project’s financing
cost. Depending on the accounting rules to be followed, some interest-free
loans provided by public agencies can be recorded as revenue in the project
company’s accounts, with loan payments being treated as deductible costs for
tax and accounting purposes. Moreover, subordinate loans provided by the
Government may enhance the financial terms of the project by supplementing
senior loans provided by commercial banks without competing with senior
loans for repayment. Governmental loans may be generally available to all
project companies in a given sector or they may be limited to providing tem-
porary assistance to the project company in the event that certain project risks
materialize. The total amount of any such loan may be further limited to a
fixed sum or to a percentage of the total project cost.

38. In addition to public loans, some national laws authorize the contracting
authority or other agency of the host Government to provide loan guarantees
for the repayment of loans taken by the project company. Loan guarantees
are intended to protect the lenders (and, in some cases, investors providing
funds to the project as well) against default by the project company. Loan
guarantees do not entail an immediate disbursement of public funds and they
may appear more attractive to the Government than direct loans. However,
loan guarantees may represent a substantial contingent liability and the
Government’s exposure may be significant, especially in the event of total
failure by the project company. Indeed, the Government would in most cases



48 UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects

find little comfort in a possible subrogation in the rights of the lenders
against an insolvent project company.

39. Thus, in addition to introducing general measures to enhance the effi-
ciency of governmental support programmes (see para. 34), it may be advis-
able to consider concrete provisions to limit the Government’s exposure under
loan guarantees. Rules governing the provision of loan guarantees may provide
a maximum ceiling, which could be expressed as a fixed sum or, if more
flexibility is needed, a certain percentage of the total investment in any given
project. Another measure to circumscribe the contingent liabilities of the guar-
anteeing agency may be to define the circumstances under which such guar-
antees may be extended, taking into account the types of project risk the
Government may be ready to share. For instance, if the Government considers
sharing only the risks of temporary disruption caused by events outside the
control of the parties, the guarantees could be limited to the event that the
project company is rendered temporarily unable to service its loans owing to
the occurrence of specially designated unforeseeable events outside the project
company’s control. If the Government wishes to extend a greater degree of
protection to the lenders, the guarantees may cover the project company’s
permanent failure to repay its loans for the same reasons. In such a case,
however, it is advisable not to remove the incentives for the lenders to arrange
for the continuation of the project, for instance by identifying another suitable
concessionaire or by stepping in through an agent appointed to remedy the
project company’s default (see chap. IV, “Construction and operation of infra-
structure: legislative framework and project agreement”, paras. 147-150). The
call on the governmental guarantees could thus be conditional upon the prior
exhaustion of other remedies available to the lenders under the project agree-
ment, the loan agreements or their direct agreements with the contracting
authority, if any. In any event, full loan guarantees by the Government amount-
ing to a total protection of the lenders against the risk of default by the project
company are not a common feature of infrastructure projects carried out under
the project finance modality.

(b) Equity participation

40. Another form of additional support by the Government may consist of
direct or indirect equity participation in the project company. Equity participa-
tion by the Government may help achieve a more favourable ratio between
equity and debt by supplementing the equity provided by the project sponsors,
in particular where other sources of equity capital, such as investment funds,
cannot be tapped by the project company. Equity investment by the Govern-
ment may also be useful to satisfy legal requirements of the host country
concerning the composition of locally established companies. The company
laws of some jurisdictions, or special legislation on infrastructure projects,
require a certain amount of participation of local investors in locally established
companies. However, it may not always be possible to secure the required
level of local participation on acceptable terms. Local investors may lack the
interest or financial resources to invest in large infrastructure projects; they
may also be averse to or lack experience in dealing with specific project risks.
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41. Governmental participation may involve certain risks that the Government
may wish to consider. In particular, there is a risk that such participation may
be understood as an implied guarantee by the Government, so that the parties,
or even third parties, may expect the Government to back the project fully or
eventually even take it over at its own cost if the project company fails. Where
such an implied guarantee is not intended, appropriate provisions should be
made to clarify the limits of governmental involvement in the project.

(c) Subsidies

42. Tariff subsidies are used in some countries to supplement the project
company’s revenue when the actual income of the project falls below a certain
minimum level. The provision of the services in some areas where the project
company is required to operate may not be a profitable undertaking, because
of low demand or high operational costs or because the project company is
required to provide the service to a certain segment of the population at low
cost. Thus, the law in some countries authorizes the Government to undertake
to extend subsidies to the project company in order to make it possible to
provide the services at a lower price.

43. Subsidies usually take the form of direct payments to the project company,
either lump-sum payments or payments calculated specifically to supplement
the project company’s revenue. In the latter case, the Government should
ensure that it has in place adequate mechanisms for verifying the accuracy of
subsidy payments made to the project company, by means, for example, of
audit and financial disclosure provisions in the project agreement. An alterna-
tive to direct subsidies may be to allow the project company to cross-subsidize
less profitable activities with revenue earned in more profitable ones. This may
be done by combining in the same concession both profitable and less profit-
able activities or areas of operation, or by granting to the project company the
commercial exploitation of a separate and more profitable ancillary activity
(see paras. 48-60).

44. However, it is important for the legislature to consider practical implica-
tions and possible legal obstacles to the provision of subsidies to the project
company. For example, subsidies are found to distort free competition and the
competition laws of many countries prohibit the provision of subsidies or other
forms of direct financial aid that are not expressly authorized by legislation.
Subsidies may also be inconsistent with the host country’s international obli-
gations under international agreements on regional economic integration or
trade liberalization.

(d) Sovereign guarantees

45. In connection with privately financed infrastructure projects, the term
“sovereign guarantees” is sometimes used to refer to any of two types of
guarantee provided by the host Government. The first type includes guarantees
issued by the host Government to cover the breach of obligations assumed by
the contracting authority under the project agreement. A second category in-
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cludes guarantees that the project company will not be prevented by the Gov-
ernment from exercising certain rights that are granted to it under the project
agreement or that derive from the laws of the country, for example, the right
to repatriate profits at the end of the project. Whatever form such guarantees
may take, it is important for the Government and the legislature to consider the
Government’s ability to assess and manage efficiently its own exposure to
project risks and to determine the acceptable level of direct or contingent
liabilities it can assume.

(i) Guarantees of performance by the contracting authority

46. Performance guarantees may be used where the contracting authority is a
separate or autonomous legal entity that does not engage the responsibility of
the Government itself. Such guarantees may be issued in the name of the
Government or of a public financial institution of the host country. They may
also take the form of a guarantee issued by international financial institutions
that are backed by a counter-guarantee by the Government (see paras. 61-71).
Guarantees given by the Government may be useful instruments to protect the
project company from the consequences of default by the contracting authority
or other public authority assuming specific obligations under the project agree-
ment. The most common situations in which such guarantees are used include
the following:

(a) Off-take guarantees. Under these arrangements, the Government
guarantees payment of goods and services supplied by the project company to
public entities. Payment guarantees are often used in connection with payment
obligations under off-take agreements in the power-generation sector (see
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, para. 50). Such guarantees may be of particular impor-
tance where the main or sole customer of the project company is a government
monopoly. Additional comfort is provided to the project company and lenders
when the guarantee is subscribed by an international financial institution;

(b) Supply guarantees. Supply guarantees may also be provided to pro-
tect the project company from the consequences of default by public sector
entities providing goods and supplies required for the operation of the facil-
ity—fuel, electricity or water, for example—or to secure payment of
indemnities for which the contracting authority may become liable under the
supply agreement;

(c) General guarantees. These are guarantees intended to protect the
project company against any form of default by the contracting authority,
rather than default on specifically designated obligations. Although general
performance guarantees may not be very frequent, there are cases in which the
project company and the lenders may regard them as a condition necessary for
executing the project. This may be the case, for example, where the obligations
undertaken by the contracting authority are not commensurate with its credit-
worthiness, as may happen in connection with large concessions granted by
municipalities or other autonomous entities. Guarantees by the Government
may be useful to ensure specific performance, for example, when the host
Government undertakes to substitute for the contracting entity in the perform-
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ance of certain acts (for example, delivery of an appropriate site for disposal
of by-products).

47. Generally, it is important not to overestimate the adequacy of sovereign
guarantees alone to protect the project company against the consequences of
default by the contracting authority. Except when their purpose is to ensure
specific performance, sovereign guarantees usually have a compensatory func-
tion. Thus, they may not substitute for appropriate contractual remedies in the
event of default by the contracting authority (see chap. IV, “Construction and
operation of infrastructure: legislative framework and project agreement”,
paras. 140-150). Different types of contractual remedies, or combinations
thereof, may be used to deal with various events of default, for example,
liquidated damages in the event of default and price increases or contract
extensions in the event of additional delay in project execution caused by acts
of the contracting authority. Furthermore, in order to limit the Government’s
exposure and to reduce the risk of calls on the guarantee, it is advisable to
consider measures to encourage the contracting authority to live up to its
obligations under the project agreement or to make efforts to control the causes
of default. Such measures may include express subrogation rights of the guar-
antor against the contracting authority or internal control mechanisms to ensure
the accountability of the contracting authority or its agents in the event, for
instance, of wanton or reckless breach of its obligations under the project
agreement resulting in a call on the sovereign guarantee.

(ii) Guarantees against adverse acts of Government

48. Unlike performance guarantees, which protect the project company
against the consequences of default by the contracting authority, the guarantees
considered here relate to acts of other authorities of the host country that are
detrimental to the rights of the project company or otherwise substantially
affect the implementation of the project agreement. Such guarantees are often
referred to as “political risk guarantees”.

49. One type of guarantee contemplated in national laws consists of foreign
exchange guarantees, which usually fulfil three functions: to guarantee the
convertibility of the local earnings into foreign currency, to guarantee the
availability of the required foreign currency and to guarantee the transferability
abroad of the converted sums. Foreign exchange guarantees are common in
privately financed infrastructure projects involving a substantial amount of
debt denominated in currencies other than the local currency, in particular in
those countries which do not have freely convertible currencies. Some laws
also provide that such a guarantee may be backed by a bank guarantee issued
in favour of the project company. A foreign exchange guarantee is not nor-
mally intended to protect the project company and the lenders against the risks
of exchange rate fluctuation or market-induced devaluation, which are consid-
ered to be ordinary commercial risks. However, in practice, Governments have
sometimes agreed to assist the project company in cases where the project
company is unable to repay its debts in foreign currency owing to extreme
devaluation of the local currency.
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50. Another important type of guarantee may be to assure the company and
its shareholders that they will not be expropriated without adequate compen-
sation. Such a guarantee would typically extend both to confiscation of prop-
erty owned by the project company in the host country and to the nationaliza-
tion of the project company itself, that is, confiscation of shares of the project
company’s capital. This type of guarantee is usually provided for in laws
dealing with direct foreign investment and in bilateral investment protection
treaties (see chap. VII, “Other relevant areas of law”, paras. 4-6).

(e) Tax and customs benefits

51. Another method for the host Government to support the execution of
privately financed projects could be to grant some form of tax and customs
exemption, reduction or benefit. Domestic legislation on foreign direct invest-
ment often provides special tax regimes to encourage foreign investment and
in some countries it has been found useful expressly to extend such a taxation
regime to foreign companies participating in privately financed infrastructure
projects (see also chap. VII, “Other relevant areas of law”, paras. 34-39).

52. Typical tax exemptions or benefits include exemption from income or
profit tax or from property tax on the facility, or exemptions from income tax
on interest due on loans and other financial obligations assumed by the project
company. Some laws provide that all transactions related to a privately fi-
nanced infrastructure project will be exempted from stamp duties or similar
charges. In some cases, the law establishes some preferential tax treatment or
provides that the project company will benefit from the same favourable tax
treatment generally given to foreign investments. Sometimes the tax benefit
takes the form of a more favourable income tax rate, combined with a decreas-
ing level of exemption during the initial years of the project. Such exemptions
and benefits are sometimes extended to the contractors engaged by the project
company, in particular foreign contractors.

53. Further taxation measures sometimes used to promote privately financed
infrastructure projects are exemptions from withholding tax to foreign lenders
providing loans to the project. Under many legal systems, any interest, com-
mission or fee in connection with a loan or indebtedness that is borne directly
or indirectly by locally established companies or is deductible against income
earned locally is deemed to be local income for taxation purposes. Therefore,
both local and foreign lenders to infrastructure projects may be liable to the
payment of income tax in the host country, which the project company may be
required to withhold from payments to foreign lenders, as non-residents of the
host country. Income tax due by the lenders in the host country is typically
taken into account in the negotiations between the project company and the
lenders and may result in a higher financial cost for the project. In some
countries, the competent organs are authorized to grant exemptions from with-
holding tax in connection with payments to non-residents that are found to be
made for a purpose that promotes or enhances the economic or technological
development of the host country or are otherwise deemed to be related to a
purpose of public relevance.
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54. Besides tax benefits or exemptions, national laws sometimes facilitate the
import of equipment for the use of the project company by means of exemption
from customs duties. Such exemption typically applies to the payment of
import duties on equipment, machinery, accessories, raw materials and mat-
erials imported into the country for purposes of conducting preliminary studies,
designing, constructing and operating infrastructure projects. In the event that
the project company wishes to transfer or sell the imported equipment on the
domestic market, the approval of the contracting authority usually needs to be
obtained and the relevant import duties, turnover tax or other taxes need to be
paid in accordance with the laws of the country. Sometimes the law authorizes
the Government either to grant an exemption from customs duty or to guaran-
tee that the level of duty will not be raised to the detriment of the project.

(f) Protection from competition

55. An additional form of governmental support may consist of assurances
that no competing infrastructure project will be developed for a certain period
or that no agency of the Government will compete with the project company,
directly or through another concessionaire. Assurances of this sort serve as a
guarantee that the exclusivity rights that may be granted to the concessionaire
(see chap. I, “General legislative and institutional framework”, paras. 20-22)
will not be nullified during the life of the project. Protection from competition
may be regarded by the project company and the lenders as an essential con-
dition for participating in the development of infrastructure in the host country.
Some national laws contain provisions whereby the Government undertakes
not to facilitate or support the execution of a parallel project that might gen-
erate competition to the project company. In some cases, the law contains an
undertaking by the Government that it will not alter the terms of such exclusivity
to the detriment of the project company without the project company’s consent.

56. Provisions of this type may be intended to foster the confidence of the
project sponsors and the lenders that the basic assumptions under which the
project was awarded will be respected. However, they may be inconsistent with
the host country’s international obligations under agreements on regional eco-
nomic integration and trade liberalization. Furthermore, they may limit the
ability of the Government to deal with an increase in the demand for the
service concerned as the public interest may require or to ensure the availabil-
ity of the services to various categories of user. It is therefore important to
consider carefully the interests of the various parties involved. For instance, the
required price level to allow profitable exploitation of a tollroad may exceed
the paying capacity of low-income segments of the public. Thus, the contract-
ing authority may have an interest in maintaining open to the public a toll-free
road as an alternative to a new tollroad. At the same time, however, if the
contracting authority decides to improve or upgrade the alternative road, the
traffic flow may be diverted from the tollroad built by the project company,
thus affecting its flow of income. Similarly, the Government may wish to
introduce free competition for the provision of long-distance telephone serv-
ices in order to expand the availability and reduce the cost of telecommunica-
tion services (for a brief overview of issues relating to competition, see “Intro-
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duction and background information on privately financed infrastructure
projects”, paras. 24-29). The consequence of such a measure, however, may be
a significant erosion of the income anticipated by the project company.

57. Generally, it may be useful to authorize the Government, where appropri-
ate, to give assurances that the project company’s exclusive rights will not be
unduly affected by subsequent changes in governmental policies without ap-
propriate compensation. However, it may not be advisable to adopt statutory
provisions that rule out the possibility of subsequent changes in the Govern-
ment’s policy for the sector concerned, including a decision to promote com-
petition or to build parallel infrastructure. The possible consequences of such
future changes for the project company should be dealt with by the parties in
contractual provisions dealing with changes in circumstances (see chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 121-130). It is particularly advisable to provide the
contracting authority with the necessary power to negotiate with the project
company the compensation that may be due for loss or damage that may result
from a competing infrastructure project subsequently launched by the contract-
ing authority or from any equivalent measure of the Government that adversely
affects the project company’s exclusive rights.

(g) Ancillary revenue sources

58. One additional form of support to the execution of privately financed
infrastructure projects may be to allow the project company to diversify its
investment through additional concessions for the provision of ancillary serv-
ices or the exploitation of other activities. In some cases, alternative sources of
revenue may also be used as a subsidy to the project company for the purpose
of pursuing a policy of low or controlled prices for the main service. Provided
that the ancillary activities are sufficiently profitable, they may enhance the
financial feasibility of a project: the right to collect tolls on an existing bridge,
for example, may be an incentive for the execution of a new toll-bridge project.
However, the relative importance of ancillary revenue sources should not be
overemphasized.

59. In order to allow the project company to pursue ancillary activities, it may
be necessary for the Government to receive legislative authorization to grant
the project company the right to use property belonging to the contracting
authority for the purposes of such activities (for example, land adjacent to a
highway for construction of service areas) or the right to charge fees for the
use of a facility built by the contracting authority. Where it is felt necessary
to control the development and possibly the expansion of such ancillary activi-
ties, the approval of the contracting authority might be required in order for the
project company to undertake significant expansion of facilities used for ancil-
lary activities.

60. Under some legal systems, certain types of ancillary source of revenue
offered by the Government may be regarded as a concession separate from the
main concession and it is therefore advisable to review possible limitations to
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the project company’s freedom to enter into contracts for the operation of
ancillary facilities (see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, paras. 100 and 101).

D. Guarantees provided by international
financial institutions

61. Besides guarantees given directly by the host Government, there may be
guarantees issued by international financial institutions, such as the World
Bank, the Multilateral Investment Guarantee Agency and the regional develop-
ment banks. Such guarantees usually protect the project company against cer-
tain political risks, but under some circumstances they may also cover breach
of the project agreement, for instance, where the project company defaults on
its loans as a result of the breach of an obligation by the contracting authority.

1. Guarantees provided by multilateral lending institutions

62. In addition to lending to Governments and public authorities, multilateral
lending institutions, such as the World Bank and the regional development
banks, have developed programmes to extend loans to the private sector.
Sometimes they can also provide guarantees to commercial lenders for public
and private sector projects. In most cases, guarantees provided by those insti-
tutions require a counter-guarantee from the host Government.

63. Guarantees by multilateral lending institutions are designed to mitigate the
risks of default on sovereign contractual obligations or long-maturity loans that
private lenders are not prepared to bear and are not equipped to evaluate. For
instance, guarantees provided by the World Bank may typically cover specified
risks (the partial risk guarantee) or all credit risks during a specified part of the
financing term (the partial credit guarantee), as summarized below. Most re-
gional development banks provide guarantees under terms similar to those of
the World Bank.

(a) Partial risk guarantees

64. A partial risk guarantee covers specified risks arising from non-perform-
ance of sovereign contractual obligations or certain political force majeure
events. Such guarantees ensure payment in the case of debt service default
resulting from the non-performance of contractual obligations undertaken by
Governments or their agencies. They may cover various types of non-perform-
ance, such as failure to maintain the agreed regulatory framework, including
price formulas; failure to deliver inputs, such as fuel supplied to a private
power company; failure to pay for outputs, such as power purchased by a
government utility from a power company or bulk water purchased by a local
public distribution company; failure to compensate for project delays or inter-
ruptions caused by government actions or political events; procedural delays;
and adverse changes in exchange control laws or regulations.
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65. When multilateral lending institutions participate in financing a project,
they sometimes provide support in the form of a waiver of recourse that they
would otherwise have to the project company in the event that default is caused
by events such as political risks. For example, a multilateral lending institution
taking a completion guarantee from the project company may accept that it
cannot enforce that guarantee if the reason for failure to complete was a po-
litical risk reason.

(b) Partial credit guarantees

66. Partial credit guarantees are provided to private sector borrowers with a
government counter-guarantee. They are designed to cover the portion of fi-
nancing that falls due beyond the normal tenure of loans provided by private
lenders. These guarantees are generally used for projects involving private
sector participation that need long-term funds to be financially viable. A partial
credit guarantee typically extends maturities of loans and covers all events of
non-payment for a designated part of the debt service.

2. Guarantees provided by the Multilateral Investment
Guarantee Agency

67. The Multilateral Investment Guarantee Agency (MIGA) offers long-term
political risk insurance coverage to new investments originating in any member
country and destined for any developing member country other than the coun-
try from which the investment originates. New investment contributions asso-
ciated with the expansion, modernization or financial restructuring of existing
projects are also eligible, as are acquisitions that involve the privatization of
State enterprises. Eligible forms of foreign investment include equity, share-
holder loans and loan guarantees issued by equity holders, provided the loans
and loan guarantees have terms of at least three years. Loans to unrelated
borrowers can also be insured, as long as a shareholder investment in the
project is concurrently insured. Other eligible forms of investment are techni-
cal assistance, management contracts and franchising and licensing agree-
ments, provided they have terms of at least three years and the remuneration
of the investor is tied to the operating results of the project. MIGA insures
against the following risks: foreign currency transfer restrictions, expropria-
tion, breach of contract, war and civil disturbance.

(a) Transfer restrictions

68. The purpose of guarantees of foreign currency transfer extended by MIGA
is similar to that of sovereign foreign exchange guarantees that may be pro-
vided by the host Government (see para. 49). This guarantee protects against
losses arising from an investor’s inability to convert local currency (capital,
interest, principal, profits, royalties and other remittances) into foreign ex-
change for transfer outside the host country. The coverage insures against
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excessive delays in acquiring foreign exchange caused by action or failure to
act by the host Government, by adverse changes in exchange control laws or
regulations and by deterioration in conditions governing the conversion and
transfer of local currency. Currency devaluation is not covered. On receipt of
the blocked local currency from an investor, MIGA pays compensation in the
currency of its contract of guarantee.

(b) Expropriation

69. This guarantee protects against loss of the insured investment as a result
of acts by the host Government that may reduce or eliminate ownership of,
control over or rights to the insured investment. In addition to outright nation-
alization and confiscation, “creeping” expropriation—a series of acts that, over
time, have an expropriatory effect—is also covered. Coverage is provided on
a limited basis for partial expropriation (for example, confiscation of funds or
tangible assets). Bona fide, non-discriminatory measures taken by the host
Government in the exercise of legitimate regulatory authority are not covered.
For total expropriation of equity investments, MIGA pays the net book value
of the insured investment. For expropriation of funds, MIGA pays the insured
portion of the blocked funds. For loans and loan guarantees, the Agency in-
sures the outstanding principal and any accrued and unpaid interest. Compensa-
tion is paid upon assignment of the investor’s interest in the expropriated invest-
ment (for example, equity shares or interest in a loan agreement) to MIGA.

(c) Breach of contract

70. This guarantee protects against losses arising from the host Government’s
breach or repudiation of a contract with the investor. In the event of an alleged
breach or repudiation, the investor must be able to invoke a dispute resolution
mechanism (for example, arbitration) under the underlying contract and obtain
an award for damages. If, after a specified period of time, the investor has not
received payment or if the dispute resolution mechanism fails to function be-
cause of actions taken by the host Government, MIGA will pay compensation.

(d) War and civil disturbance

71. This guarantee protects against loss from damage to, or the destruction or
disappearance of, tangible assets caused by politically motivated acts of war or
civil disturbance in the host country, including revolution, insurrection, coup
d’état, sabotage and terrorism. For equity investments, MIGA will pay the
investor’s share of the least of the book value of the assets, their replacement
cost or the cost of repair of damaged assets. For loans and loan guarantees,
MIGA will pay the insured portion of the principal and interest payments in
default as a direct result of damage to the assets of the project caused by war
and civil disturbance. War and civil disturbance coverage also extends to
events that, for a period of one year, result in an interruption of project opera-
tions essential to overall financial viability. This type of business interruption
is effective when the investment is considered a total loss; at that point, MIGA
will pay the book value of the total insured equity investment.
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E. Guarantees provided by export credit agencies and
investment promotion agencies

72. Insurance against certain political, commercial and financial risks, as well
as direct lending, may be obtained from export credit agencies and investment
promotion agencies. Export credit agencies and investment promotion agencies
have typically been established in a number of countries to assist in the export
of goods or services originating from that country. Export credit agencies act
on behalf of the Governments of the countries supplying goods and services
for the project. Most export credit agencies are members of the International
Union of Credit and Investment Insurers (Berne Union), whose main objectives
include promoting international cooperation and fostering a favourable invest-
ment climate; developing and maintaining sound principles of export credit
insurance; and establishing and sustaining discipline in the terms of credit for
international trade.

73. While the support available differs from country to country, export credit
agencies typically offer two lines of coverage:

(a) Export credit insurance. In the context of the financing of privately
financed infrastructure projects, the essential purpose of export credit insur-
ance is to guarantee payment to the seller whenever a foreign buyer of ex-
ported goods or services is allowed to defer payment. Export credit insurance
may take the form of “supplier credit” or “buyer credit” insurance arrange-
ments. Under the supplier credit arrangements the exporter and the importer
agree on commercial terms that call for deferred payment evidenced by nego-
tiable instruments (for example, bills of exchange or promissory notes) issued
by the buyer. Subject to proof of creditworthiness, the exporter obtains insur-
ance from an export credit agency in its home country. Under the buyer credit
modality, the buyer’s payment obligation is financed by the exporter’s bank,
which in turn obtains insurance coverage from an export credit agency. Export
credits are generally classified as short-term (repayment terms of usually under
two years), medium-term (usually two to five years) and long-term (over five
years). Official support by export credit agencies may take the form of “pure
cover”, by which is meant insurance or guarantees given to exporters or lend-
ing institutions without financing support. Official support may also be given
in the form of “financing support”, which is defined as including direct credits
to the overseas buyer, refinancing and all forms of interest rate support;

(b) Investment insurance. Export credit agencies may offer insurance
coverage either directly to a borrower or to the exporter for certain political
and commercial risks. Typical political and commercial risks include war,
insurrection or revolution; expropriation, nationalization or requisition of as-
sets; non-conversion of currency; and lack of availability of foreign exchange.
Investment insurance provided by export credit agencies typically protects the
investors in a project company established abroad against the insured risks, but
not the project company itself. Investment insurance cover tends to be ex-
tended to a wide range of political risks. Export credit agencies prepared to
cover such risks will typically require sufficient information on the legal sys-
tem of the host country.
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74. The conditions under which export credit agencies of member countries of
the Organisation for Economic Cooperation and Development (OECD) offer
support to both supplier and buyer credit transactions have to be in accordance
with the OECD Arrangement on Guidelines for Officially Supported Export
Credits (also referred to as the “OECD consensus“). The main purpose of the
arrangement is to provide a suitable institutional framework to prevent unfair
competition by means of official support for export credits. In order to avoid
market-distorting subsidies, the Arrangement regulates the conditions of terms
of insurances, guarantees or direct lending supported by Governments.



61

III. Selection of the concessionaire

A. General remarks

1. The present chapter deals with methods and procedures recommended for
use in the award of privately financed infrastructure projects. In line with the
advice of international organizations, such as UNIDO1 and the World Bank,2

the Guide expresses a preference for the use of competitive selection proce-
dures, while recognizing that sometimes concessions may be awarded without
competitive procedures according to the legal tradition of the country con-
cerned (see also paras. 85-88).

2. The selection procedures recommended in this chapter present some of the
features of the principal method for the procurement of services under the
UNCITRAL Model Law on Procurement of Goods, Construction and Services
(the “UNCITRAL Model Procurement Law”).3 A number of adaptations have
been introduced to take into account the particular needs of privately financed
infrastructure projects, such as a clearly defined pre-selection phase. Where
appropriate, this chapter refers the reader to provisions of the UNCITRAL
Model Procurement Law, which may, mutatis mutandis, supplement the selec-
tion procedure described herein.

1. Selection procedures covered by the Guide

3. Private investment in infrastructure may take various forms, each requir-
ing special methods for selecting the concessionaire. For the purpose of dis-
cussing possible selection methods for the infrastructure projects dealt with in
the Guide, a distinction may be made between three main forms of private
investment in infrastructure:

(a) Purchase of public utility enterprises. Private capital may be invested
in public infrastructure through the purchase of physical assets or the shares of
public utility enterprises. Such transactions are often carried out in accordance
with rules governing the award of contracts for the disposition of state property.
In many countries, the sale of shares of public utility enterprises requires prior
legislative authorization. Disposition methods often include offering of shares on
stock markets or competitive proceedings such as auctions or invitations to bid
whereby the property is awarded to the qualified party offering the highest price;

1UNIDO BOT Guidelines, p. 96.
2International Bank for Reconstruction and Development, Procurement under IBRD and IDA

Loans, Washington, D.C., 1996, para. 3.13 (a).
3The UNCITRAL Model Law on Procurement of Goods, Construction and Services and its

accompanying Guide to Enactment were adopted by the United Nations Commission on International
Trade Law at its twenty-seventh session, held in New York from 31 May to 17 June 1994.
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(b) Provision of public services without development of infrastructure. In
other types of project, the service providers own and operate all the equipment
necessary and sometimes compete with other suppliers for the provision of the
relevant service. Some national laws establish special procedures whereby the
State may authorize a private entity to supply public services by means of
exclusive or non-exclusive “licences”. Licences may be publicly offered to
interested parties who satisfy the qualification requirements set forth by the law
or established by the licensing authority. Sometimes licensing procedures in-
volve public auctions to interested qualified parties;

(c) Construction and operation of public infrastructure. In projects for
the construction and operation of public infrastructure, a private entity is en-
gaged to provide both works and services to the public. The procedures gov-
erning the award of those contracts are in some aspects similar to those which
govern public procurement of construction and services. National laws provide
a variety of methods for public procurement, ranging from structured competi-
tive methods, such as tendering proceedings, to less structured negotiations
with prospective suppliers.

4. This chapter deals primarily with selection procedures suitable for use in
relation to infrastructure projects that involve an obligation, on the part of the
selected private entity, to undertake physical construction, repair or expansion
works in the infrastructure concerned with a view to subsequent private opera-
tion (that is, those referred to in para. 3 (c)). It does not deal specifically with
other methods of selecting providers of public services through licensing or
similar procedures, or of merely disposing of State property through capital
increases or offerings of shares.

2. General objectives of selection procedures

5. For the award of contracts for infrastructure projects, the contracting au-
thority may either apply methods and procedures already provided in the laws
of the host country or establish procedures specifically designed for that pur-
pose. In either situation, it is important to ensure that such procedures are
generally conducive to attaining the fundamental objectives of rules governing
the award of public contracts. Those objectives are discussed briefly below.

(a) Economy and efficiency

6. In connection with infrastructure projects, “economy” refers to the selec-
tion of a concessionaire that is capable of performing works and delivering
services of the desired quality at the most advantageous price or that offers the
best commercial proposal. In most cases, economy is best achieved by means
of procedures that promote competition among bidders. Competition provides
them with incentives to offer their most advantageous terms and it can encour-
age them to adopt efficient or innovative technologies or production methods
in order to do so.
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7. It should be noted, however, that competition does not necessarily require
the participation of a large number of bidders in a given selection process. For
large projects, in particular, there may be reasons for the contracting authority
to wish to limit the number of bidders to a manageable number (see para. 20).
Provided that appropriate procedures are in place, the contracting authority can
take advantage of effective competition even where the competitive base is limited.

8. Economy can often be promoted through participation by foreign compa-
nies in selection proceedings. Not only can foreign participation expand the
competitive base, it can also lead to the acquisition by the contracting authority
and its country of technologies that are not available locally. Foreign partici-
pation in selection proceedings may be necessary where there exists no domes-
tic expertise of the type required by the contracting authority. A country wish-
ing to achieve the benefits of foreign participation should ensure that its
relevant laws and procedures are conducive to such participation.

9. “Efficiency” refers to selection of a concessionaire within a reasonable
amount of time, with minimal administrative burdens and at reasonable cost
both to the contracting authority and to participating bidders. In addition to the
losses that can accrue directly to the contracting authority from inefficient
selection procedures (owing, for example, to delayed selection or high admin-
istrative costs), excessively costly and burdensome procedures can lead to
increases in the overall project costs or even discourage competent companies
from participating in the selection proceedings altogether.

(b) Promotion of the integrity of and confidence
in the selection process

10. Another important objective of rules governing the selection of the con-
cessionaire is to promote the integrity of and confidence in the process. Thus,
an adequate selection system will usually contain provisions designed to en-
sure fair treatment of bidders, to reduce or discourage unintentional or inten-
tional abuses of the selection process by persons administering it or by com-
panies participating in it and to ensure that selection decisions are taken on a
proper basis.

11. Promoting the integrity of the selection process will help to promote
public confidence in the process and in the public sector in general. Bidders
will often refrain from spending the time and sometimes substantial sums of
money to participate in selection proceedings unless they are confident that
they will be treated fairly and that their proposals or offers have a reasonable
chance of being accepted. Those which do participate in selection proceedings
in which they do not have that confidence would probably increase the project
cost to cover the higher risks and costs of participation. Ensuring that selection
proceedings are run on a proper basis could reduce or eliminate that tendency
and result in more favourable terms to the contracting authority.

12. To guard against corruption by government officials, including employees
of the contracting authorities, the host country should have in place an effec-
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tive system of sanctions. These could include sanctions of a criminal nature
that would apply to unlawful acts of officials conducting the selection process
and of participating bidders. Conflicts of interest should also be avoided, for
instance by requiring that officials of the contracting authority, their spouses,
relatives and associates abstain from owning a debt or equity interest in a
company participating in a selection process or accepting to serve as a director
or employee of such a company. Furthermore, the law governing the selection
proceedings should obligate the contracting authority to reject offers or propos-
als submitted by a party who gives or agrees to give, directly or indirectly, to
any current or former officer or employee of the contracting authority or other
public authority a gratuity in any form, an offer of employment or any other
thing or service of value, as an inducement with respect to an act or decision
of or procedure followed by the contracting authority in connection with the
selection proceedings. These provisions may be supplemented by other meas-
ures, such as the requirement that all companies invited to participate in the
selection process undertake neither to seek to influence unduly the decisions
of the public officials involved in the selection process nor otherwise to distort
the competition by means of collusive or other illicit practices (that is, the
so-called “integrity agreement”). Also, in the procurement practices adopted by
some countries, bidders are required to guarantee that no official of the pro-
curing entity has been or shall be admitted by the bidder to any direct
or indirect benefit arising from the contract or the award thereof. Breach of
such a provision typically constitutes a breach of an essential term of the
contract.

13. The confidence of investors may be further fostered by adequate provi-
sions to protect the confidentiality of proprietary information submitted by
them during the selection proceedings. This should include sufficient assur-
ances that the contracting authority will treat proposals in such a manner as to
avoid the disclosure of their contents to competing bidders; that any discus-
sions or negotiations will be confidential; and that trade or other informa-
tion that bidders might include in their proposals will not be made known
to their competitors.

(c) Transparency of laws and procedures

14. Transparency of laws and procedures governing the selection of the con-
cessionaire will help to achieve a number of the policy objectives already
mentioned. Transparent laws are those in which the rules and procedures to be
followed by the contracting authority and by bidders are fully disclosed, are
not unduly complex and are presented in a systematic and understandable way.
Transparent procedures are those which enable the bidders to ascertain what
procedures have been followed by the contracting authority and the basis of
decisions taken by it.

15. One of the most important ways to promote transparency and accountabil-
ity is to include provisions requiring that the contracting authority maintain a
record of the selection proceedings (see paras. 120-126). A record summariz-
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ing key information concerning those proceedings facilitates the exercise of the
right of aggrieved bidders to seek review. That in turn will help to ensure that
the rules governing the selection proceedings are, to the extent possible,
self-policing and self-enforcing. Furthermore, adequate record requirements in
the law will facilitate the work of public authorities exercising an audit or
control function and promote the accountability of contracting authorities to
the public at large as regards the award of infrastructure projects.

16. An important corollary of the objectives of economy, efficiency, integrity
and transparency is the availability of administrative and judicial procedures
for the review of decisions made by the authorities involved in the selection
proceedings (see paras. 127-131).

3. Special features of selection procedures for privately financed
infrastructure projects

17. Generally, economy in the award of public contracts is best achieved
through methods that promote competition among a range of bidders within
structured, formal procedures. Competitive selection procedures, such as ten-
dering, are usually prescribed by national laws as the rule for normal circum-
stances in procurement of goods or construction.

18. The formal procedures and the objectivity and predictability that charac-
terize the competitive selection procedures generally provide optimal condi-
tions for competition, transparency and efficiency. Thus, the use of competitive
selection procedures in privately financed infrastructure projects has been rec-
ommended by UNIDO, which has formulated detailed practical guidance on
how to structure those procedures.1 The rules for procurement under loans
provided by the World Bank also advocate the use of competitive selection
procedures and provide that a concessionaire selected pursuant to bidding
procedures acceptable to the World Bank is generally free to adopt its own
procedures for the award of contracts required to implement the project. How-
ever, where the concessionaire was not itself selected pursuant to those com-
petitive procedures, the award of subcontracts has to be done pursuant to
competitive procedures acceptable to the World Bank.2

19. It should be noted, however, that no international legislative model has
thus far been specifically devised for competitive selection procedures in pri-
vately financed infrastructure projects. On the other hand, domestic laws on
competitive procedures for the procurement of goods, construction or services
may not be entirely suitable for privately financed infrastructure projects. In-
ternational experience in the award of privately financed infrastructure projects
has in fact revealed some limitations of traditional forms of competitive selec-
tion procedures, such as the tendering method. In view of the particular issues
raised by privately financed infrastructure projects, which are briefly discussed
below, it is advisable for the Government to consider adapting such procedures
for the selection of the concessionaire.
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(a) Range of bidders to be invited

20. The award of privately financed infrastructure projects typically involves
complex, time-consuming and expensive proceedings, and the sheer scale of
most infrastructure projects reduces the likelihood of obtaining proposals from
a large number of suitably qualified bidders. In fact, competent bidders may be
reluctant to participate in procurement proceedings for high-value projects if
the competitive field is too large and where they run the risk of having to
compete with unrealistic proposals or proposals submitted by unqualified bid-
ders. Open tendering without a pre-selection phase is therefore usually not
advisable for the award of infrastructure projects.

(b) Definition of project requirements

21. In traditional public procurement of construction works the procuring
authority usually assumes the position of a maître d’ouvrage or employer,
while the selected contractor carries out the function of the performer of the
works. The procurement procedures emphasize the inputs to be provided by
the contractor, that is, the contracting authority establishes clearly what is to
be built, how and by what means. It is therefore common for invitations to
tender for construction works to be accompanied by extensive and very de-
tailed technical specifications of the type of works and services being pro-
cured. In those cases, the contracting authority will be responsible for ensuring
that the specifications are adequate to the type of infrastructure to be built and
that such infrastructure will be capable of being operated efficiently.

22. However, for many privately financed infrastructure projects, the contract-
ing authority may envisage a different allocation of responsibilities between
the public and the private sector. In those cases, after having established a
particular infrastructure need, the contracting authority may prefer to leave to
the private sector the responsibility for proposing the best solution for meeting
such a need, subject to certain requirements that may be established by the
contracting authority (for example, regulatory performance or safety require-
ments, sufficient evidence that the technical solutions proposed have been
previously tested and have met internationally acceptable safety and other
standards). The selection procedure used by the contracting authority may thus
give more emphasis to the output expected from the project (that is, the serv-
ices or goods to be provided) than to technical details of the works to be
performed or means to be used to provide those services.

(c) Evaluation criteria

23. For projects to be financed, owned and operated by public authorities,
goods, construction works or services are typically purchased with funds avail-
able under approved budgetary allocations. With the funding sources usually
secured, the main objective of the procuring entity is to obtain the best value
for the funds it spends. Therefore, in those types of procurement the decisive
factor in establishing the winner among the responsive and technically accept-
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able proposals (that is, those which have passed the threshold with respect to
quality and technical aspects) is often the global price offered for the construc-
tion works, which is calculated on the basis of the cost of the works and other
costs incurred by the contractor, plus a certain margin of profit.

24. Privately financed infrastructure projects, in turn, are typically expected to
be financially self-sustainable, with the development and operational costs
being recovered from the project’s own revenue. Therefore, a number of other
factors will need to be considered in addition to the construction and operation
cost and the price to be paid by the users. For instance, the contracting author-
ity will need to consider carefully the financial and commercial feasibility of
the project, the soundness of the financial arrangements proposed by the bid-
ders and the reliability of the technical solutions used. Such interest exists even
where no governmental guarantees or payments are involved, because unfin-
ished projects or projects with large cost overruns or higher than expected
maintenance costs often have a negative impact on the overall availability of
needed services and on the public opinion in the host country. Also, the con-
tracting authority will aim at formulating qualification and evaluation criteria
that give adequate weight to the need to ensure the continuous provision of
and, as appropriate, universal access to the public service concerned. Further-
more, given the usually long duration of infrastructure concessions, the con-
tracting authority will need to satisfy itself as to the soundness and acceptabil-
ity of the arrangements proposed for the operational phase and will weigh
carefully the service elements of the proposals (see para. 74).

(d) Negotiations with bidders

25. Laws and regulations governing tendering proceedings often prohibit ne-
gotiations between the contracting authority and the contractors concerning a
proposal submitted by them. The rationale for such a strict prohibition, which
is also contained in article 35 of the UNCITRAL Model Procurement Law, is
that negotiations might result in an “auction”, in which a proposal offered by
one contractor is used to apply pressure on another contractor to offer a lower
price or an otherwise more favourable proposal. As a result of that strict
prohibition, contractors selected to provide goods or services pursuant to tra-
ditional procurement procedures are typically required to sign standard con-
tract documents provided to them during the procurement proceedings.

26. The situation is different in the award of privately financed infrastructure
projects. The complexity and long duration of such projects makes it unlikely
that the contracting authority and the selected bidder could agree on the terms
of a draft project agreement without negotiation and adjustments to adapt those
terms to the particular needs of the project. This is particularly true for projects
involving the development of new infrastructure where the final negotiation of
the financial and security arrangements takes place only after the selection of
the concessionaire. It is important, however, to ensure that these negotiations
are carried out in a transparent manner and do not lead to changes to the basis
on which the competition was carried out (see paras. 83 and 84).
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4. Preparations for the selection proceedings

27. The award of privately financed infrastructure projects is in most cases a
complex exercise requiring careful planning and coordination among the offices
involved. By ensuring that adequate administrative and personnel support is avail-
able to conduct the type of selection proceeding that it has chosen, the Government
plays an essential role in promoting confidence in the selection process.

(a) Appointment of the award committee

28. One important preparatory measure is the appointment of the committee
that will be responsible for evaluating the proposals and making an award
recommendation to the contracting authority. The appointment of qualified and
impartial members to the selection committee is not only a requirement for an
efficient evaluation of the proposals, but may further foster the confidence of
bidders in the selection process.

29. Another important preparatory measure is the appointment of the inde-
pendent advisers who will assist the contracting authority in the selection pro-
cedures. The contracting authority may need, at this early stage, to retain the
services of independent experts or advisers to assist in establishing appropriate
qualification and evaluation criteria, defining performance indicators (and, if
necessary, project specifications) and preparing the documentation to be issued
to bidders. Consultant services and advisers may also be retained to assist the
contracting authority in the evaluation of proposals, drafting and negotiation of
the project agreement. Consultants and advisers can be particularly helpful by
bringing a range of technical expertise that may not always be available in the
host country’s civil service, such as technical or engineering advice (for exam-
ple, on technical assessment of the project or installations and technical re-
quirements of contract); environmental advice (for example, environmental
assessment and operation requirements); or financial advice (for example, on
financial projections, review of financing sources, assessing the adequate ratio
between debt and equity and drafting of financial information documents).

(b) Feasibility and other studies

30. As indicated earlier (see chap. I, “General legislative and institutional
framework”, para. 25), one of the initial steps that should be taken by the
Government in relation to a proposed infrastructure project is to conduct a
preliminary assessment of its feasibility, including economic and financial
aspects such as expected economic advantages of the project, estimated cost
and potential revenue anticipated from the operation of the infrastructure facil-
ity. The option to develop infrastructure as a privately financed project requires
a positive conclusion on the feasibility and financial viability of the project. An
assessment of the project’s environmental impact should also ordinarily be
carried out by the contracting authority as part of its feasibility studies. In some
countries, it has been found useful to provide for some public participation in
the preliminary assessment of the project’s environmental impact and the vari-
ous options available to minimize it.
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31. Prior to starting the proceedings leading to the selection of a prospective
concessionaire, it is advisable for the contracting authority to review and, as
required, expand those initial studies. In some countries contracting authorities
are advised to formulate model projects for reference purposes (typically in-
cluding a combination of estimated capital investment, operation and mainte-
nance costs) prior to inviting proposals from the private sector. The purpose of
such model projects is to demonstrate the viability of the commercial operation
of the infrastructure and the affordability of the project in terms of total invest-
ment cost and cost to the public. They will also provide the contracting author-
ity with a useful tool for comparison and evaluation of proposals. The confi-
dence of bidders will be promoted by evidence that the technical, economical
and financial assumptions of the project, as well as the proposed role of the
private sector, have been carefully considered by the contracting authority.

(c) Preparation of documentation

32. Selection proceedings for the award of privately financed infrastructure
projects typically require the preparation of extensive documentation, includ-
ing a project outline, pre-selection documents, the request for proposals, in-
structions for preparing proposals and a draft of the project agreement. The
quality and clarity of the documents issued by the contracting authority plays
a significant role in ensuring an efficient and transparent selection procedure.

33. Standard documentation prepared in sufficiently precise terms may be an
important element to facilitate the negotiations between bidders and prospec-
tive lenders and investors. It may also be useful for ensuring consistency in the
treatment of issues common to most projects in a given sector. However, in
using standard contract terms it is advisable to bear in mind the possibility that
a specific project may raise issues that had not been anticipated when the
standard document was prepared or that the project may necessitate particular
solutions that might be at variance with the standard terms. Careful considera-
tion should be given to the need to achieve an appropriate balance between the
level of uniformity desired for project agreements of a particular type and the
flexibility that might be needed for finding project-specific solutions.

B. Pre-selection of bidders

34. Given the complexity of privately financed infrastructure projects the
contracting authority may wish to limit the number of bidders from whom
proposals will subsequently be requested only to those who satisfy certain
qualification criteria. In traditional government procurement, the pre-selection
proceedings may consist of the verification of certain formal requirements,
such as adequate proof of technical capability or prior experience in the type
of procurement, so that all bidders who meet the pre-selection criteria are
automatically admitted to the tendering phase. The pre-selection proceedings
for privately financed infrastructure projects may, in turn, involve elements of
evaluation and selection. This may be the case, for example, where the con-
tracting authority establishes a ranking of pre-selected bidders (see para. 48).
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4For example, instructions for preparing and submitting pre-selection applications; any documen-
tary evidence or other information that must be submitted by bidders to demonstrate their qualifications;
and the manner, place and deadline for the submission of applications (see UNCITRAL Model Procure-
ment Law, art. 7, para. 3).

1. Invitation to the pre-selection proceedings

35. In order to promote transparency and competition, it is advisable that the
invitation to the pre-selection proceedings be made public in a manner that
reaches an audience wide enough to provide an effective level of competition.
The laws of many countries identify publications, usually the official gazette
or other official publication, in which the invitation to the pre-selection pro-
ceedings is to be published. With a view to fostering participation of foreign
companies and maximizing competition, the contracting authority may wish to
have the invitations to the pre-selection proceedings made public also in a
language customarily used in international trade, in a newspaper of wide inter-
national circulation or in a relevant trade publication or technical or profes-
sional journal of wide international circulation. One possible medium for such
publication is Development Business, published by the Department of Public
Information of the United Nations Secretariat.

36. Pre-selection documents should contain sufficient information for bidders
to be able to ascertain whether the works and services entailed by the project
are of a type that they can provide and, if so, how they can participate in the
selection proceedings. The invitation to the pre-selection proceedings should,
in addition to identifying the infrastructure to be built or renovated, contain
information on other essential elements of the project, such as the services to
be delivered by the concessionaire, the financial arrangements envisaged by
the contracting authority (for example, whether the project will be entirely
financed by user fees or tolls or whether public funds may be provided as
direct payments, loans or guarantees) and, where already known, a summary
of the main required terms of the project agreement to be entered into as a
result of the selection proceedings.

37. In addition, the invitation to the pre-selection proceedings should include
general information similar to the information typically provided in pre-selec-
tion documents under general rules on public procurement.4

2. Pre-selection criteria

38. Generally, bidders should be required to demonstrate that they possess the
professional and technical qualifications, financial and human resources,
equipment and other physical facilities, managerial capability, reliability and
experience necessary to carry out the project. Additional criteria that might be
particularly relevant for privately financed infrastructure projects may include
the ability to manage the financial aspects of the project and previous experi-
ence in operating public infrastructure or in providing services under regula-
tory oversight (for example, quality indicators of their past performance, size
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and type of previous projects carried out by the bidders); the level of experi-
ence of the key personnel to be engaged in the project; sufficient organiza-
tional ability (including minimum levels of construction, operation and main-
tenance equipment); ability to sustain the financing requirements for the
engineering, construction and operational phases of the project (demonstrated,
for instance, by evidence of the bidders’ ability to provide an adequate amount
of equity to the project and sufficient evidence from reputable banks attesting
the bidder’s good financial standing). Qualification requirements should cover
all phases of an infrastructure project, including financing management, engi-
neering, construction, operation and maintenance, where appropriate. In addi-
tion, the bidders should be required to demonstrate that they meet such other
qualification criteria as would typically apply under the general procurement
laws of the host country.5

39. One important aspect to be considered by the contracting authority relates
to the relationship between the award of one particular project and the govern-
mental policy pursued for the sector concerned (see “Introduction and
background information on privately financed infrastructure projects”,
paras. 21-46). Where competition is sought, the Government may be interested
in ensuring that the relevant market or sector is not dominated by one
enterprise (for example, that the same company does not operate more than a
certain limited number of local telephone companies within a given territory).
To implement such a policy and to avoid market domination by bidders who
may have already been awarded a concession within a given sector of the
economy, the contracting authority may wish to include in the pre-selection
documents for new concessions provisions that limit the participation of or
prevent another award to such bidders. For purposes of transparency, it is
desirable for the law to provide that, where the contracting authority reserves
the right to reject a proposal on those or similar grounds, adequate notice of
that circumstance must be included in the invitation to the pre-selection pro-
ceedings.

40. Qualification requirements should apply equally to all bidders. A contract-
ing authority should not impose any criterion, requirement or procedure with
respect to the qualifications of bidders that has not been set forth in the pre-
selection documents. When considering the professional and technical qualifi-
cations of bidding consortia, the contracting authority should consider the in-
dividual specialization of the consortium members and assess whether the
combined qualifications of the consortium members are adequate to meet the
needs of all phases of the project.

5For example, that they have legal capacity to enter into the project agreement; that they are not
insolvent, in receivership, bankrupt or being wound up, their affairs are not being administered by a
court or a judicial officer, their business activities have not been suspended and they are not the subject
of legal proceedings for any of the foregoing; that they have fulfilled their obligations to pay taxes and
social security contributions in the State; that they have not, and their directors or officers have not,
been convicted of any criminal offence related to their professional conduct or the making of false
statements or misrepresentations as to their qualifications to enter into a procurement contract within
a certain period of years preceding the commencement of the selection proceedings or have not been
otherwise disqualified pursuant to administrative suspension or disbarment proceedings (see
UNCITRAL Model Procurement Law, art. 6, para. 1 (b)).
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3. Issues relating to the participation of bidding consortia

41. Given the large scale of most infrastructure projects, the interested com-
panies typically participate in the selection proceedings through consortia es-
pecially formed for that purpose. Therefore, information required from mem-
bers of bidding consortia should relate to the consortium as a whole as well as
to its individual participants. For the purpose of facilitating the liaison with the
contracting authority, it may be useful to require in the pre-selection docu-
ments that each consortium designate one of its members as a focal point for
all communications with the contracting authority. It is generally advisable for
the contracting authority to require that the members of bidding consortia
submit a sworn statement undertaking that, if awarded the contract, they shall
bind themselves jointly and severally for the obligations assumed in the name
of the consortium under the project agreement. Alternatively, the contracting
authority may reserve itself the right to require at a later stage that the members
of the selected consortium establish an independent legal entity to carry out the
project (see also chap. IV, “Construction and operation of infrastructure: leg-
islative framework and project agreement”, paras. 12-18).

42. It is also advisable for the contracting authority to review carefully the
composition of consortia and their parent companies. It may happen that one
company, directly or through subsidiary companies, joins more than one con-
sortium to submit proposals for the same project. Such a situation should not
be allowed, since it raises the risk of leakage of information or collusion
between competing consortia, thus undermining the credibility of the selection
proceedings. It is therefore advisable to provide in the invitation to the pre-
selection proceedings that each of the members of a qualified consortium may
participate, either directly or through subsidiary companies, in only one bid for
the project. A violation of this rule should cause the disqualification of the
consortium and of the individual member companies.

4. Pre-selection and domestic preferences

43. The laws of some countries provide for some sort of preferential treatment
for domestic entities or afford special treatment to bidders that undertake to use
national goods or employ local labour. Such preferential or special treatment
is sometimes provided as a material qualification requirement (for example, a
minimum percentage of national participation in the consortium) or as a con-
dition for participating in the selection procedure (for example, to appoint a
local partner as a leader of the bidding consortium).

44. Domestic preferences may give rise to a variety of issues. Firstly, their use
is not permitted under the guidelines of some international financial institutions
and might be inconsistent with international obligations entered into by many
States pursuant to agreements on regional economic integration or trade facili-
tation. Furthermore, from the perspective of the host country it is important to
weigh the expected advantages against the disadvantage of depriving the con-
tracting authority of the possibility of obtaining better options to meet the
national infrastructure needs. It is also important not to allow total insulation
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from foreign competition so as not to perpetuate lower levels of economy,
efficiency and competitiveness of the concerned sectors of national industry.
This is the reason why many countries that wish to provide some incentive to
national suppliers, while at the same time taking advantage of international
competition, do not contemplate a blanket exclusion of foreign participation or
restrictive qualification requirements. Domestic preferences may take the form
of special evaluation criteria establishing margins of preference for national
bidders or bidders who offer to procure supplies, services and products in the
local market. The margin of preference technique, which is provided in article
34, paragraph 4 (d), of the UNCITRAL Model Procurement Law, is more
transparent than subjective qualification or evaluation criteria. Furthermore, it
allows the contracting authority to favour local bidders that are capable of
approaching internationally competitive standards, and it does so without sim-
ply excluding foreign competition. Where domestic preferences are envisaged,
they should be announced in advance, preferably in the invitation to the pre-
selection proceedings.

5. Contribution towards costs of participation in the selection
proceedings

45. The price charged for the pre-selection documents should only reflect the
cost of printing such documents and providing them to the bidders. It should
not be used as an additional tool to limit the number of bidders. Such a practice
is both ineffective and adds to the already considerable cost of participation in
the pre-selection proceedings. The high costs of preparing proposals for infra-
structure projects and the relatively high risks that a selection procedure may
not lead to a contract award may function as a deterrent for some companies
to join in a consortium to submit a proposal, in particular when they are not
familiar with the selection procedures applied in the host country.

46. Therefore, some countries authorize the contracting authority to consider
arrangements for compensating pre-selected bidders if the project cannot pro-
ceed for reasons outside their control or for contributing to the costs incurred
by them after the pre-selection phase, when justified in a particular case by the
complexity involved and the prospect of significantly improving the quality of
the competition. When such contribution or compensation is envisaged, appro-
priate notice should be given to potential bidders at an early stage, preferably
in the invitation to the pre-selection proceedings.

6. Pre-selection proceedings

47. The contracting authority should respond to any request by a bidding
consortium for clarification of the pre-selection documents that is received by
the contracting authority within a reasonable time prior to the deadline for the
submission of applications so as to enable the bidders to make a timely sub-
mission of their application. The response to any request that might reasonably
be expected to be of interest to other bidders should, without identifying the
source of the request, be communicated to all bidders to which the contracting
authority provided the pre-selection documents.
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48. In some countries, practical guidance on selection procedures encourages
domestic contracting authorities to limit the prospective proposals to the lowest
possible number sufficient to ensure meaningful competition (for example,
three or four). For that purpose, those countries apply a quantitative rating
system for technical, managerial and financial criteria, taking into account the
nature of the project. Quantitative pre-selection criteria are found to be more
easily applicable and transparent than qualitative criteria involving the use of
merit points. However, in devising a quantitative rating system, it is important
to avoid unnecessary limitation of the contracting authority’s discretion in
assessing the qualifications of bidders. The contracting authority may also need
to take into account the fact that the procurement guidelines of some multilat-
eral financial institutions prohibit the use of pre-selection proceedings for the
purpose of limiting the number of bidders to a predetermined number. In any
event, where such a rating system is to be used, that circumstance should be
clearly stated in the pre-selection documents.

49. Upon completion of the pre-selection phase, the contracting authority
usually draws up a short list of the pre-selected bidders that will subsequently
be invited to submit proposals. One practical problem sometimes faced by
contracting authorities concerns proposals for changes in the composition of
bidding consortia during the selection proceedings. From the perspective of the
contracting authority, it is generally advisable to exercise caution in respect of
proposed substitutions of individual members of bidding consortia after the
closing of the pre-selection phase. Changes in the composition of consortia
may substantially alter the basis on which the pre-selected bidding consortia
were short-listed by the contracting authority and may give rise to questions
about the integrity of the selection proceedings. As a general rule, only pre-
selected bidders should be allowed to participate in the selection phase, unless
the contracting authority can satisfy itself that a new consortium member meets
the pre-selection criteria to substantially the same extent as the retiring member
of the consortium.

50. While the criteria used for pre-selecting bidders should not be weighted
again at the evaluation phase, the contracting authority may wish to reserve
itself the right to require, at any stage of the selection process, that the bidders
again demonstrate their qualifications in accordance with the same criteria used
to pre-select them.

C. Procedures for requesting proposals

51. This section discusses the procedures for requesting proposals from the
pre-selected bidders. The procedures described herein are in a number of re-
spects similar to the procedures for the solicitation of proposals under the
preferred method for the procurement of services provided in the UNCITRAL
Model Procurement Law, with some adaptations needed to fit the needs of
contracting authorities awarding infrastructure projects.
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1. Phases of the procedure

52. Following the pre-selection of bidders, it is advisable for the contracting
authority to review its original feasibility study and the definition of the output
and performance requirements and to consider whether a revision of those
requirements is needed in the light of the information obtained during the pre-
selection proceedings. At this stage, the contracting authority should already
have determined whether a single or a two-stage procedure will be used to
request proposals.

(a) Single-stage procedure

53. The decision between having a single or a two-stage procedure for re-
questing proposals will depend on the nature of the contract, on how precisely
the technical requirements can be defined and whether output results (or per-
formance indicators) are used for selection of the concessionaire. If it is
deemed both feasible and desirable for the contracting authority to formulate
performance indicators or project specifications to the necessary degree of
precision or finality, the selection process may be structured as a single-stage
procedure. In that case, after having concluded the pre-selection of bidders, the
contracting authority would proceed directly to issuing a final request for
proposals (see paras. 59-72).

(b) Two-stage procedure

54. There are cases, however, in which it may not be feasible for the contract-
ing authority to formulate its requirement in sufficiently detailed and precise
project specifications or performance indicators to permit proposals to be for-
mulated, evaluated and compared uniformly on the basis of those specifica-
tions and indicators. This may be the case, for instance, when the contracting
authority has not determined the type of technical and material input that
would be suitable for the project in question (for example, the type of construc-
tion material to be used in a bridge). In such cases, it might be considered
undesirable, from the standpoint of obtaining the best value, for the contracting
authority to proceed on the basis of specifications or indicators it has drawn up
in the absence of discussions with bidders as to the exact capabilities and
possible variations of what is being offered. For that purpose, the contracting
authority may wish to divide the selection proceedings into two stages and
allow a certain degree of flexibility for discussions with bidders.

55. Where the selection procedure is divided into two stages, the initial re-
quest for proposals typically calls upon the bidders to submit proposals relating
to output specifications and other characteristics of the project as well as to the
proposed contractual terms. The invitation for bids would allow bidders to
offer their own solutions for meeting the particular infrastructure need in ac-
cordance with defined standards of service. The proposals submitted at this
stage would typically consist of solutions on the basis of a conceptual design
or performance indicators without indication of financial elements, such as the
expected price or level of remuneration.
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56. To the extent the terms of the contractual arrangements are already known
by the contracting authority, they should be included in the request for propos-
als, possibly in the form of a draft of the project agreement. Knowledge of
certain contractual terms, such as the risk allocation envisaged by the contract-
ing authority, is important in order for the bidders to formulate their proposals
and discuss the “bankability” of the project with potential lenders. The initial
response to those contractual terms, in particular the risk allocation envisaged
by the contracting authority, may help the contracting authority assess the
feasibility of the project as originally conceived. However, it is important to
distinguish between the procedure to request proposals and the negotiation of
the final contract, after the project has been awarded. The purpose of this initial
stage is to enable the contracting authority to formulate its requirement subse-
quently in a manner that enables a final competition to be carried out on the
basis of a single set of parameters. The invitation of initial proposals at this
stage should not lead to a negotiation of the terms of the contract prior to its
final award.

57. The contracting authority may then convene a meeting of bidders to
clarify questions concerning the request for proposals and accompanying docu-
mentation. The contracting authority may, at the first stage, engage in discus-
sions with any bidder concerning any aspect of its proposal. The contracting
authority should treat proposals in such a manner as to avoid the disclosure of
their contents to competing bidders. Any discussions need to be confidential
and one party to the discussions should not reveal to any other person any
technical, financial or other information relating to the discussions without the
consent of the other party.

58. Following those discussions, the contracting authority should review and,
as appropriate, revise the initial project specifications. In formulating those
revised specifications, the contracting authority should be allowed to delete or
modify any aspect of the technical or quality characteristics of the project
originally set forth in the request for proposals and any criterion originally set
forth in those documents for evaluating and comparing proposals. Any such
deletion, modification or addition should be communicated to bidders in the
invitation to submit final proposals. Bidders not wishing to submit a final
proposal should be allowed to withdraw from the selection proceedings
without forfeiting any security that they may have been required to
provide.

2. Content of the final request for proposals

59. At the final stage, the contracting authority should invite the bidders to
submit final proposals with respect to the revised project specifications, per-
formance indicators and contractual terms. The request for proposals should
generally include all information necessary to provide a basis to enable the
bidders to submit proposals that meet the needs of the contracting authority
and that the contracting authority can compare in an objective and fair
manner.
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(a) General information to bidders

60. General information to bidders should cover, as appropriate, those items
which are ordinarily included in solicitation documents or requests for propos-
als for the procurement of goods, construction and services.6 Particularly im-
portant is the disclosure of the criteria to be used by the contracting authority
in determining the successful proposal and the relative weight of such criteria
(see paras. 73-77).

(i) Information on feasibility studies

61. It is advisable to include in the general information provided to bidders
instructions for the preparation of feasibility studies they may be required to
submit with their final proposals. Such feasibility studies typically cover, for
instance, the following aspects:

(a) Commercial viability. In particular in projects financed on a
non-recourse or limited recourse basis, it is essential to establish the need for
the project outputs and to evaluate and project such needs over the proposed
operational life of the project, including expected demand (for example, traffic
forecasts for roads) and pricing (for example, tolls);

(b) Engineering design and operational feasibility. Bidders should be
requested to demonstrate the suitability of the technology they propose, includ-
ing equipment and processes, to national, local and environmental conditions,
the likelihood of achieving the planned performance level and the adequacy of
the construction methods and schedules. This study should also define the
proposed organization, methods and procedures for operating and maintaining
the completed facility;

(c) Financial viability. Bidders should be requested to indicate the pro-
posed sources of financing for the construction and operation phases, including
debt capital and equity investment. While the loan and other financing agree-
ments in most cases are not executed until after the signing of the project
agreement, the bidders should be required to submit sufficient evidence of the
lenders’ intention to provide the specified financing. In some countries, bidders
are also required to indicate the expected financial internal rate of return in
relation to the effective cost of capital corresponding to the financing arrange-
ments proposed. Such information is intended to allow the contracting author-
ity to consider the reasonableness and affordability of the proposed prices or
fees to be charged by the concessionaire and the potential for subsequent
increases therein;

(d) Environmental impact. This study should identify possible negative
or adverse effects on the environment as a consequence of the project and

6For example, instructions for preparing and submitting proposals, including the manner, place
and deadline for the submission of proposals and the period of time during which proposals shall be
in effect and any requirements concerning tender securities; the means by which bidders may seek
clarifications of the request for proposals, and a statement as to whether the contracting authority
intends, at this stage, to convene a meeting of bidders; the place, date and time for the opening of
proposals and the procedures to be followed for opening and examining proposals; and the manner in
which the proposals will be evaluated (see UNCITRAL Model Procurement Law, arts. 27 and 38).
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7Article 32 of the UNCITRAL Model Procurement Law provides certain important safeguards,
including, inter alia, the requirement that the contracting authority should make no claim to the amount
of the tender security and should promptly return, or procure the return of, the tender security document,
after whichever of the following that occurs earliest: (a) the expiry of the tender security; (b) the entry
into force of the project agreement and the provision of a security for the performance of the contract,
if such a security is required by the request for proposals; (c) the termination of the selection process
without the entry into force of a project agreement; or (d) the withdrawal of the proposal prior to the
deadline for the submission of proposals, unless the request for proposals stipulates that no such
withdrawal is permitted.

indicate corrective measures that need to be taken to ensure compliance with
the applicable environmental standards. Such a study should take into account,
as appropriate, the relevant environmental standards of international financial
institutions and of national, provincial and local authorities.

(ii) Information on bid securities

62. It is advisable for the request for proposals to indicate any requirements
of the contracting authority with respect to the issuer and the nature, form,
amount and other principal terms of any bid security that the bidders may be
required to provide so as to cover those losses which may result from with-
drawal of proposals or failure by the selected bidder to conclude a project
agreement. In order to ensure fair treatment of all bidders, requirements that
refer directly or indirectly to the conduct by the bidder submitting the proposal
should not relate to conduct other than withdrawal or modification of the
proposal after the deadline for submission of proposals or before the deadline
if so stipulated in the request for proposals; failure to achieve financial closing;
failure to sign the project agreement if required by the contracting authority to
do so; and failure to provide required security for the fulfilment of the project
agreement after the proposal has been accepted or to comply with any other
condition prior to signing the project agreement specified in the request for
proposals. Safeguards should be included to ensure that a bid security require-
ment is only imposed fairly and for the purpose intended.7

(iii) Qualification of bidders

63. Where no pre-selection of bidders was carried out prior to the issuance of
the request for proposals or when the contracting authority retains the right to
require the bidders to demonstrate again their qualifications, the request for
proposals should set out the information that needs to be provided by the
bidders to substantiate their qualifications (see paras. 38-40).

(b) Project specifications and performance indicators

64. The level of detail provided in the specifications, as well as the appropri-
ate balance between the input and output elements, will be influenced by
considerations of issues such as the type and ownership of the infrastructure
and the allocation of responsibilities between the public and the private sectors
(see paras. 21 and 22). It is generally advisable for the contracting authority to
bear in mind the long-term needs of the project and to formulate its specifica-
tions in a manner that allows it to obtain sufficient information to select the



Selection of the concessionaire 79

bidder that offers the highest quality of services the best economic terms. The
contracting authority may find it useful to formulate the project specifications
in a way that defines adequately the output and performance required without
being overly prescriptive in how that is to be achieved. Project specifications
and performance indicators typically cover items such as the following:

(a) Description of project and expected output. If the services require
specific buildings, such as a transport terminal or an airport, the contracting
authority may wish to provide no more than outline planning concepts for the
division of the site into usage zones on an illustrative basis, instead of plans
indicating the location and size of individual buildings, as would normally be
the case in traditional procurement of construction services. However, where
in the judgement of the contracting authority it is essential for the bidders to
provide detailed technical specifications, the request for proposals should in-
clude, at least, the following information: description of the works and services
to be performed, including technical specifications, plans, drawings and de-
signs; time schedule for the execution of works and provision of services; and
the technical requirements for the operation and maintenance of the facility;

(b) Minimum applicable design and performance standards, including
appropriate environmental standards. Performance standards are typically for-
mulated in terms of the desired quantity and quality of the outputs of the
facility. Proposals that deviate from the relevant performance standards should
be regarded as non-responsive;

(c) Quality of services. For projects involving the provision of public
services, the performance indicators should include a description of the serv-
ices to be provided and the relevant standards of quality to be used by the
contracting authority in the evaluation of the proposals. Where appropriate,
reference should be made to any general obligations of public service providers
as regards expansion and continuity of the service so as to meet the demand
of the community or territory served, ensuring non-discriminatory availability
of services to the users and granting non-discriminatory access of other service
providers to any public infrastructure network operated by the concessionaire,
under the terms and conditions established in the project agreement (see chap.
IV, “Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 82-93).

65. Bidders should be instructed to provide the information necessary in order
for the contracting authority to evaluate the technical soundness of proposals,
their operational feasibility and responsiveness to standards of quality and
technical requirements, including the following information:

(a) Preliminary engineering design, including proposed schedule of works;

(b) Project cost, including operating and maintenance cost requirements
and proposed financing plan (for example, proposed equity contribution or debt);

(c) The proposed organization, methods and procedures for the operation
and maintenance of the project under bidding;

(d) Description of quality of services.
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66. Each of the above-mentioned performance indicators may require the
submission of additional information by the bidders, according to the project
being awarded. For the award of a concession for distribution of electricity in
a specific region, for example, indicators may include minimum technical
standards such as: (a) specified voltage (and frequency) fluctuation at the
consumer level; (b) duration of outages (expressed in hours per year); (c)
frequency of outages (expressed in a number per year); (d) losses; (e) number
of days to connect a new customer; and (f) commercial standards for customer
relationship (for example, number of days to pay bills, to reconnect installa-
tions or to respond to customers’ complaints).

(c) Contractual terms

67. It is advisable for the bidding documents to provide some indication of
how the contracting authority expects to allocate the project risks (see also
chaps. II, “Project risks and government support”, and IV, “Construction and
operation of infrastructure: legislative framework and project agreement“).
This is important in order to set the terms of debate for negotiations on certain
details of the project agreement (see paras. 83 and 84). If risk allocation is left
entirely open, the bidders may respond by seeking to minimize the risks they
accept, which may frustrate the purpose of seeking private investment for
developing the project. Furthermore, the request of proposals should contain
information on essential elements of the contractual arrangements envisaged
by the contracting authority, such as:

(a) The duration of the concession or invitations to bidders to submit
proposals for the duration of the concession;

(b) Formulas and indices to be used in adjustments to prices;

(c) Government support and investment incentives, if any;

(d) Bonding requirements;

(e) Requirements of regulatory agencies, if any;

(f) Monetary rules and regulations governing foreign exchange remittances;

(g) Revenue-sharing arrangements, if any;

(h) Indication, as appropriate, of the categories of assets that the conces-
sionaire would be required to transfer to the contracting authority or make
available to a successor concessionaire at the end of the project period;

(i) Where a new concessionaire is being selected to operate an existing
infrastructure, a description of the assets and property that will be made avail-
able to the concessionaire;

(j) The possible alternative, supplementary or ancillary revenue sources
(for example, concessions for exploitation of existing infrastructure), if any,
that may be offered to the successful bidder.

68. Bidders should be instructed to provide the information necessary in order
for the contracting authority to evaluate the financial and commercial elements
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of the proposals and their responsiveness to the proposed contractual terms.
The financial proposals should normally include the following information:

(a) For projects in which the concessionaire’s income is expected to
consist primarily of tolls, fees or charges paid by the customers or users of the
infrastructure facility, the financial proposal should indicate the proposed price
structure. For projects in which the concessionaire’s income is expected to
consist primarily of payments made by the contracting authority or another
public authority to amortize the concessionaire’s investment, the financial pro-
posal should indicate the proposed amortization payments and repayment period;

(b) The present value of the proposed prices or direct payments based on
the discounting rate and foreign exchange rate prescribed in the bidding docu-
ments;

(c) If it is estimated that the project would require financial support by
the Government, the level of such support, including, as appropriate, any sub-
sidy or guarantee expected from the Government or the contracting authority;

(d) The extent of risks assumed by the bidders during the construction
and operation phase, including unforeseen events, insurance, equity investment
and other guarantees against those risks.

69. In order to limit and establish clearly the scope of the negotiations that
will take place following the evaluation of proposals (see paras. 83 and 84), the
final request for proposals should indicate which are the terms of the project
agreement that are deemed not negotiable.

70. It is useful for the contracting authority to require that the final proposals
submitted by the bidders contain evidence showing the comfort of the bidder’s
main lenders with the proposed commercial terms and allocation of risks, as
outlined in the request for proposals. Such a requirement might play a useful
role in resisting pressures to reopen commercial terms at the stage of final
negotiations. In some countries, bidders are required to initial and return to the
contracting authority the draft project agreement together with their final pro-
posals as a confirmation of their acceptance of all terms in respect of which
they did not propose specific amendments.

3. Clarifications and modifications

71. The right of the contracting authority to modify the request for proposals
is important in order to enable it to obtain what is required to meet its needs.
It is therefore advisable to authorize the contracting authority, whether on its
own initiative or as a result of a request for clarification by a bidder, to modify
the request for proposals by issuing an addendum at any time prior to the
deadline for submission of proposals. However, when amendments are made
that would reasonably require bidders to spend additional time preparing their
proposals, such additional time should be granted by extending the deadline for
submission of proposals accordingly.
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72. Generally, clarifications, together with the questions that gave rise to the
clarifications, and modifications must be communicated promptly by the con-
tracting authority to all bidders to whom the contracting authority provided the
request for proposals. If the contracting authority convenes a meeting of bid-
ders, it should prepare minutes of the meeting containing the requests submit-
ted at the meeting for clarification of the request for proposals and its re-
sponses to those requests and should send copies of the minutes to the bidders.

4. Evaluation criteria

73. The award committee should rate the technical and financial elements of
each proposal in accordance with the predisclosed rating systems for the tech-
nical evaluation criteria and should specify in writing the reasons for its rating.
Generally, it is important for the contracting authority to achieve an appropri-
ate balance between evaluation criteria relating to the physical investment (for
example, the construction works) and evaluation criteria relating to the opera-
tion and maintenance of the infrastructure and the quality of services to be
provided by the concessionaire. Adequate emphasis should be given to the
long-term needs of the contracting authority, in particular the need to ensure
the continuous delivery of the service at the required level of quality and safety.

(a) Evaluation of technical aspects of the proposals

74. Technical evaluation criteria are designed to facilitate the assessment of
the technical, operational, environmental and financing viability of the pro-
posal vis-à-vis the prescribed specifications, indicators and requirements pre-
scribed in the bidding documents. To the extent practicable, the technical
criteria applied by the contracting authority should be objective and quantifi-
able, so as to enable proposals to be evaluated objectively and compared on a
common basis. This reduces the scope for discretionary or arbitrary decisions.
Regulations governing the selection process might spell out how such factors
are to be formulated and applied. Technical proposals for privately financed
infrastructure projects are usually evaluated in accordance with the following
criteria:

(a) Technical soundness. Where the contracting authority has established
minimum engineering design and performance specifications or standards, the
basic design of the project should conform to those specifications or standards.
Bidders should be required to demonstrate the soundness of the proposed
construction methods and schedules;

(b) Operational feasibility. The proposed organization, methods and pro-
cedures for operating and maintaining the completed facility must be well
defined, should conform to the prescribed performance standards and should
be shown to be workable;

(c) Quality of services. Evaluation criteria used by the contracting au-
thority should include an analysis of the manner in which the bidders under-
take to maintain and expand the service, including the guarantees offered for
ensuring its continuity;
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(d) Environmental standards. The proposed design and the technology of
the project to be used should be in accordance with the environmental stand-
ards set forth in the request for proposals. Any negative or adverse effects on
the environment as a consequence of the project as proposed by the bidders
should be properly identified, including the corresponding corrective or miti-
gating measures;

(e) Enhancements. These may include other terms the author of the
project may offer to make the proposals more attractive, such as
revenue-sharing with the contracting authority, fewer governmental guarantees
or reduction in the level of government support;

(f) Potential for social and economic development. Under this criterion,
the contracting authority may take into account the potential for social and
economic development offered by the bidders, including benefits to under-
privileged groups of persons and businesses, domestic investment or other
business activity, the encouragement of employment, the reservation of certain
production for domestic suppliers, the transfer of technology and the develop-
ment of managerial, scientific and operational skills;

(g) Qualification of bidders. When no pre-selection was made by the
contracting authority prior to the issuance of the request for proposals, the
contracting authority should not accept a proposal if the bidders that submitted
the proposals are not qualified.

(b) Evaluation of financial and commercial aspects of the proposals

75. In addition to criteria for the technical evaluation of proposals, the con-
tracting authority needs to define criteria for assessing and comparing the
financial proposals. Criteria typically used for the evaluation and comparison
of the financial and commercial proposals include, as appropriate, the follow-
ing:

(a) The present value of the proposed tolls, fees, unit prices and other
charges over the concession period. For projects in which the concessionaire’s
income is expected to consist primarily of tolls, fees or charges paid by the
customers or users of the infrastructure facility, the assessment and comparison
of the financial elements of the final proposals is typically based on the present
value of the proposed tolls, fees, rentals and other charges over the concession
period according to the prescribed minimum design and performance standards;

(b) The present value of the proposed direct payments by the contracting
authority, if any. For projects in which the concessionaire’s income is expected
to consist primarily of payments made by the contracting authority to amortize
the concessionaire’s investment, the assessment and comparison of the finan-
cial elements of the final proposals is typically based on the present value of
the proposed schedule of amortization payments for the facility to be con-
structed according to the prescribed minimum design and performance stand-
ards, plans and specifications;

(c) The costs for design and construction activities, annual operation
and maintenance costs, present value of capital costs and operating and main-
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tenance costs. It is advisable for the contracting authority to include these
items among the evaluation criteria so as to permit an assessment of the finan-
cial feasibility of the proposals;

(d) The extent of financial support, if any, expected from the Govern-
ment. Government support measures expected or required by the bidders
should be included among the evaluation criteria as they may entail significant
immediate or contingent financial liability for the Government (see chap. II,
“Project risks and government support”, paras. 30-60);

(e) Soundness of the proposed financial arrangements. The contracting
authority should assess whether the proposed financing plan, including the
proposed ratio between equity investment and debt, is adequate to meet the
construction, operating and maintenance costs of the project;

(f) The extent of acceptance of the proposed contractual terms. Propos-
als for changes or modifications in the contractual terms circulated with the
request for proposals (such as in those dealing with risk allocation or compen-
sation payments) may have substantial financial implications for the contract-
ing authority and should be carefully examined.

76. A comparison of the proposed tolls, fees, unit prices or other charges is
an important factor for ensuring objectiveness and transparency in the choice
between equally responsive proposals. However, it is important for the con-
tracting authority to consider carefully the relative weight of this criterion in
the evaluation process. The notion of “price” usually does not have the same
value for the award of privately financed infrastructure projects as it has in the
procurement of goods and services. Indeed, the remuneration of the conces-
sionaire is often the combined result of charges paid by the users, ancillary
revenue sources and direct subsidies or payments made by the public entity
awarding the contract.

77. It flows from the above that, while the unit price for the expected output
retains its role as an important element of comparison of proposals, it may not
always be regarded as the most important factor. Of particular importance is
the overall assessment of the financial feasibility of the proposals since it
allows the contracting authority to consider the bidders’ ability to carry out the
project and the likelihood of subsequent increases in the proposed prices. This
is important with a view to avoiding project awards to bidders that offer attrac-
tive but unrealistically low prices in the expectation of being able to raise such
prices once a concession is obtained.

5. Submission, opening, comparison and evaluation of proposals

78. Proposals should be required to be submitted in writing, signed and placed
in sealed envelopes. A proposal received by the contracting authority after the
deadline for the submission of proposals should not be opened and should be
returned to the bidder that submitted it. For the purpose of ensuring transpar-
ency, national laws often prescribe formal procedures for the opening of pro-
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posals, usually at a time previously specified in the request for proposals, and
require that the bidders that have submitted proposals, or their representatives,
be permitted by the contracting authority to be present at the opening of the
proposals. Such a requirement helps to minimize the risk that the proposals
might be altered or otherwise tampered with and represents an important guar-
antee of the integrity of the proceedings.

79. In view of the complexity of privately financed infrastructure projects and
the variety of evaluation criteria usually applied in the award of the project, it
may be advisable for the contracting authority to apply a two-step evaluation
process whereby non-financial criteria would be taken into consideration sepa-
rately from, and perhaps before, financial criteria so as to avoid situations
where undue weight would be given to certain elements of the financial criteria
(such as the unit price) to the detriment of the non-financial criteria.

80. To that end, in some countries bidders are required to formulate and
submit their technical and financial proposals in two separate envelopes. The
two-envelope system is sometimes used because it permits the contracting
authority to evaluate the technical quality of proposals without being influ-
enced by their financial components. However, the method has been criticized
as being contrary to the objective of economy in the award of public contracts.
In particular, there is said to be a danger that, by selecting proposals initially
on the basis of technical merit alone and without reference to price, a contract-
ing authority might be tempted to select, upon the opening of the first enve-
lope, proposals offering technically superior works and to reject proposals
offering less sophisticated solutions that nevertheless meet the contracting
authority’s needs at an overall lower cost. International financial institutions,
such as the World Bank, do not accept the two-envelope system for projects
financed by them because of concerns that the system gives margin to a higher
degree of discretion in the evaluation of proposals and makes it more difficult
to compare them in an objective manner.

81. As an alternative to the use of a two-envelope system, the contracting
authorities may require both technical and financial proposals to be contained
in one single proposal, but structure their evaluation in two stages, as in the
evaluation procedure provided in article 42 of the UNCITRAL Model Procure-
ment Law. At an initial stage, the contracting authority typically establishes a
threshold with respect to quality and technical aspects to be reflected in the
technical proposals in accordance with the criteria as set out in the request for
proposals, and rates each technical proposal in accordance with such criteria
and the relative weight and manner of application of those criteria as set forth
in the request for proposals. The contracting authority then compares the finan-
cial and commercial proposals that have attained a rating at or above the
threshold. When the technical and financial proposals are to be evaluated
consecutively, the contracting authority should initially ascertain whether the
technical proposals are prima facie responsive to the request for proposals (that
is, whether they cover all items required to be addressed in the technical
proposals). Incomplete proposals, as well as proposals that deviate from the
request for proposals, should be rejected at this stage. While the contracting
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authority may ask bidders for clarifications of their proposals, no change in a
matter of substance in the proposal, including changes aimed at making a non-
responsive proposal responsive, should be sought, offered or permitted at this
stage.

82. In addition to deciding whether to use a two-envelope system or a
two-stage evaluation procedure, it is important for the contracting authority to
disclose the relative weight to be accorded to each evaluation criterion and the
manner in which criteria are to be applied in the evaluation of proposals. Two
possible approaches might be used to reach an appropriate balance between
financial and technical aspects of the proposals. One possible approach is to
consider as most advantageous the proposal that obtains the highest combined
rating in respect of both price and non-price evaluation criteria. Alternatively,
the price proposed for the output (for example, the water or electricity price or
the level of tolls) might be the deciding factor in establishing the winning
proposal among the responsive proposals. In any event, in order to promote the
transparency of the selection process and to avoid improper use of non-price
evaluation criteria, it is advisable to require the awarding committee to provide
written reasons for selecting a proposal other than the one offering the lowest
unit price for the output.

6. Final negotiations and project award

83. The contracting authority should rank all responsive proposals on the
basis of the evaluation criteria set forth in the request for proposals and invite
the best-rated bidder for final negotiation of certain elements of the project
agreement. If two or more proposals obtain the highest rating, or if there is
only an insignificant difference in the rating of two or more proposals, the
contracting authority should invite for negotiations all the bidders that have
obtained essentially the same rating. The final negotiations should be limited
to fixing the final details of the transaction documentation and satisfying the
reasonable requirements of the selected bidder’s lenders. One particular prob-
lem faced by contracting authorities is the danger that the negotiations with the
selected bidder might lead to pressures to amend, to the detriment of the
Government or the consumers, the price or risk allocation originally contained
in the proposal. Changes in essential elements of the proposal should not be
permitted, as they may distort the assumptions on the basis of which the
proposals were submitted and rated. Therefore, the negotiations at this stage
may not concern those terms of the contract which were deemed not negotiable
in the final request for proposals (see para. 69). The risk of reopening commer-
cial terms at this late stage could be further minimized by insisting that the
selected bidder’s lenders indicate their comfort with the risk allocation embod-
ied in their bid at a stage where there is competition among bidders (see para.
70). The contracting authority’s financial advisers might contribute to this
process by advising whether bidders’ proposals are realistic and what levels of
financial commitment are appropriate at each stage. The process of reaching
financial close can itself be quite lengthy.
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84. The contracting authority should inform the remaining responsive bidders
that they may be considered for negotiation if the negotiations with the bidder
with better ratings do not result in a project agreement. If it becomes apparent
to the contracting authority that the negotiations with the invited bidder will
not result in a project agreement, the contracting authority should inform that
bidder that it is terminating the negotiations and then invite for negotiations the
next bidder on the basis of its ranking until it arrives at a project agreement
or rejects all remaining proposals. To avoid the possibility of abuse and unnec-
essary delay, the contracting authority should not reopen negotiations with any
bidder with whom they have already been terminated.

D. Concession award without competitive procedures

85. In the legal tradition of certain countries, privately financed infrastructure
projects involve the delegation by the contracting authority of the right and
duty to provide a public service. As such, they are subject to a special legal
regime that differs in many respects from the regime that applies generally to
the award of public contracts for the purchase of goods, construction or serv-
ices.

86. Given the very particular nature of the services required (including their
complexity, amount of investment involved and completion time), the proce-
dures used in those countries place the accent on the contracting authority’s
freedom to choose the operator who best suits its need, in terms of professional
qualifications, financial strength, ability to ensure the continuity of the service,
equal treatment of the users and quality of the proposal. In contrast to the
competitive selection procedures usually followed for the award of other public
contracts, which sometimes may appear to be excessively rigid, preference is
given to a procedure that is characterized by a high degree of flexibility and
discretion on the part of the contracting authority. However, freedom of nego-
tiation does not mean arbitrary choice and the laws of those countries provide
procedures to ensure transparency and fairness in the conduct of the selection
process.

87. In some countries where tendering is under normal circumstances the rule
for public procurement of goods, construction and services, guidelines issued
to contracting authorities advise the use of negotiations whenever possible for
the award of privately financed infrastructure projects. The rationale for en-
couraging negotiations in those countries is that in negotiating with bidders the
Government is not bound by predetermined requirements or rigid specifica-
tions and has more flexibility for taking advantage of innovative or alternative
proposals that may be submitted by the bidders in the selection proceedings,
as well as for changing and adjusting its own requirements in the event that
more attractive options for meeting the infrastructure needs are formulated
during the negotiations.

88. Negotiations outside structured competitive procedures generally afford a
high degree of flexibility that some countries have found beneficial to the
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selection of the concessionaire. Coupled with appropriate measures to ensure
transparency, integrity and fairness, such negotiations carried out in those
countries have led to satisfactory results. However, such negotiations may have
a number of disadvantages that make them less suitable to be used as a prin-
cipal selection method in a number of countries. Because of the high level of
flexibility and discretion afforded to the contracting authority, negotiations
outside structured competitive procedures require highly skilled personnel with
sufficient experience in negotiating complex projects. They also require a well
structured negotiating team, clear lines of authority and a high level of coor-
dination and cooperation among all the offices involved. The use of negotia-
tions for the award of privately financed infrastructure projects may therefore
not represent a viable alternative for countries that do not have the tradition of
using such methods for the award of large government contracts. Another
disadvantage of those negotiations is that they may not ensure the level of
transparency and objectivity that can be achieved by more structured competi-
tive procedures. In some countries there might be concerns that the higher level
of discretion in those negotiations might carry with it a higher risk of abusive
or corrupt practices. In view of the above, the host country may wish to
prescribe the use of competitive selection procedures as a rule for the award
of privately financed infrastructure projects and to reserve concession awards
without competitive procedures only for exceptional cases.

1. Authorizing circumstances

89. For purposes of transparency as well as for ensuring discipline in the
award of projects, it might be generally desirable for the law to identify the
exceptional circumstances under which the contracting authority may be au-
thorized to select the concessionaire without using competitive selection pro-
cedures. They may include, for example, the following:

(a) When there is an urgent need for ensuring immediate provision of the
service and engaging in a competitive selection procedure would therefore be
impractical, provided that the circumstances giving rise to the urgency were
neither foreseeable by the contracting authority nor the result of dilatory con-
duct on its part. Such an exceptional authorization may be needed, for instance,
in cases of interruption in the provision of a given service or where an incum-
bent concessionaire fails to provide the service at acceptable standards or if the
project agreement is rescinded by the contracting authority, when engaging in
a competitive selection procedure would be impractical in view of the urgent
need to ensure the continuity of the service;

(b) In the case of projects of short duration and with an anticipated initial
investment value not exceeding a specified low amount;

(c) Reasons of national defence or security;

(d) Cases where there is only one source capable of providing the re-
quired service (for example, because it can be provided only by the use of
patented technology or unique know-how) including certain cases of unsolic-
ited proposals (see paras. 115-117);
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(e) When an invitation to the pre-selection proceedings or a request for
proposals has been issued, but no applications or proposals were submitted or
all proposals were rejected and, in the judgement of the contracting authority,
issuing a new request for proposals would be unlikely to result in a project
award. However, in order to reduce the risk of abuse in changing the selection
method, the contracting authority should only be authorized to award a conces-
sion without using competitive selection procedures when such a possibility
was expressly provided for in the original request for proposals.

2. Measures to enhance transparency in the award of
concessions without competitive procedures

90. Procedures to be followed in procurement through negotiation outside
structured competitive procedures are typically characterized by a higher de-
gree of flexibility than the procedures applied to other methods of procure-
ment. Few rules and procedures are established to govern the process by which
the parties negotiate and conclude their contract. In some countries, procure-
ment laws allow contracting authorities virtually unrestricted freedom to con-
duct negotiations as they see fit. The laws of other countries establish a pro-
cedural framework for negotiation designed to maintain fairness and
objectivity and to bolster competition by encouraging participation of bidders.
Provisions on procedures for selection through negotiation address a variety of
issues discussed below, in particular, requirements for approval of the contract-
ing authority’s decision to select the concessionaire through negotiation, selec-
tion of negotiating partners, criteria for comparison and evaluation of offers,
and recording of the selection proceedings.

(a) Approval

91. A threshold requirement found in many countries is that a contracting
authority must obtain the approval of a higher authority prior to engaging in
selection through negotiations outside structured competitive procedures. Such
provisions generally require the application for approval to be in writing and
to set forth the grounds necessitating the use of negotiation. Approval require-
ments are intended, in particular, to ensure that the concession award without
competitive procedures is used only in appropriate circumstances.

(b) Selection of negotiating partners

92. In order to make the award proceedings as competitive as possible, it is
advisable to require the contracting authority to engage in negotiations with as
many companies judged susceptible of meeting the need as circumstances
permit. Beyond such a general provision, there is no specific provision in the
laws of some countries on the minimum number of contractors or suppliers
with whom the contracting authority is to negotiate. The laws of some other
countries, however, require the contracting authority, where practicable, to
negotiate with, or to solicit proposals from, a minimum number of bidders
(three, for example). The contracting authority is permitted to negotiate with
a smaller number in certain circumstances, in particular, when fewer than the
minimum number of potential bidders were available.
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93. For the purpose of enhancing transparency, it is also advisable to require
a notice of the negotiation proceedings to be given to bidders in a specified
manner. For example, the contracting authority may be required to publish the
notice in a particular publication normally used for that purpose. Such notice
requirements are intended to bring the procurement proceedings to the atten-
tion of a wider range of bidders than might otherwise be the case, thereby
promoting competition. Given the magnitude of most infrastructure projects,
the notice should normally contain certain minimum information (a description
of the project, for example, or qualification requirements) and should be issued
in sufficient time to allow bidders to prepare offers. Generally the formal
eligibility requirements applicable to bidders in competitive selection proceed-
ings should also apply in negotiation proceedings.

94. In some countries, notice requirements are waived when the contracting
authority resorts to negotiation following unsuccessful bidding proceedings
(see para. 89 (e)), if all qualified bidders are permitted to participate in the
negotiations or if no bids at all were received.

(c) Criteria for comparison and evaluation of offers

95. Another useful measure to enhance the transparency and effectiveness of
negotiations outside structured competitive procedures consists of establishing
general criteria that proposals are requested to meet (for example, general
performance objectives or output specifications), as well as criteria for evalu-
ating offers made during the negotiations and for selecting the winning conces-
sionaire (for example, the technical merit of an offer, prices, operating and
maintenance costs and the profitability and development potential of the
project agreement). Where more than one proposal is received, some elements
of competition may be usefully introduced in the negotiations. The contracting
authority should identify the proposals that appear to meet those criteria and
engage in discussions with the author of each such proposal in order to refine
and improve upon the proposal to the point where it is satisfactory to the
contracting authority. The price of each proposal does not enter into those
discussions. When the proposals have been finalized, it may be advisable for
the contracting authority to seek a best and final offer on the basis of the
clarified proposals. It is recommendable that bidders should include with their
final offer evidence that the risk allocation that the offer embodies would be
acceptable to their proposed lenders. From the best and final offers received,
the preferred bidder can then be chosen. The project would then be awarded
to the party offering the “most economical” or “most advantageous” proposal
in accordance with the criteria for selecting the winning concessionaire set
forth in the invitation to negotiate.

(d) Notice of concession award

96. The contracting authority should be required to establish a record of the
selection proceedings (see paras. 120-126) and should publish a notice of the
concession award, which, except in cases involving national defence or na-
tional security interests, should disclose, in particular, the specific circum-
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stances and reasons for the award of the concession without competitive pro-
cedures (see para. 122). In some countries, transparency is further enhanced by
requiring that the project agreement be opened to public inspection.

E. Unsolicited proposals

97. Public authorities are sometimes approached directly by private compa-
nies who submit proposals for the development of projects in respect of which
no selection procedures have been opened. These proposals are usually re-
ferred to as “unsolicited proposals”. Unsolicited proposals may result from the
identification by the private sector of an infrastructure need that may be met
by a privately financed project. They may also involve innovative proposals
for infrastructure management and offer the potential for transfer of new tech-
nology to the host country.

1. Policy considerations

98. One possible reason sometimes cited for waiving the requirement of com-
petitive selection procedures is to provide an incentive for the private sector to
submit proposals involving the use of new concepts or technologies to meet the
contracting authority’s needs. By the very nature of competitive selection pro-
cedures, no bidder has an assurance of being awarded the project, unless it
wins the competition. The cost of formulating proposals for large infrastructure
projects may be a deterrent for companies concerned about their ability to
match proposals submitted by competing bidders. In contrast, the private sector
may see an incentive for the submission of unsolicited proposals in rules that
allow a contracting authority to negotiate such proposals directly with their
authors. The contracting authority, too, may have an interest in the possibility
of engaging in direct negotiations in order to stimulate the private sector to
formulate innovative proposals for infrastructure development.

99. At the same time, however, the award of projects pursuant to unsolicited
proposals and without competition from other bidders may expose the Govern-
ment to serious criticism, in particular in cases involving exclusive conces-
sions. In addition, prospective lenders, including multilateral and bilateral fi-
nancial institutions, may have difficulty in lending or providing guarantees for
projects that have not been the subject of competitive selection proceedings.
They may fear the possibility of challenge and cancellation by future Govern-
ments (for example, because the project award may be deemed subsequently
to have been the result of favouritism or because the procedure did not provide
objective parameters for comparing prices, technical elements and the overall
effectiveness of the project) or legal or political challenge by other interested
parties, such as customers dissatisfied with increased prices or competing
companies alleging unjust exclusion from a competitive selection procedure.

100. In view of the above considerations, it is important for the host country
to consider the need for, and the desirability of, devising special procedures for
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handling unsolicited proposals that differ from the procedures usually followed
for the award of privately financed infrastructure projects. For that purpose, it
may be useful to analyse two situations most commonly mentioned in connec-
tion with unsolicited proposals, namely, unsolicited proposals claiming to in-
volve the use of new concepts or technologies to address the contracting au-
thority’s infrastructure needs and unsolicited proposals claiming to address an
infrastructure need not already identified by the contracting authority.

(a) Unsolicited proposals claiming to involve the use of new concepts
or technologies to address the contracting authority’s infrastructure needs

101. Generally, for infrastructure projects that require the use of some kind
of industrial process or method, the contracting authority would have an inter-
est in stimulating the submission of proposals incorporating the most advanced
processes, designs, methodologies or engineering concepts with demonstrated
ability to enhance the project’s outputs (by significantly reducing construction
costs, for example, accelerating project execution, improving safety, enhancing
project performance, extending economic life, reducing costs of facility main-
tenance and operations or reducing negative environmental impact or disrup-
tions during either the construction or the operational phase of the project).

102. The contracting authority’s legitimate interests might also be achieved
through appropriately modified competitive selection procedures instead of a
special set of rules for handling unsolicited proposals. For instance, if the
contracting authority is using selection procedures that emphasize the expected
output of the project, without being prescriptive about the manner in which that
output is to be achieved (see paras. 64-66), the bidders would have sufficient
flexibility to offer their own proprietary processes or methods. In such a situ-
ation, the fact that each of the bidders has its own proprietary processes or
methods would not pose an obstacle to competition, provided that all the
proposed methods are technically capable of generating the output expected by
the contracting authority.

103. Adding the necessary flexibility to the competitive selection procedures
may in these cases be a more satisfactory solution than devising special
non-competitive procedures for dealing with proposals claiming to involve
new concepts or technologies. With the possible exception of proprietary con-
cepts or technologies whose uniqueness may be ascertained on the basis of the
existing intellectual property rights, a contracting authority may face consider-
able difficulties in defining what constitutes a new concept or technology.
Such a determination may require the services of costly independent experts,
possibly from outside the host country, to avoid allegations of bias. A deter-
mination that a project involves a novel concept or technology might also be
met by claims from other interested companies also claiming to have appropri-
ate new technologies.

104. However, a somewhat different situation may arise if the uniqueness of
the proposal or its innovative aspects are such that it would not be possible to
implement the project without using a process, design, methodology or engi-
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neering concept for which the proponent or its partners possess exclusive
rights, either worldwide or regionally. The existence of intellectual property
rights in relation to a method or technology may indeed reduce or eliminate the
scope for meaningful competition. This is why the procurement laws of most
countries authorize procuring entities to engage in single-source procurement
if the goods, construction or services are available only from a particular
supplier or contractor or if the particular supplier or contractor has exclusive
rights over the goods, construction or services and no reasonable alternative or
substitute exists (see the UNCITRAL Model Procurement Law, art. 22).

105. In such a case, it would be appropriate to authorize the contracting
authority to negotiate the execution of the project directly with the proponent
of the unsolicited proposal. The difficulty, of course, would be how to estab-
lish, with the necessary degree of objectivity and transparency, that there exists
no reasonable alternative or substitute to the method or technology contem-
plated in the unsolicited proposal. For that purpose, it is advisable for the
contracting authority to establish procedures for obtaining elements of com-
parison for the unsolicited proposal.

(b) Unsolicited proposals claiming to address an infrastructure need not
already identified by the contracting authority

106. The merit of unsolicited proposals of this type consists of the identifi-
cation of a potential for infrastructure development that has not been consid-
ered by the authorities of the host country. However, in and of itself this
circumstance should not normally provide sufficient justification for a directly
negotiated project award in which the contracting authority has no objective
assurance that it has obtained the most advantageous solution for meeting its
needs.

2. Procedures for handling unsolicited proposals

107. In the light of the above considerations, it is advisable for the contract-
ing authority to establish transparent procedures for determining whether an
unsolicited proposal meets the required conditions and whether it is in the
contracting authority’s interest to pursue it.

(a) Restrictions to the receivability of unsolicited proposals

108. In the interest of ensuring proper accountability for public expenditures,
some domestic laws provide that no unsolicited proposal may be considered if
the execution of the project would require significant financial commitments
from the contracting authority or other public authority such as guarantees,
subsidies or equity participation. The reason for such a limitation is that the
procedures for handling unsolicited proposals are typically less elaborate than
ordinary selection procedures and may not ensure the same level of transpar-
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ency and competition that would otherwise be achieved. However, there may
be reasons for allowing some flexibility in the application of this condition. In
some countries, the presence of government support other than direct govern-
ment guarantees, subsidy or equity participation (for example, the sale or lease
of public property to authors of project proposals) does not necessarily dis-
qualify a proposal from being treated and accepted as an unsolicited proposal.

109. Another condition for consideration of an unsolicited proposal is that it
should relate to a project for which no selection procedures have been initiated
or announced by the contracting authority. The rationale for handling an un-
solicited proposal without using a competitive selection procedure is to provide
an incentive for the private sector to identify new or unanticipated infrastruc-
ture needs or to formulate innovative proposals for meeting those needs. This
justification may no longer be valid if the project has already been identified
by the authorities of the host country and the private sector is merely proposing
a technical solution different from the one envisaged by the contracting author-
ity. In such a case, the contracting authority could still take advantage of
innovative solutions by applying a two-stage selection procedure (see paras.
54-58). However, it would not be consistent with the principle of fairness in
the award of public contracts to entertain unsolicited proposals outside selec-
tion proceedings already started or announced.

(b) Procedures for determining the admissibility of unsolicited proposals

110. A company or group of companies that approaches the Government
with a suggestion for private infrastructure development should be requested
to submit an initial proposal containing sufficient information to allow the
contracting authority to make a prima facie assessment of whether the condi-
tions for handling unsolicited proposals are met, in particular whether the
proposed project is in the public interest. The initial proposal should include,
for instance, the following information: a statement of the author’s previous
project experience and financial standing; a description of the project (type of
project, location, regional impact, proposed investment, operational costs, fi-
nancial assessment and resources needed from the Government or third par-
ties); details about the site (ownership and whether land or other property will
have to be expropriated); and a description of the service and the works.

111. Following a preliminary examination, the contracting authority should
inform the company, within a reasonably short period, whether or not there is
a potential public interest in the project. If the contracting authority reacts
positively to the project, the company should be invited to submit a formal
proposal, which, in addition to the items covered in the initial proposal, should
contain a technical and economic feasibility study (including characteristics,
costs and benefits) and an environmental impact study. Furthermore, the author
of the proposal should be required to submit satisfactory information regarding
the concept or technology contemplated in the proposal. The information dis-
closed should be in sufficient detail to allow the contracting authority to evalu-
ate the concept or technology properly and to determine whether it meets the
required conditions and is likely to be successfully implemented on the scale
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of the proposed project. The company submitting the unsolicited proposal
should retain title to all documents submitted throughout the procedure and
those documents should be returned to it in the event the proposal is rejected.

112. Once all the required information is provided by the author of the pro-
posal, the contracting authority should decide, within a reasonably short pe-
riod, whether it intends to pursue the project and, if so, what procedure will be
used. Choice of the appropriate procedure should be made on the basis of the
contracting authority’s preliminary determination as to whether or not the
implementation of the project would be possible without the use of a process,
design, methodology or engineering concept for which the proposing company
or its partners possess exclusive rights.

(c) Procedures for handling unsolicited proposals that do not involve
proprietary concepts or technology

113. If the contracting authority, upon examination of an unsolicited pro-
posal, decides that there is public interest in pursuing the project, but the
implementation of the project is possible without the use of a process, design,
methodology or engineering concept for which the proponent or its partners
possess exclusive rights, the contracting authority should be required to award
the project by using the procedures that would normally be required for the
award of privately financed infrastructure projects, such as, for instance, the
competitive selection procedures described in this Guide (see paras. 34-84).
However, the selection procedures may include certain special features so as
to provide an incentive to the submission of unsolicited proposals. These in-
centives may consist of the following measures:

(a) The contracting authority could undertake not to initiate selection
proceedings regarding a project in respect of which an unsolicited proposal
was received without inviting the company that submitted the original proposal;

(b) The original bidder might be given some form of premium for sub-
mitting the proposal. In some countries that use a merit-point system for the
evaluation of financial and technical proposals the premium takes the form of
a margin of preference over the final rating (that is, a certain percentage over
and above the final combined rating obtained by that company in respect of
both financial and non-financial evaluation criteria). One possible difficulty of
such a system is the risk of setting the margin of preference so high as to
discourage competing meritorious bids, thus resulting in the receipt of a project
of lesser value in exchange for the preference given to the innovative bidder.
Alternative forms of incentives may include the reimbursement, in whole or in
part, of the costs incurred by the original author in the preparation of the
unsolicited proposal. For purposes of transparency, any such incentives should
be announced in the request for proposals.

114. Notwithstanding the incentives that may be provided, the author of the
unsolicited proposal should generally be required to meet essentially the same
qualification criteria as would be required of the bidders participating in a
competitive selection proceedings (see paras. 38-40).
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(d) Procedures for handling unsolicited proposals involving proprietary
concepts or technology

115. If it appears that the innovative aspects of the proposal are such that it
would not be possible to implement the project without using a process, design,
methodology or engineering concept for which the author or its partners pos-
sess exclusive rights, either worldwide or regionally, it may be useful for the
contracting authority to confirm that preliminary assessment by applying a
procedure for obtaining elements of comparison for the unsolicited proposal.
One such procedure may consist of the publication of a description of the
essential output elements of the proposal (for example, the capacity of the
infrastructure facility, quality of the product or the service or price per unit)
with an invitation to other interested parties to submit alternative or compara-
ble proposals within a certain period. Such a description should not include
input elements of the unsolicited proposal (the design of the facility, for exam-
ple, or the technology and equipment to be used), in order to avoid disclosing
to potential competitors proprietary information of the person who had submit-
ted the unsolicited proposal. The period for submitting proposals should be
commensurate with the complexity of the project and should afford the pro-
spective competitors sufficient time to formulate their proposals. This may be
a crucial factor for obtaining alternative proposals, for example, if the bidders
would have to carry out detailed subsurface geological investigations that
might have been carried out over many months by the original bidder, who
would want the geological findings to remain secret.

116. The invitation for comparative or competitive proposals should be pub-
lished with a minimum frequency (for example, once every week for three
weeks) in at least one newspaper of general circulation. It should indicate the
time and place where bidding documents may be obtained and should specify
the time during which proposals may be received. It is important for the con-
tracting authority to protect the intellectual property rights of the original au-
thor and to ensure the confidentiality of proprietary information received with
the unsolicited proposal. Any such information should not form part of the
bidding documents. Both the original bidder and any other company that
wishes to submit an alternative proposal should be required to submit a bid
security (see para. 62). Two possible avenues may then be pursued, according
to the reactions received to the invitation:

(a) If no alternative proposals are received, the contracting authority may
reasonably conclude that there is no reasonable alternative or substitute to the
method or technology contemplated in the unsolicited proposal. This finding of
the contracting authority should be appropriately recorded and the contracting
authority could be authorized to engage in direct negotiations with the original
proponent. It may be advisable to require that the decision of the contracting
authority be reviewed and approved by the same authority whose approval
would normally be required in order for the contracting authority to select a
concessionaire through direct negotiation (see para. 89). Some countries whose
laws mandate the use of competitive procedures have used these procedures in
order to establish the necessary transparency required to avoid future chal-
lenges to the award of a concession following an unsolicited proposal. In those
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countries, the mere publication of an invitation to bid would permit an award
to the bidder who originally submitted the unsolicited proposal, even if its bid
were the only one received. This is so because compliance with competitive
procedures typically requires that the possibility of competition should have
been present and not necessarily that competition actually occurred. Publicity
creates such a possibility and adds a desirable degree of transparency;

(b) If alternative proposals are submitted, the contracting authority
should invite all the bidders to negotiations with a view to identifying the most
advantageous proposal for carrying out the project (see paras. 90-96). In the
event that the contracting authority receives a sufficiently large number of
alternative proposals, which appear prima facie to meet its infrastructure needs,
there may be scope for engaging in full-fledged competitive selection proce-
dures (see paras. 34-84), subject to any incentives that may be given to the
author of the original proposal (see para. 113 (b)).

117. The contracting authority should be required to establish a record of the
selection proceedings (paras. 120-126) and to publish a notice of the award of
the project (see para. 119).

F. Confidentiality

118. In order to prevent abuse of the selection procedures and to promote
confidence in the process, it is important that confidentiality be observed by all
parties, especially where negotiations are involved. Such confidentiality is
important in particular to protect any trade or other information that bidders
might include in their proposals and that they would not wish to be made
known to their competitors. Confidentiality should be kept regardless of the
selection method used by the contracting authority.

G. Notice of project award

119. Project agreements frequently include provisions that are of direct inter-
est for parties other than the contracting authority and the concessionaire and
who might have a legitimate interest in being informed about certain essential
elements of the project. This is the case in particular for projects involving the
provision of a service directly to the general public. For purposes of transpar-
ency, it may be advisable to establish procedures for publicizing those terms
of the project agreement which may be of public interest. Such a requirement
should apply regardless of the method used by the contracting authority to
select the concessionaire (for example, whether through competitive selection
procedures, direct negotiations or as a result of an unsolicited proposal). One
possible procedure may be to require the contracting authority to publish a
notice of the award of the project, indicating the essential elements of the
proposed agreements, such as: (a) the name of the concessionaire; (b) a de-
scription of the works and services to be performed by the concessionaire; (c)
the duration of the concession; (d) the price structure; (e) a summary of the
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essential rights and obligations of the concessionaire and the guarantees to be
provided by it; (f) a summary of the monitoring rights of the contracting
authority and remedies for breach of the project agreement; (g) a summary of
the essential obligations of the Government, including any payment, subsidy or
compensation offered by it; and (h) any other essential term of the project
agreement, as provided in the request for proposals.

H. Record of selection and award proceedings

120. In order to ensure transparency and accountability and to facilitate the
exercise of the right of aggrieved bidders to seek review of decisions made by
the contracting authority, the contracting authority should be required to keep
an appropriate record of key information pertaining to the selection proceedings.

121. The record to be kept by the contracting authority should contain, as
appropriate, such general information concerning the selection proceedings as
is usually required to be recorded for public procurement (such as the infor-
mation listed in article 11 of the UNCITRAL Model Procurement Law), as
well as information of particular relevance for privately financed infrastructure
projects. Such information may include the following:

(a) A description of the project for which the contracting authority re-
quested proposals;

(b) The names and addresses of the companies participating in bidding
consortia and the name and address of the members of the bidders with whom
the project agreement has been entered into; and a description of the publicity
requirements, including copies of the publicity used or of the invitations sent;

(c) If changes to the composition of the pre-selected bidders are subse-
quently permitted, a statement of the reasons for authorizing such changes and
a finding as to the qualifications of any substitute or additional consortia con-
cerned;

(d) Information relative to the qualifications, or lack thereof, of bidders
and a summary of the evaluation and comparison of proposals, including the
application of any margin of preference;

(e) A summary of the conclusions of the preliminary feasibility studies
commissioned by the contracting authority and a summary of the conclusions
of the feasibility studies submitted by the qualified bidders;

(f) A summary of any requests for clarification of the pre-selection docu-
ments or the request for proposals, the responses thereto, as well as a summary
of any modification of those documents;

(g) A summary of the principal terms of the proposals and of the project
agreement;

(h) If the contracting authority has found most advantageous a proposal
other than the proposal offering the lowest unit price for the expected output,
a justification of the reasons for that finding by the awarding committee;
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(i) If all proposals were rejected, a statement to that effect and the
grounds for rejection;

(j) If the negotiations with the consortium that submitted the most ad-
vantageous proposal and any subsequent negotiations with remaining respon-
sive consortia did not result in a project agreement, a statement to that effect
and of the grounds therefor.

122. For concession awards without competitive procedures (see para. 89), it
may be useful to include in the record of those proceedings, in addition to
requirements referred to in paragraph 121 that may be applicable, the follow-
ing additional information:

(a) A statement of the grounds and circumstances on which the contract-
ing authority relied to justify the direct negotiation;

(b) The type of publicity used or the name and address of the company
or companies directly invited to the negotiations;

(c) The name and address of the company or companies that requested
to participate and those which were excluded from participating, if any, and the
grounds for their exclusion;

(d) If the negotiations did not result in a project agreement, a statement
to that effect and of the grounds therefor;

(e) The justification given for the selection of the final concessionaire.

123. For selection proceedings engaged in as a result of unsolicited proposals
(see paras. 107-117), it may be useful to include in the record of those proceed-
ings, in addition to requirements referred to in paragraph 121 that may be
applicable, the following additional information:

(a) The name and address of the company or companies submitting the
unsolicited proposal and a brief description of it;

(b) A certification by the contracting authority that the unsolicited pro-
posal was found to be of public interest and to involve new concepts or tech-
nologies, as appropriate;

(c) The type of publicity used or the name and address of the company
or companies directly invited to the negotiations;

(d) The name and address of the company or companies that requested
to participate and those which were excluded from participating, if any, and the
grounds for their exclusion;

(e) If the negotiations did not result in a project agreement, a statement
to that effect and of the grounds therefor;

(f) The justification given for the selection of the final concessionaire.

124. It is advisable for the rules on record requirements to specify the extent
and the recipients of the disclosure. Setting the parameters of disclosure in-
volves balancing factors such as the general desirability, from the standpoint
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of the accountability of contracting authorities, of broad disclosure; the need
to provide bidders with information necessary to enable them to assess their
performance in the proceedings and to detect instances in which there are
legitimate grounds for seeking review; and the need to protect the bidders’
confidential trade information. In view of these considerations, it may be
advisable to provide two levels of disclosure, as envisaged in article 11 of the
UNCITRAL Model Procurement Law. The information to be provided to any
member of the general public may be limited to basic information geared to
the accountability of the contracting authority to the general public. How-
ever, it is advisable to provide for the disclosure for the benefit of bidders
of more detailed information concerning the conduct of the selection, since
that information is necessary to enable the bidders to monitor their relative
performance in the selection proceedings and to monitor the conduct of the
contracting authority in implementing the requirements of the applicable
laws and regulations.

125. Moreover, appropriate measures should be taken to avoid the disclosure
of confidential trade information of suppliers and contractors. This is true in
particular with respect to what is disclosed concerning the evaluation and
comparison of proposals, as excessive disclosure of such information may be
prejudicial to the legitimate commercial interests of bidders. As a general rule,
the contracting authority should not disclose more detailed information relating
to the examination, evaluation and comparison of proposals and proposal
prices, except when ordered to do so by a competent court.

126. Provisions on limited disclosure of information relating to the selection
process would not preclude the applicability to certain parts of the record of
other statutes in the enacting State that confer on the public at large a general
right to obtain access to government records. Disclosure of the information in
the record to legislative or parliamentary oversight bodies may be mandated
pursuant to the law applicable in the host country.

I. Review procedures

127. The existence of fair and efficient review procedures is one of the basic
requirements for attracting serious and competent bidders and for reducing the
cost and the length of award proceedings. An important safeguard of proper
adherence to the rules governing the selection procedure is that bidders have
the right to seek review of actions by the contracting authority in violation of
those rules or of the rights of bidders. Various remedies and procedures are
available in different legal systems and systems of administration, which are
closely linked to the question of review of governmental actions. Whatever the
exact form of review procedures, it is important to ensure that an adequate
opportunity and effective procedures for review are provided. It is particularly
useful to establish a workable “pre-contract” recourse system (that is, proce-
dures for reviewing the contracting authority’s acts as early in the selection
proceedings as feasible). Such a system increases the possibility of taking
corrective actions by the contracting authority before loss is caused and helps
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to reduce cases where monetary compensation is the only option left to redress
the consequences of an improper action by the contracting authority. Elements
for the establishment of an adequate review system are contained in chapter VI
of the UNCITRAL Model Procurement Law.

128. Appropriate review procedures should establish in the first place that
bidders have a right to seek review of decisions affecting their rights. In the
first instance, that review may be sought from the contracting authority itself,
in particular where the project is yet to be awarded. This may facilitate
economy and efficiency, since in many cases, in particular prior to the award-
ing of the project, the contracting authority may be quite willing to correct
procedural errors, of which it may even not have been aware. It may also be
useful to provide for a review by higher administrative organs of the Govern-
ment, where such a procedure would be consistent with constitutional, judicial
and administrative structures. Finally, most domestic procurement regimes
affirm the right to judicial review, which should generally also be available in
connection with the award of infrastructure projects.

129. In order to strike a workable balance between, on the one hand, the need
to preserve the rights of bidders and the integrity of the selection process and,
on the other, the need to limit disruption of the selection process, domestic
laws often include a number of restrictions on review procedures. These in-
clude restricting the right to review to bidders; establishing time limits for
filing of applications for review and for disposition of cases, including time
limits for any suspension of the selection proceedings that may apply at the
level of administrative review; and excluding from the review procedures a
number of decisions that are left to the discretion of the contracting authority
and that do not directly involve questions of the fairness of treatment accorded
to bidders. In most legal systems, administrative review procedures are avail-
able to bidders to challenge decisions by contracting authorities, although ju-
dicial review procedures may not be universally available.

130. There exist in most States mechanisms and procedures for review of
acts of administrative organs and other public entities. In some States, review
mechanisms and procedures have been established specifically for disputes
arising in the context of procurement by those organs and entities. In other
States, those disputes are dealt with by means of the general mechanisms and
procedures for review of administrative acts. Certain important aspects of pro-
ceedings for review, such as the forum where review may be sought and the
remedies that may be granted, are related to fundamental conceptual and struc-
tural aspects of the legal system and the system of State administration in every
country. Many legal systems provide for review of acts of administrative or-
gans and other public entities before an administrative body that exercises
hierarchical authority or control over the organ or entity. In legal systems that
provide for such hierarchical administrative review, the question of which
body or bodies are to exercise that function in respect of acts of particular
organs or entities depends largely on the structure of the State administration.
In the context of general procurement laws, for example, some States provide
for review by a body that exercises overall supervision and control over pro-
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curement in the State (such as a central procurement board); in other States the
review function is performed by the body that exercises financial control and
oversight over operations of the Government and of the public administration.
In some States, the review function in relation to particular types of cases
involving administrative organs or other public entities is performed by spe-
cialized independent administrative bodies whose competence is sometimes
referred to as “quasi-judicial”. Those bodies are not, however, considered in
those States to be courts within the judicial system.

131. Many national legal systems provide for judicial review of acts of ad-
ministrative organs and public entities. In several of those legal systems judi-
cial review is provided in addition to administrative review, while in other
systems only judicial review is provided. Some legal systems provide only
administrative review, and not judicial review. In some legal systems where
both administrative and judicial review are provided, judicial review may be
sought only after opportunities for administrative review have been exhausted;
in other systems the two means of review are available as options. The main
issue raised concerning judicial review is the effect that a judgement that
annuls a public bidding would have on the awarded contract, especially when
public works have already been initiated. Procurement laws tend to attempt to
strike a balance between the conflicting interests of the public sector, that is,
the need to uphold the integrity of the procurement procedure and not to delay
the rendering of a public service, and the interest of the bidders to preserve
their rights. Except where a project agreement was the result of unlawful acts,
a good solution is that a judgement should not render the project agreement
void, but award damages to the injured party. It is usually agreed that such
damages should not include loss of profits, but be limited to the cost incurred
by the bidder in preparing the bid.
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IV. Construction and operation of
infrastructure: legislative framework
and project agreement

A. General provisions of the project agreement

1. The “project agreement” between the contracting authority and the
concessionaire is the central contractual document in an infrastructure project.
The project agreement defines the scope and purpose of the project as well as
the rights and obligations of the parties; it provides details on the execution of
the project and sets forth the conditions for the operation of the infrastructure
or the delivery of the relevant services. Project agreements may be contained
in a single document or may consist of more than one separate agreement
between the contracting authority and the concessionaire. This section discusses
the relation between the project agreement and the host country’s legislation on
privately financed infrastructure projects. It also discusses procedures and for-
malities for the conclusion and entry into force of the project agreement.

1. Legislative approaches

2. Domestic legislation often contains provisions dealing with the content of
the project agreement. In some countries, the law merely refers to the need for
an agreement between the concessionaire and the contracting authority, while
the laws of other countries contain extensive mandatory provisions concerning
the content of clauses to be included in the agreement. An intermediate approach
is taken by those laws which list a number of issues that need to be addressed
in the project agreement without regulating in detail the content of its clauses.

3. General legislative provisions on certain essential elements of the project
agreement may serve the purpose of establishing a general framework for the
allocation of rights and obligations between the parties. They may be intended
to ensure consistency in the treatment of certain contractual issues and to
provide guidance to the public authorities involved in the negotiation of project
agreements at different levels of government (national, provincial or local).
Such guidance may be found particularly useful by contracting authorities
lacking experience in the negotiation of project agreements. Lastly, legislation
may sometimes be required so as to provide the contracting authority with the
power to agree on certain types of provisions.

4. However, general legislative provisions dealing in detail with the rights
and obligations of the parties might deprive the contracting authority and the
concessionaire of the necessary flexibility to negotiate an agreement that takes
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into account the needs and particularities of a specific project. Therefore, it is
advisable to limit the scope of general legislative provisions concerning the
project agreement to those strictly necessary, such as, for instance, provisions
on matters for which prior legislative authorization might be needed or those
which might affect the interests of third parties or provisions relating to essen-
tial policy matters on which variation by agreement is not admitted.

2. The law governing the project agreement

5. Statutory provisions on the law applicable to the project agreement are not
frequently found in domestic legislation on privately financed infrastructure
projects. Where they do appear, they usually provide for the application of the
laws of the host country by a general reference to domestic law or by mention-
ing special statutory or regulatory texts that apply to the project agreement. In
some legal systems there may be an implied submission to the laws of the host
country, even in the absence of a statutory provision to that effect.

6. The law governing the project agreement includes the rules contained in
laws and regulations of the host country related directly to privately financed
infrastructure projects, where specific legislation on the matter exists. In some
countries the project agreement may be subject to administrative law, while in
others the project agreement may be governed by private law (see chap. VII,
“Other relevant areas of law”, paras. 24-27). The governing law also includes
legal rules of other fields of law that apply to the various issues that arise
during the execution of an infrastructure project (see generally chap. VII,
“Other relevant areas of law”, sect. B). Some of those rules may be of an
administrative or other public law nature and their application in the host
country may be mandatory, such as those dealing with environmental protec-
tion measures and health and labour conditions. Some domestic laws expressly
identify the matters that are subject to rules of mandatory application. How-
ever, a number of issues arising out of the project agreement or the operation
of the facility may not be the subject of mandatory rules of a public law nature.
This is typically the case of most contractual issues arising under the project
agreement (for example, formation, validity and breach of contract, including
liability and compensation for breach of contract and wrongful termination).

7. Host countries wishing to adopt legislation on privately financed infra-
structure projects where no such legislation exists may need to address the
various issues raised by such projects in more than one statutory instrument.
Other countries may wish to introduce legislation dealing only with certain
issues that have not already been addressed in a satisfactory manner in existing
laws and regulations. For instance, specific legislation on privately financed
infrastructure projects could establish the particular features of the procedures
to select the concessionaire and refer, as appropriate, to existing legislation on
the award of government contracts for details on the administration of the
process. By the same token, when adopting legislation on privately financed
infrastructure projects, host countries may need to repeal the application of
certain laws and regulations that, in the view of the legislature, constitute
obstacles to their implementation.
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8. For purposes of clarity, it may be useful to provide information to poten-
tial investors concerning those statutory and regulatory texts which are directly
applicable to the execution of privately financed infrastructure projects and, as
appropriate, those whose application has been repealed by the legislature.
However, as it would not be possible to list exhaustively in the law all the
statutes or regulations of direct or subsidiary relevance for privately financed
infrastructure projects, such a list might best be provided in a non-legislative
document, such as a promotional brochure or general information provided to
bidders with the request for proposals (see chap. III, “Selection of the conces-
sionaire”, para. 60).

3. Conclusion of the project agreement

9. For projects as complex as infrastructure projects, it is not unusual for
several months to elapse in the final negotiations (see chap. III, “Selection of
the concessionaire”, paras. 83 and 84) before the parties are ready to sign the
project agreement. Additional time may also be needed in order to accomplish
certain formalities that are often prescribed by law, such as approval of the
project agreement by a higher authority. The entry into force of the project
agreement or of certain categories of project agreement is in some countries
subject to an act of parliament or even the adoption of special legislation.
Given the cost entailed by delay in the implementation of the project agree-
ment, it is advisable to find ways of expediting the final negotiations in order
to avoid unnecessary delay in the conclusion of the project agreement.

10. A number of factors have been found to cause delay in negotiations, such
as inexperience of the parties, poor coordination between different public au-
thorities, uncertainty as to the extent of governmental support and difficulties
in establishing security arrangements acceptable to the lenders. The Govern-
ment may make a significant contribution by providing adequate guidance to
negotiators acting on behalf of the contracting authority in the country. The
clearer the understanding of the parties as to the provisions to be made in the
project agreement, the greater the chances that the negotiation of the project
agreement will be conducted successfully. Conversely, where important issues
remain open after the selection process and little guidance is provided to the
negotiators as to the substance of the project agreement, there may be consider-
able risk of costly and protracted negotiations as well as of justified complaints
that the selection process was not sufficiently transparent and competitive.

11. The procedures for conclusion and entry into force of the project agree-
ment should also be reviewed with a view to expediting matters and avoiding
the adverse consequences of delays in the project’s timetable. In some coun-
tries the power to bind the contracting authority or the Government, as appro-
priate, is delegated in the relevant legislation to designated officials, so that the
entry into force of the project agreement occurs upon signature or upon the
completion of certain formalities, such as publication in the official gazette. In
countries where such a procedure would not be feasible or where final approv-
als by another entity may still be required, it would be desirable to consider
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streamlining the approval procedures. Where such procedures are perceived as
arbitrary or cumbersome, the Government may be requested to provide suffi-
cient guarantees to the concessionaire and the lenders against such risk (see
chap. II, “Project risks and government support”, paras. 45-50). In some coun-
tries where approval requirements exist, contracting authorities have some-
times been authorized to compensate the selected bidder for costs incurred
during the selection process and in preparations for the project, should final
approval be withheld for reasons not attributable to the selected bidder.

B. Organization of the concessionaire

12. Certain requirements concerning the organization of the concessionaire
are often found in domestic legislation and are elaborated upon by detailed
provisions in project agreements. They typically deal with issues such as the
establishment of the concessionaire as a legal entity, its capital, scope of ac-
tivities, statutes and by-laws. In most cases, the selected bidders establish a
project company as an independent legal entity with its own juridical person-
ality, which then becomes the concessionaire under the project agreement. A
project company established as an independent legal entity is the vehicle typi-
cally used for raising financing under the project finance modality (see “Intro-
duction and background information on privately financed infrastructure
projects”, para. 54). Its establishment facilitates coordination in the execution
of the project and provides a mechanism for protecting the interests of the
project, which may not necessarily coincide with the individual interests of all
of the project promoters. This aspect may be of particular importance where
significant portions of the services or supplies required by the project are to be
provided by members of the project consortium.

13. The project company is usually required to be established within a rea-
sonably short period after the award of the project. Since a substantial part
of the liabilities and obligations of the concessionaire, including long-term
ones (project agreement, loan and security agreements and construction con-
tracts), are usually agreed upon at an early stage, the project may benefit
from being independently represented at the time those instruments are ne-
gotiated. However, firm and final commitments by the lenders and other
capital providers cannot reasonably be expected to be available prior to the
final award of the concession.

14. Entities providing public services are often required to be established as
legal entities under the laws of the host country. This requirement reflects the
legislature’s interest to ensure, inter alia, that public service providers comply
with domestic accounting and publicity provisions (such as publication of
financial statements or requirements to make public certain corporate acts).
However, this emphasizes the need for the host country to have adequate
company laws in place (see chap. VII, “Other relevant areas of law”, paras. 30-
33). The ease with which the project company can be established, with due
regard to reasonable requirements deemed to be of public interest, may help to
avoid unnecessary delay in the implementation of the project.
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15. Another important issue concerns the equity investment required for the
establishment of the project company. The contracting authority has a legiti-
mate interest in seeking an equity level that ensures a sound financial basis for
the project company and guarantees its capability to meet its obligations.
However, as the total investment needed as well as the ideal proportion of debt
and equity capital vary from project to project, it may be undesirable to pro-
vide a legislative requirement of a fixed sum as minimum capital for all com-
panies carrying out infrastructure projects in the country. The contracting au-
thority might instead be given more flexibility to arrive at a desirable amount
of equity investment commensurate with the project’s financial needs. For
instance, the expected equity investment might be expressed as a desirable
ratio between debt and equity in the request for proposals and might be in-
cluded among the evaluation criteria for financial and commercial proposals,
so as to stimulate competition among the bidders (see chap. III, “Selection of
the concessionaire”, paras. 75 and 77).

16. In any event, it is advisable to review legislative provisions or regulatory
requirements relating to the organization of the concessionaire so as to ensure
their consistency with international obligations assumed by the host country.
Provisions that restrict or require specific types of legal entity or joint venture
through which a service supplier may supply a service and limitations on the
participation of foreign capital in terms of a maximum percentage limit on
foreign share-holding or the total value of individual or aggregate foreign
investment may be inconsistent with specific obligations undertaken by the
signatory States of certain international agreements on economic integration or
the liberalization of trade in services.

17. Domestic laws sometimes contain provisions concerning the scope of
activities of the project company, requiring, for instance, that they be limited
to the development and operation of a particular project. Such restrictions may
serve the purpose of ensuring the transparency of the project’s accounts and
preserving the integrity of its assets, by segregating the assets, proceeds and
liabilities of this project from those of other projects or other activities not
related to the project. Also, such a requirement may facilitate the assessment
of the performance of each project since deficits or profits could not be
covered with, or set off against, debts or proceeds from other projects or
activities.

18. The contracting authority might also wish to be assured that the statutes
and by-laws of the project company will adequately reflect the obligations
assumed by the company in the project agreement. For this reason, project
agreements sometimes provide that the entry into force of changes in the
statutes and by-laws of the project company is effective upon approval by the
contracting authority. Where the contracting authority or another public au-
thority participates in the project company, provisions are sometimes made to
the effect that certain decisions necessitate the positive vote of the contracting
authority in the meeting of the shareholders or board. In any event, it is im-
portant to weigh the public interests represented through the contracting au-
thority against the need to afford the project company the flexibility necessary



108 UNCITRAL Legislative Guide on Privately Financed Infrastructure Projects

for the conduct of its business. Where it is deemed necessary to require the
contracting authority’s approval to proposed amendments to the statutes and
by-laws of the project company, it is advisable to limit such a requirement to
cases concerning provisions deemed to be of fundamental importance (for
example, amount of capital, classes of shares and their privileges or liquidation
procedures), which should be identified in the project agreement.

C. The project site, assets and easements

19. Provisions relating to the site of the project are an essential part of most
project agreements. They typically deal with issues such as title to land and
project assets, acquisition of land, and easements required by the concessio-
naire to carry out works or to operate the infrastructure. To the extent that the
project agreement contemplates transfer of public property to the concession-
aire or the creation of a right of use regarding public property, prior legislative
authority may be required. Legislation may also be needed to facilitate the
acquisition of the required property or easements when the project site is not
located on public property.

1. Ownership of project assets

20. As indicated earlier, private sector participation in infrastructure projects
may be devised in a variety of different forms, ranging from publicly owned
and operated infrastructure to fully privatized projects (see “Introduction and
background information on privately financed infrastructure projects”, paras.
47-53). Irrespective of the host country’s general or sectoral policy, it is im-
portant that the ownership regime of the various assets involved be clearly
defined and based on sufficient legislative authority. However, there may be
no compelling need for detailed legislative provisions on this matter. In various
countries it was found sufficient to provide legislative guidance as to matters
that need to be addressed in the project agreement.

21. In some legal systems, physical infrastructure required for the provision of
public services is generally regarded as public property, even where it was
originally acquired or created with private funds. This would typically include
any property especially acquired for the construction of the facility in addition
to any property that might have been made available to the concessionaire by
the contracting authority. However, during the life of the project the concessio-
naire may make extensive improvements or additions to the facility. It may not
always be easily ascertainable under the applicable law whether or not such
improvements or additions become an integral part of the public assets held in
possession by the concessionaire or whether some of them may be separable
from the public property held by the concessionaire and become the conces-
sionaire’s private property. It is therefore advisable for the project agreement
to specify, as appropriate, which assets will be public property and which will
become the private property of the concessionaire.
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22. The need for clarity in respect of ownership of project assets is not limited
to legal systems where physical infrastructure required for the provision of
public services is regarded as public property. Generally, where the contracting
authority provides the land or facility required to execute the project, it is
advisable for the project agreement to specify, as appropriate, which assets will
remain public property and which will become the private property of the
concessionaire. The concessionaire may either receive title to such land or
facilities or be granted only a leasehold interest or the right to use the land or
facilities and build upon it, in particular where the land remains public prop-
erty. In either case, the nature of the concessionaire’s rights should be clearly
established, as this will directly affect the concessionaire’s ability to create
security interests in project assets for the purpose of raising financing for the
project (see paras. 54 and 55).

23. In addition to the ownership of assets during the duration of the conces-
sion period, it is important to consider the ownership regime upon expiry or
termination of the project agreement. In some countries the law places particu-
lar emphasis on the contracting authority’s interest in the physical assets
related to the project and generally require the handover to the contracting
authority of all of them, whereas in other countries privately financed infra-
structure projects are regarded primarily as a means of procuring services over
a specified period, rather than of constructing assets. Thus, the laws of the
latter countries limit the concessionaire’s handover obligations to public assets
and property originally made available to the concessionaire or certain other
assets deemed to be necessary to ensure provision of the service. Sometimes,
such property is transferred directly from the concessionaire to another conces-
sionaire who succeeds it in the provision of the service.

24. Differences in legislative approaches often reflect the varying role of the
public and private sectors under different legal and economic systems, but may
also be the result of practical considerations on the part of the contracting
authority. One practical reason for the contracting authority to allow the con-
cessionaire to retain certain assets at the end of the project period may be the
desire to lower the cost at which the service will be provided. If the project
assets are likely to have a residual value for the concessionaire and that value
can be taken into account during the selection process, the contracting author-
ity may expect the tariffs charged for the service to be lower. Indeed, if the
concessionaire does not expect to have to cover the entire cost of the assets in
the life of the project, but can cover part of it by selling them, or using them
for other purposes, after the project agreement expires, there is a possibility
that the service may be provided at a lower cost than if the concessionaire had
to cover all its costs in the life of the project. Moreover, certain assets may
require such extensive refurbishing or technological upgrading at the end
of the project period that it might not be cost-effective for the contracting
authority to claim them. There may also be residual liabilities or consequential
costs, for instance, because of liability for environmental damage or demolition
costs.
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25. For these reasons, the laws of some countries do not contemplate an
unqualified transfer of all assets to the contracting authority, but allow a dis-
tinction between three main categories of assets:

(a) Assets that must be transferred to the contracting authority. This
category typically includes public property that was used by the concessionaire
to provide the service concerned. Assets may include both facilities made
available to the concessionaire by the contracting authority and new facilities
built by the concessionaire pursuant to the project agreement. Some laws also
require the transfer of assets, goods and property subsequently acquired by the
concessionaire for the purpose of operating the facility, in particular where
they become part of, or are permanently affixed to, the infrastructure facility
to be handed over to the contracting authority;

(b) Assets that may be purchased by the contracting authority, at its
option. This category usually includes assets originally owned by the conces-
sionaire, or subsequently acquired by it, which, without being indispensable or
strictly necessary for the provision of the service, may enhance the conven-
ience or efficiency of operating the facility or the quality of the service;

(c) Assets that remain the private property of the concessionaire. These
are assets owned by the concessionaire that do not fall under (b) above. Typi-
cally the contracting authority is not entitled to such assets, which may be
freely removed or disposed of by the concessionaire.

26. In the light of the above, it is useful to require in the law that the project
agreement specify, as appropriate, which assets will be public property and
which will be the private property of the concessionaire. The project agreement
should identify which assets the concessionaire is required to transfer to the
contracting authority or to a new concessionaire upon expiry or termination of
the project agreement; which assets the contracting authority, at its option, may
purchase from the concessionaire; and which assets the concessionaire may
freely remove or dispose of upon expiry or termination of the project agree-
ment. These provisions should be complemented by contractual criteria for
establishing, as appropriate, the compensation to which the concessionaire may
be entitled in respect of assets transferred to the contracting authority or to a
new concessionaire or purchased by the contracting authority upon expiry or
termination of the project agreement (see chap. V, “Duration, extension and
termination of the project agreement”, paras. 37-40).

2. Acquisition of land required for execution of the project

27. Where a new infrastructure facility is to be built on public land (that is,
land owned by the contracting authority or another public authority) or an
existing infrastructure facility is to be modernized or rehabilitated, it will nor-
mally be for the owner of such land or facility to make it available to the
concessionaire. The situation is more complex when the land is not already
owned by the contracting authority and needs to be purchased from its owners.
In most cases, the concessionaire would not be in the best position to assume
responsibility for purchasing the land needed for the project, in view of the
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potential delay and expense involved in negotiations with a possibly large
number of individual owners, nor, as may be necessary in some jurisdictions,
to undertake complex searches of title deeds and review of chains of previous
property transfers so as to establish the regularity of the title of individual
owners. It is therefore typical for the contracting authority to assume respon-
sibility for providing the land required for the implementation of the project,
so as to avoid unnecessary delay or increase in project cost as a result of the
acquisition of land. The contracting authority may purchase the required land
from its owners or, if necessary, acquire it compulsorily.

28. The procedure whereby private property is compulsorily acquired by the
Government against the payment of appropriate compensation to the owners,
which is referred to in domestic legal systems by various technical expressions,
such as “expropriation”, is referred to in the present Guide as “compulsory
acquisition”. In countries where the law contemplates more than one type of
procedure for compulsory acquisition, it may be desirable to authorize the
competent public authorities to carry out all acquisitions required for privately
financed infrastructure projects pursuant to the most efficient of those proce-
dures, such as the special procedures that in some countries apply for reasons
of compelling public need (see chap. VII, “Other relevant areas of law”, paras.
22 and 23).

29. The power to acquire property compulsorily is usually vested in the Gov-
ernment, but the laws of a number of countries also authorize infrastructure
operators or public service providers (such as railway companies, electricity
authorities or telephone companies) to perform certain actions for the compul-
sory acquisition of private property required for providing or expanding their
services to the public. In those countries in particular where the award of
compensation to the owners of the property compulsorily acquired is adjudi-
cated in court proceedings, it has been found useful to delegate to the conces-
sionaire the authority to carry out certain acts relating to the compulsory ac-
quisition, while the Government remains responsible for accomplishing those
acts which, under the relevant legislation, are preconditions to the initiation of
the acquisition proceedings. Upon acquisition, the land often becomes public
property, although in some cases the law may authorize the contracting author-
ity and the concessionaire to agree on a different arrangement, taking into
account their respective shares in the cost of acquiring the property.

3. Easements

30. Special arrangements may be required, in cases where the concessionaire
needs to transit on or through the property of third parties to access the project
site or to perform or maintain any works required for the provision of the
service (for example, to place traffic signs on adjacent lands; to install poles
or electric transmission lines above third parties’ property; to install and
maintain transforming and switching equipment; to trim trees that interfere
with telephone lines placed on abutting property; or to lay oil, gas or water
pipes).
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31. The right to use another person’s property for a specific purpose or to do
work on it is often referred to by the word “easement”. Easements usually
require the consent of the owner of the property to which they pertain, unless
such rights are provided by the law. Usually it is not an expeditious or cost-
effective solution to leave it to the concessionaire to acquire easements directly
from the owners of the properties concerned. Instead it is more frequent for
those easements to be compulsorily acquired by the contracting authority si-
multaneously with the project site.

32. A somewhat different alternative might be for the law itself to empower
public service providers to enter, pass through or do work or affix installations
upon the property of third parties, as required for the construction, operation
and maintenance of public infrastructure. Such an approach, which may obvi-
ate the need to acquire easements in respect of individual properties, may be
used in sector-specific legislation where it is deemed possible to determine, in
advance, certain minimum easements that may be needed by the concessio-
naire. For instance, a law specific to the power generation sector may lay down
the conditions under which the concessionaire obtains a right of cabling for the
purpose of placing and operating basic and distribution networks on property
belonging to third parties. Such a right may be needed for a number of meas-
ures, such as establishing or placing underground and overhead cables, as well
as establishing supporting structures and transforming and switching equip-
ment; maintaining, repairing and removing any of those installations; establish-
ing a safety zone along underground or overhead cables; or removing obstacles
along the wires or encroaching on the safety zone. Under some legal systems,
the owners may be entitled to compensation should the extent of the rights
granted to the concessionaire be such that the use of the properties by their
owners is substantially hindered.

D. Financial arrangements

33. Financial arrangements typically include provisions concerning the con-
cessionaire’s obligations to raise funds for the project, outline the mechanisms
for disbursing and accounting for funds, establish methods for calculating and
adjusting the tariffs charged by the concessionaire and deal with the types of
security interests that may be established in favour of the concessionaire’s
creditors. It is important to ensure that the laws of the host country facilitate
or at least do not pose obstacles to the financial management of the project.

1. Financial obligations of the concessionaire

34. In privately financed infrastructure projects the concessionaire is typically
responsible for raising the funds required to construct and operate the infrastruc-
ture facility. The concessionaire’s obligations in this regard are typically set forth
in detailed provisions in the project agreement. In most cases, the contracting
authority or other public authorities would be interested in limiting their financial
obligations to those specifically expressed in the project agreement or those
forms of direct support that the Government has agreed to extend to the project.
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35. The amount of private capital contributed directly by the project company’s
shareholders typically represents only a portion of the total proposed investment.
A far greater portion derives from loans extended to the concessionaire by
commercial banks and international financial institutions and from the proceeds
of the placement of bonds and other negotiable instruments on the capital market
(see “Introduction and background information on privately financed infrastruc-
ture projects”, paras. 54-67). It is therefore important to ensure that the law does
not unnecessarily restrict the concessionaire’s ability to enter into the financial
arrangements it sees fit for the purpose of financing the infrastructure.

2. Tariff setting and tariff control

36. Tariffs or usage fees charged by the concessionaire may be the main
(sometimes even the sole) source of revenue to recover the investment made
in the project in the absence of subsidies or payments by the contracting
authority (see paras. 47-51) or the Government (see chap. II, “Project risks and
government support,” paras. 30-60). The concessionaire will therefore seek to
be able to set and maintain tariffs and fees at a level that ensures sufficient cash
flow for the project. However, in some legal systems there may be limits to the
concessionaire’s freedom to establish tariffs and fees. The cost at which public
services are provided is typically an element of the Governments’s infrastruc-
ture policy and a matter of immediate concern for large sections of the public.
Thus, the regulatory framework in many countries includes special rules to
control tariffs and fees for the provision of public services. Furthermore, statu-
tory provisions or general rules of law in some legal systems establish param-
eters for pricing goods or services, for instance by requiring that tariffs meet
certain standards of “reasonableness”, “fairness” or “equity”.

(a) The concessionaire’s authority to collect tariffs

37. In a number of countries prior legislative authorization may be necessary
in order for a concessionaire to collect tariffs for the provision of public serv-
ices or to demand a fee for the use of public infrastructure facilities. The
absence of such a general provision in legislation has in some countries given
rise to judicial disputes challenging the concessionaire’s authority to charge a
tariff for the service.

38. Where it is deemed necessary to include in general legislation provisions
concerning the level of tariffs and user fees, they should seek to achieve a
balance between the interests of investors and current and future users. It is
advisable that statutory criteria for determining tariffs and fees take into account,
in addition to social factors the Government regards as relevant, the concession-
aire’s interest in achieving a level of cash flow that ensures the economic
viability and commercial profitability of the project. Furthermore, it is advisable
to provide the parties with the necessary authority to negotiate appropriate
arrangements, including compensation provisions, in order to address situations
where the application of tariff control rules directly or indirectly related to the
provision of public services may result in fixing tariffs or fees below the level
required for the profitable operation of the project (see para. 124).
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(b) Tariff control methods

39. Domestic laws often subject tariffs or user fees to some control mechanism.
Many countries have chosen to set only the broad tariff principles in legislation
while leaving their actual implementation to the regulatory agency concerned
and to the terms and conditions of licences or concessions. This approach is
advisable because formulas are sector-specific and may require adaptation dur-
ing the life of a project. Where tariff control measures are used, the law typically
requires that the tariff formula be advertised with the request for proposals and
be incorporated into the project agreement. Tariff control systems typically
consist of formulas for the adjustment of tariffs and monitoring provisions to
ensure compliance with the parameters for tariff adjustment. The most common
tariff control methods used in domestic laws are based on rate-of-return and
price-cap principles. There are also hybrid regimes that have elements of both.
It should be noted that a well-functioning tariff control mechanism requires
detailed commercial and economic analysis and that the brief discussion that
follows offers only an overview of selected issues and possible solutions.

(i) Rate-of-return method

40. Under the rate-of-return method, the tariff adjustment mechanism is de-
vised so as to allow the concessionaire an agreed rate of return on its invest-
ment. The tariffs for any given period are established on the basis of the
concessionaire’s overall revenue requirement to operate the facility, which
involves determining its expenses, the investments undertaken to provide the
services and the allowed rate of return. Reviews of the tariffs are undertaken
periodically, sometimes whenever the contracting authority or other interested
parties consider that the actual revenue is higher or lower than the revenue
requirement of the facility. For that purpose, the contracting authority verifies
the expenses of the facility, determines to what extent investments undertaken
by the concessionaire are eligible for inclusion in the rate base and calculates
the revenues that need to be generated to cover the allowable expenses and the
return on investment agreed upon. The rate-of-return method is typically used
in connection with the supply of public services for which a constant demand
can be forecast, such as power, gas or water supply. For facilities or services
exposed to greater elasticity of demand, such as tollroads, it might not be possible
to keep the concessionaire’s rate of return constant by regular tariff adjustments.

41. The rate-of-return method has been found to provide a high degree of
security for infrastructure operators, since the concessionaire is assured that the
tariffs charged will be sufficient to cover its operating expenses and allow the
agreed rate of return. Because tariffs are adjusted regularly, thus keeping the
concessionaire’s rate of return essentially constant, investment in companies
providing public services is exposed to little market risk. The result is typically
lower costs of capital. The possible disadvantage of the rate-of-return method
is that it provides little incentive for infrastructure operators to minimize their
costs because of the assurance that those costs will be recovered through tariff
adjustments. However, some level of incentive may exist if the tariffs are not
adjusted instantaneously or if the adjustment does not apply retroactively. It
should be noted that the implementation of the rate-of-return method requires
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a substantial amount of information, as well as extensive negotiations (for
example, on eligible expenditures and cost allocation).

(ii) Price-cap method

42. Under the price-cap method, a tariff formula is set for a given period (such
as four or five years) taking into account future inflation and future efficiency
gains expected from the facility. Tariffs are allowed to fluctuate within the
limits set by the formula. In some countries, the formula is a weighted average
of various indices, in others it is a consumer price index minus a productivity
factor. Where substantial new investments are required, the formula may in-
clude an additional component to cover these extra costs. The formula can
apply to all services of the company or to selected groups of services only, and
different formulas may be used for different groups. The periodic readjustment
of the formula is, however, based on the rate-of-return type of calculations,
requiring the same type of detailed information as indicated above, though on
a less frequent basis.

43. The implementation of the price-cap method may be less complex than the
rate-of-return method. The price-cap method has been found to provide greater
incentives for public service providers, since the concessionaire retains the
benefits of lower than expected costs until the next adjustment period. At the
same time, however, public service providers are typically exposed to more
risk under the price-cap method than under the rate-of-return method. In par-
ticular, the concessionaire faces the risk of loss when the costs turn out to be
higher than expected, since the concessionaire cannot raise the tariffs until the
next tariff adjustment. The greater risk exposure increases the costs of capital.
If the project company’s returns are not allowed to rise, there may be difficul-
ties in attracting new investment. Also, the company may be tempted to lower
the quality of the service in order to reduce costs.

(iii) Hybrid methods

44. Many tariff adjustment methods currently being used combine elements of
both the rate-of-return and the price-cap methods with a view to both reducing
the risk borne by the service providers and providing sufficient incentives for
efficiency in the operation of the infrastructure. One such hybrid method
employs sliding scales for adjusting the tariffs that ensure upward adjustment
when the rate of return falls below a certain threshold and downward adjust-
ment when the rate of return exceeds a certain maximum, with no adjustment
for rates of return falling between those levels. Other possible approaches to
balancing the rate-of-return and price-cap methods include a review by the
contracting authority of the investments made by the concessionaire to ensure
that they meet the criteria of usefulness in order to be taken into account when
calculating the concessionaire’s revenue requirement. Another tariff adjust-
ment technique that may be used to set tariffs, or more generally to monitor
tariff levels, is benchmark or yardstick pricing. By comparing the various cost
components of one public service provider with those of another and with
international norms, the contracting authority may be able to judge whether
tariff adjustments requested by the public service provider are reasonable.
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(c) Policy considerations on tariff control

45. Each of the main tariff adjustment methods discussed above has its own
advantages and disadvantages and varying impact on private sector investment
decisions (see paras. 41 and 43). This should be taken into account by the
legislature when considering the appropriateness of tariff control methods to
domestic circumstances. Different methods may also be used for different
infrastructure sectors. Some laws indeed authorize the contracting authority to
apply either a price-cap or rate-of-return method in the selection of
concessionaires, according to the scope and nature of investments and services.
In choosing a tariff control method, it is important to take into account the
impact of the various policy options on private sector investment decisions.
Whatever mechanism is chosen, the capacity of the contracting authority or the
regulatory agency to monitor adequately the performance of the concessionaire
and to implement the adjustment method satisfactorily should be carefully
considered (see also chap. I, “General legislative and institutional framework”,
paras. 30-53).

46. It is important to bear in mind that tariff adjustment formulas cannot be
set once and for all, as technology, exchange rates, wage levels, productivity
and other factors are bound to change significantly, sometimes even unpredict-
ably, over the concession period. Furthermore, tariff adjustment formulas are
typically drawn up assuming a certain level of output or demand and may lead
to unsatisfactory results if the volume of output or demand changes consider-
ably. Therefore, many countries have established mechanisms for revision of
tariff formulas, including periodic revisions (every four or five years, say) of
the formula or ad hoc revisions whenever it is demonstrated that the formula
has failed to ensure adequate compensation to the concessionaire (see also
paras. 59-68). The tariff regime will also require adequate stability and predict-
ability to enable public service providers and users to plan accordingly and to
allow financing based on a predictable revenue. Investors and lenders may be
particularly concerned about regulatory changes affecting the tariff adjustment
method. Thus, they typically require the tariff adjustment formula to be incor-
porated into the project agreement.

3. Financial obligations of the contracting authority

47. Where the concessionaire offers services directly to the general public, the
contracting authority or other public authority may undertake to make direct
payments to the concessionaire as a substitute for, or in addition to, service
charges to be paid by the users. Where the concessionaire produces a commod-
ity for further transmission or distribution by another service provider, the
contracting authority may undertake to purchase that commodity wholesale at
an agreed price and on agreed conditions. The main examples of such arrange-
ments are discussed briefly below.

(a) Direct payments

48. Direct payments by the contracting authority have been used in some
countries as a substitute for, or as a supplement to, payments by the end users,
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in particular in tollroad projects, through a mechanism known as “shadow
tolling”. Shadow tolls are arrangements whereby the concessionaire assumes
the obligation to develop, build, finance and operate a road or another trans-
portation facility for a set number of years in exchange for periodic payments
in place of, or in addition to, real or explicit tolls paid by users. Shadow toll
schemes may be used to address risks that are specific to transportation
projects, in particular the risk of lower-than-expected traffic levels (see chap.
II, “Project risks and government support”, para. 18). Furthermore, shadow toll
schemes may be politically more acceptable than direct tolls, for example,
where it is feared that the introduction of toll payments on public roads may
give rise to protests by road users. However, where such arrangements involve
some form of subsidy to the project company, their conformity with certain
obligations of the host country under international agreements on regional
economic integration or trade liberalization should be carefully considered.

49. Shadow tolls may involve a substantial expenditure for the contracting
authority and require close and extensive monitoring by it. In countries that
have used shadow tolls for the development of new road projects, payments by
the contracting authority to the concessionaire are based primarily on actual
traffic levels, as measured in vehicle-miles. It is considered advisable to pro-
vide that payments are not made until traffic begins, so that the concessionaire
has an incentive to open the road as quickly as possible. At the same time, it
has been found useful to calculate payments on the basis of actual traffic for
the duration of the concession. This system gives the concessionaire a reason
to ensure that usage of the road will be disrupted as little as possible by repair
works. Alternatively, the project agreement could contain a penalty or liqui-
dated damages clause for lack of lane availability resulting from repair works.
The concessionaire is typically required to perform continuous traffic counts to
calculate annual vehicle-miles, which are verified periodically by the contract-
ing authority. A somewhat modified system may combine both shadow tolls
and direct tolls paid by the users. In such a system, shadow tolls are only paid
by the contracting authority in the event that the traffic level over a certain
period falls below the agreed minimum level necessary for the concessionaire
to operate the road profitably.

(b) Purchase commitments

50. In the case of independent power plants or other facilities that generate
goods or services capable of being delivered on a long-term basis to an iden-
tified purchaser, the contracting authority or other public authority often as-
sume an obligation to purchase such goods and services, at an agreed rate, as
they are offered by the concessionaire. Contracts of this type are usually re-
ferred to as “off-take agreements”. Off-take agreements often include two
types of payments: payments for the availability of the production capacity and
payments for units of actual consumption. In a power generation project, for
example, the power purchase agreement may contemplate the following
charges:

(a) Capacity charges. These are charges payable regardless of actual
output in a billing period and are calculated to be sufficient to pay all of the
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concessionaire’s fixed costs incurred to finance and maintain the project,
including debt service and other ongoing financing expenses, fixed operation
and maintenance expenses and a certain rate of return. The payment of ca-
pacity charges is often subject to the observance of certain performance or
availability standards;

(b) Consumption charges. These charges are not intended to cover all of
the concessionaire’s fixed costs, but rather to pay the variable or marginal costs
that the concessionaire has to bear to generate and deliver a given unit of the
relevant service or good (such as a kilowatt-hour of electricity). Consumption
charges are usually calculated to cover the concessionaire’s variable operating
costs, such as that of fuel consumed when the facility is operating, water
treatment expenses and costs of consumables. Variable payments are often tied
to the concessionaire’s own variable operating costs or to an index that reason-
ably reflects changes in operating costs.

51. From the perspective of the concessionaire, a combined scheme of capac-
ity and consumption charges is particularly useful to ensure cost recovery
where the transmission or distribution function for the goods or services gen-
erated by the concessionaire is subject to a monopoly. However, the capacity
charges provided in the off-take agreement should be commensurate with the
other sources of generating capacity available to, or actually used by, the
contracting authority. In order to ensure the availability of funds for payments
by the contracting authority under the off-take agreement, it is advisable to
consider whether advance budgeting arrangements are required. Payments
under an off-take agreement may be backed by a guarantee issued by the host
Government or by a national or international guarantee agency (see chap. II,
“Project risks and government support”, paras. 46 and 47).

E. Security interests

52. Generally, security interests in personal property provide the secured cre-
ditor with essentially two kinds of rights: a property right allowing the secured
creditor, in principle, to repossess the property or have a third party repossess
and sell it, and a priority right to receive payment with the proceeds from the
sale of the property in the event of default by the debtor. Security arrangements
in project finance generally play a defensive or preventive role by ensuring
that, in the event a third party acquires the debtor’s operations (for example,
by foreclosure, in bankruptcy or directly from the debtor) all of the proceeds
resulting from the sale of those assets will go first to repayment of outstanding
loans. Nevertheless, lenders would generally aim at obtaining security interests
that allow them to foreclose and take possession of a project they can take over
and operate either to restore its economical viability with a view to reselling
at an appropriate time or to retaining the project indefinitely and collecting an
ongoing revenue.

53. Security arrangements are crucial for financing infrastructure projects, in
particular where the financing is structured under the “project finance” modal-
ity. The financing documents for privately financed infrastructure projects typi-



Construction and operation of infrastructure: legislative framework and project agreement 119

cally include both security over physical assets related to the project and se-
curity over intangible assets held by the concessionaire. A few of the main
requirements for the successful closure of the security arrangements are dis-
cussed below. It should be noted, however, that, in some legal systems, any
security given to lenders that makes it possible for them to take over the project
is only allowed under exceptional circumstances and under certain specific
conditions, namely, that the creation of such security requires the agreement of
the contracting authority; that the security should be granted for the specific
purpose of facilitating the financing or operation of the project; and that the
security interests should not affect the obligations undertaken by the concessio-
naire. Those conditions often derive from general principles of law or from
statutory provisions and cannot be waived by the contracting authority through
contractual arrangements.

1. Security interests in physical assets

54. The negotiation of security arrangements required in order to obtain fi-
nancing for the project may face legal obstacles where project assets are public
property. If the concessionaire lacks title to the property it will in many legal
systems have no (or only limited) power to encumber such property. Where
limitations of this type exist, the law may still facilitate the negotiation of
security arrangements for instance by indicating the types of asset in respect
of which such security interests may be created or the type of security interest
that is permissible. In some legal systems, a concessionaire that is granted a
leasehold interest or right to use certain property may create a security interest
over the leasehold interest or right to use.

55. Furthermore, security interests may also be created where the concession
encompasses different types of public property, such as when title to adjacent
land (and not only the right to use it) is granted to a railway company in
addition to the right to use the public infrastructure. Where it is possible to
create any form of security interests in respect of assets owned by, or required
to be handed over to, the contracting authority or assets in relation to which
the contracting authority has a contractual option of purchase (see para. 28),
the law may require the approval of the contracting authority in order for the
concessionaire to create such security interests.

2. Security interests in intangible assets

56. The main intangible asset in an infrastructure project is the concession itself,
that is the concessionaire’s right to operate the infrastructure or to provide the
relevant service. In most legal systems, the concession provides its holder with
the authority to control the entire project and entitles the concessionaire to earn
the revenue generated by the project. Thus, the value of the concession well
exceeds the combined value of all of the physical assets involved in a project.
Because the concession holder would usually have the right to possess and
dispose of all project assets (with the possible exception of those which are
owned by other parties, such as public property in the possession of the conces-
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sionaire), the concession would typically encompass both present and future
assets of a tangible or intangible nature. The lenders may therefore regard the
concession as an essential component of the security arrangements negotiated
with the concessionaire. A pledge of the concession itself may have various
practical advantages for the concessionaire and the lenders, in particular in legal
systems that would not otherwise allow the creation of security over all of a
company’s assets or which do not generally recognize non-possessory security
interests (see chap. VII, “Other relevant areas of law”, paras. 10-16). These
advantages may include avoiding the need to create separate security interests
for each project asset, allowing the concessionaire to continue to deal with those
assets in the ordinary course of business and making it possible to pledge certain
assets without transferring actual possession of the assets to the creditors.
Furthermore, a pledge of the concession may entitle the lenders, in case of breach
by the concessionaire, to avert termination of the project by taking over the
concession and making arrangements for continuation of the project under
another concessionaire. A pledge of the concession may, therefore, represent a
useful complement to or, under certain circumstances, a substitute for a direct
agreement between the lenders and the contracting authority concerning the
lenders’ step-in rights (see paras. 147-150).

57. However, in some legal systems there may be obstacles to a pledge of the
concession in the absence of express legislative authorization. Under various
legal systems, security interests may only be created in respect of assets that can
be freely transferable by the grantor of the security. Since the right to operate the
infrastructure is in most cases not transferable without the consent of the con-
tracting authority (see paras. 62 and 63), in some legal systems it may not be
possible for the concessionaire to create security interests over the concession
itself. Recent legislation in some civil law jurisdictions has removed that obsta-
cle by creating a special category of security interest, sometimes referred to by
expressions such as “hipoteca de concesión de obra pública” or “prenda de
concesión de obra pública” (“public works concession mortgage” or “pledge of
public works concession”), which generally provides the lenders with an en-
forceable security interest covering all of the rights granted to the concessionaire
under the project agreement. However, in order to protect the public interest, the
law requires the consent of the contracting authority for any measure by the
lenders to enforce such a right, under conditions to be provided in an agreement
between the contracting authority and the lenders. A somewhat more limited
solution has been achieved in some common law jurisdictions in which a
distinction has been made between the non-transferable right to carry out a
certain activity under a governmental licence (that is, the “public rights” arising
under the licence) and the right to claim proceeds received by the licensee (the
latter’s “private rights” under the licence).

3. Security interests in trade receivables

58. Another form of security typically given in connection with most privately
financed infrastructure projects is an assignment to lenders of proceeds from
contracts with customers of the concessionaire. Those proceeds may consist of
the proceeds of a single contract (such as a power purchase commitment by a
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power distribution entity) or of a large number of individual transactions (such
as monthly payment of gas or water bills). Those proceeds typically include the
tariffs charged to the public for the use of the infrastructure (for example, tolls
on a tollroad) or the price paid by the customers for the goods or services
provided by the concessionaire (electricity charges, for example). They may
also include the revenue of ancillary concessions. Security of this type is a
typical element of the financing arrangements negotiated with the lenders and
the loan agreements often require that the proceeds of infrastructure projects
be deposited in an escrow account managed by a trustee appointed by the
lenders. Such a mechanism may also play an essential role in the issuance of
bonds and other negotiable instruments by the concessionaire.

59. Security over trade receivables plays a central role in financing arrange-
ments that involve the placement of bonds and other negotiable instruments.
Those instruments may be issued by the concessionaire itself, in which case the
investors purchasing the security will become its creditors, or they may be
issued by a third party to whom the project receivables have been assigned
through a mechanism known as “securitization”. Securitization involves the
creation of financial securities backed by the project’s revenue stream, which
is pledged to pay the principal and interest of that security. Securitization
transactions usually involve the establishment of a legal entity separate from
the concessionaire and especially dedicated to the business of securitizing
assets or receivables. This legal entity is often referred to as a “special-purpose
vehicle”. The concessionaire assigns project receivables to the special-purpose
vehicle, which, in turn, issues to investors interest-bearing instruments that are
backed by the project receivables. The securitized bondholders thereby acquire
the right to the proceeds of the concessionaire’s transactions with its custom-
ers. The concessionaire collects the tariffs from the customers and transfers the
funds to the special-purpose vehicle, which then transfers it to the securitized
bondholders. In some countries, recent legislation has expressly recognized the
concessionaire’s authority to assign project receivables to a special-purpose
vehicle, which holds and manages the receivables for the benefit of the pro-
ject’s creditors. With a view to protecting the bondholders against the risk of
insolvency of the concessionaire, it may be advisable to adopt the necessary
legislative measures to enable the legal separation between the concessionaire
and the special-purpose vehicle.

60. In most cases it would not be practical for the concessionaire to specify
individually the receivables being assigned to the creditors. Assignment of
receivables in project finance therefore typically takes the form of a bulk
assignment of future receivables. Statutory provisions recognizing the conces-
sionaire’s authority to pledge the proceeds of infrastructure projects have been
included in recent domestic legislation in various legal systems. However,
there may be considerable uncertainty in various legal systems with regard to
the validity of the wholesale assignment of receivables and of future receiva-
bles. It is therefore important to ensure that domestic laws on security interests
do not hinder the ability of the parties effectively to assign trade receivables
in order to obtain financing for the project (see chap. VII, “Other relevant areas
of law”, paras. 10-16).
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4. Security interests in the project company

61. Where the concession may not be assigned or transferred without the
consent of the contracting authority (see paras. 62 and 63), the law sometimes
prohibits the establishment of security over the shares of the project company.
It should be noted, however, that security over the shares of the project com-
pany is commonly required by lenders in project finance transactions and that
general prohibitions on the establishment of such security may limit the project
company’s ability to raise funding for the project. As with other forms of
security, it may therefore be useful for the law to authorize the concessio-
naire’s shareholders to create such security, subject to the contracting authori-
ty’s prior approval, where an approval would be required for the transfer of
equity participation in the project company (see paras. 64-68).

F. Assignment of the concession

62. Concessions are granted in view of the particular qualifications and reli-
ability of the concessionaire and in most legal systems they are not freely
transferable. Indeed, domestic laws often prohibit the assignment of the con-
cession without the consent of the contracting authority. The purpose of these
restrictions is typically to ensure the contracting authority’s control over the
qualifications of infrastructure operators or public service providers.

63. Some countries have found it useful to mention in the legislation the
conditions under which approval for the transfer of a concession prior to its
expiry may be granted, such as, for example, acceptance by the new concessio-
naire of all obligations under the project agreement and evidence of the new
concessionaire’s technical and financial capability to provide the service. Gen-
eral legislative provisions of this type may be supplemented by specific provi-
sions in the project agreement setting forth the scope of those restrictions, as well
as the conditions under which the consent of the contracting authority may be
granted. However, it should be noted that restrictions typically apply to the
voluntary transfer of its rights by the concessionaire; they do not preclude the
compulsory transfer of the concession to an entity appointed by the lenders, with
the consent of the contracting authority, for the purpose of averting termination
due to serious breach by the concessionaire (see also paras. 147-150).

G. Transfer of controlling interest in the project company

64. The contracting authority may be concerned that the original members of
the bidding consortium maintain their commitment to the project throughout its
duration and that effective control over the project company will not be trans-
ferred to entities unknown to the contracting authority. Concessionaires are
selected to carry out infrastructure projects at least partly on the basis of their
experience and capabilities for that sort of project (see chap. III, “Selection of
the concessionaire”, paras. 38-40). Contracting authorities are therefore con-
cerned that, if the concessionaire’s shareholders are entirely free to transfer
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their investment in a given project, there will be no assurance as to who will
actually be delivering the relevant services.

65. Contracting authorities may draw reassurance from the experience that the
selected bidding consortium demonstrated in the pre-selection phase and from
the performance guarantees provided by the parent organizations of the origi-
nal consortium and its subcontractors. In practice, however, the reassurance
that may result from the apparent expertise of the shareholders in the conces-
sionaire should not be overemphasized. Where a separate legal entity is estab-
lished to carry out the project, which is often the case (see para. 12), the
backing of the concessionaire’s shareholders, should the project run into dif-
ficulties, may be limited to their maximum liability. Thus, restrictions on the
transferability of investment, in and of themselves, may not represent sufficient
protection against the risk of performance failure by the concessionaire. In
particular, these restrictions are not a substitute for appropriate contractual
remedies under the project agreement, such as monitoring of the level of serv-
ice provided (see paras. 147-150) or termination without full compensation in
case of unsatisfactory performance (see chap. V, “Duration, extension and
termination of the project agreement”, paras. 44 and 45).

66. In addition to the above, restrictions on the transferability of shares in
companies providing public services may also present some disadvantages for
the contracting authority. As noted earlier (see “Introduction and background
information on privately financed infrastructure projects”, paras. 54-67), there
are numerous types of funding available from different investors for different
risk and reward profiles. The initial investors, such as construction companies
and equipment suppliers, will seek to be rewarded for the higher risks they take
on, while subsequent investors may require a lesser return commensurate with
the reduced risks they bear. Most of the initial investors have finite resources
and need to recycle capital in order to be able to participate in new projects.
Therefore, those investors might not be willing to tie up capital in long-term
projects. At the end of the construction period, the initial investors might prefer
to sell their interest on to a secondary equity provider whose required rate of
return is less. Once usage is more certain, another refinancing could take place.
However, if the investors’ ability to invest and re-invest capital for project
development is restricted by constraints on the transferability of shares in
infrastructure projects, there is a risk of a higher cost of funding. In some
circumstances it may not be possible to fund a project at all, as some investors
whose involvement may be crucial for the implementation of the project may
not be willing to participate. From a long-term perspective, the development of
a market place for investment in public infrastructure may be hindered if
investors are unnecessarily constrained in the freedom to transfer their interest
in privately financed infrastructure projects.

67. For the above reasons, it may be advisable to limit the restrictions on the
transfer of a controlling interest in the project company to a certain period of
time (for example, a certain number of years after the entry into force of the
project agreement) or to situations where such restrictions are justified by
reasons of public interest. One such situation may be where the concessionaire
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is in possession of public property or where the concessionaire receives loans,
subsidies, equity or other forms of direct governmental support. In these cases,
the contracting authority’s accountability for the proper use of public funds
requires assurances that the funds and assets are entrusted to a solid company,
to which the original investors remain committed during a reasonable period.
Another situation that may justify imposing limitations on the transfer of shares
of concessionaire companies may be where the contracting authority has an
interest in preventing transfer of shares to particular investors. For example,
the contracting authority may wish to control acquisition of controlling shares
of public service providers to avoid the formation of oligopolies or monopolies
in liberalized sectors. Or it may not be thought appropriate for a company that
had defrauded one part of Government to be employed by another through a
newly acquired subsidiary.

68. In these exceptional cases it may be advisable to require that the initial
investors seek the prior consent of the contracting authority before transferring
their equity participation. It should be made clear in the project agreement that
any such consent should not be unreasonably withheld or unduly delayed. For
transparency purposes, it may also be advisable to establish the grounds for
withholding approval and to require the contracting authority to specify in each
instance the reasons for any refusal. The appropriate duration of such limita-
tions—whether for a particular phase of the project or for the entire concession
term—may need to be considered on a case-by-case basis. In some projects, it
may be possible to relax such restrictions after the facility has been completed.
It is also advisable to clarify in the project agreement whether these limitations,
if any, should apply to the transfer of any participation in the concessionaire,
or whether the concerns of the contracting authority will focus on one particu-
lar investor (such as a construction company or the facility designer) while the
construction phase lasts or for a significant time beyond.

H. Construction works

69. Contracting authorities purchasing construction works typically act as the
employer under a construction contract and retain extensive monitoring and
inspection rights, including the right to review the construction project and
request modifications to it, to follow closely the construction work and sched-
ule, to inspect and formally accept the completed work and to give final au-
thorization for the operation of the facility.

70. On the other hand, in many privately financed infrastructure projects, the
contracting authority may prefer to transfer such responsibility to the conces-
sionaire. Instead of assuming direct responsibility for managing the details of
the project, the contracting authorities may prefer to transfer that responsibility
to the concessionaire by requiring the latter to assume full responsibility for the
timely completion of the construction. The concessionaire, too, will be inter-
ested in ensuring that the project is completed on time and that the cost esti-
mate is not exceeded, and will typically negotiate fixed-price, fixed-time turn-
key contracts that include guarantees of performance by the construction
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contractors. Therefore, in privately financed infrastructure projects it is the
concessionaire that for most purposes performs the role that the employer
would normally play under a construction contract.

71. For these reasons, legislative provisions on the construction of privately
financed infrastructure facilities are in some countries limited to a general
definition of the concessionaire’s obligation to perform the public works in
accordance with the provisions of the project agreement and give the contract-
ing authority the general right to monitor the progress of the work with a view
to ensuring that it conforms to the provisions of the agreement. In those coun-
tries, more detailed provisions are then left to the project agreement.

1. Review and approval of construction plans

72. Where it is felt necessary to deal with construction works and related
matters in legislation, it is advisable to devise procedures that help to keep
completion time and construction costs within estimates and lower the poten-
tial for disputes between the concessionaire and the public authorities involved.
For instance, where statutory provisions require that the contracting authority
review and approve the construction project, the project agreement should
establish a deadline for the review of the construction project and provide that
the approval shall be deemed to be granted if no objections are made by the
contracting authority within the relevant period. It may also be useful to set out
in the project agreement the grounds on which the contracting authority may raise
objections to or request modifications in the project, such as safety, defence, se-
curity, environmental concerns or non-conformity with the specifications.

2. Variation in the project terms

73. During the course of construction of an infrastructure facility, it is com-
mon for situations to arise that make it necessary or advisable to alter certain
aspects of the construction. The contracting authority may therefore wish to
retain the right to order changes in respect of such aspects as the scope of
construction, the technical characteristics of equipment or materials to be used
in the work or the construction services required under the specifications. Such
changes are referred to in this Guide as “variations”. As used in the Guide, the
word “variation” does not include tariff adjustments or revisions made as a
result of cost changes or currency fluctuations (see paras. 39-44). Likewise,
renegotiation of the project agreement in cases of substantial change in con-
ditions (see paras. 126-130) is not regarded in the Guide as a variation.

74. Given the complexity of most infrastructure projects, it is not possible to
exclude the need for variations in the construction specifications or other re-
quirements of the project. However, such variations often cause delay in the
execution of the project or in the delivery of the public service; they may also
render the performance under the project agreement more onerous for the
concessionaire. Furthermore, the cost of implementing extensive variation or-
ders may exceed the concessionaire’s own financial means, thus requiring
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substantial additional funding that may not be obtainable at an acceptable cost.
It is therefore advisable for the contracting authority to consider measures to
control the possible need for variations. The quality of the feasibility studies
required by the contracting authority and of the specifications provided during
the selection process (see chap. III, “Selection of the concessionaire”, paras. 61
and 64-66) play an important role in avoiding subsequent changes in the project.

75. The project agreement should set forth the specific circumstances under
which the contracting authority may order variations in respect of construction
specifications and the compensation that may be due to the concessionaire, as
appropriate, to cover the additional cost and delay entailed by implementing
the variations. The project agreement should also clarify the extent to which
the concessionaire is obliged to implement those variations and whether the
concessionaire may object to variations and, if so, on which grounds. Accord-
ing to the contractual practice of some legal systems, the concessionaire may
be released of its obligations when the amount of additional costs entailed by
the modification exceeds a set maximum limit.

76. Various contractual approaches for dealing with variations have been used
in large construction contracts to deal with the extent of the contractor’s ob-
ligation to implement changes and the required adjustments in the contract
price or contract duration. Such solutions may also be used, mutatis mutandis,
to deal with variations sought by the contracting authority under the project
agreement.1 It should be noted, however, that in infrastructure concessions the
project company’s payment consists of user fees or prices for the output of the
facility, rather than a global price for the construction work. Thus, compensa-
tion methods used in connection with infrastructure concessions sometimes
include a combination of various methods, ranging from lump-sum payments
to tariff increases, or extensions of the concession period. For instance, there
may be changes that result in an increase in the cost that the concessionaire
may be able to absorb and finance itself and amortize by means of an adjust-
ment in the tariff or payment mechanism, as appropriate. If the concessionaire
cannot refinance or fund the changes itself, the parties may wish to consider
lump-sum payments as an alternative to an expensive and complicated re-
financing structure.

3. Monitoring powers of the contracting authority

77. In some legal systems, public authorities purchasing construction works
customarily retain the power to order the suspension or interruption of the
works for reasons of public interest. However, with a view to providing some
reassurance to potential investors, it may be useful to limit the possibility of
such interference and to provide that no such interruption should be of a
duration or extent greater than is necessary, taking into consideration circum-
stances that gave rise to the requirement to suspend or interrupt the work. It

1 For a discussion of approaches and possible solutions used in construction contracts for complex
industrial works, see the UNCITRAL Legal Guide on Drawing Up Contracts for the Construction of
Industrial Works (United Nation publication, Sales No. E.87.V.10), chap. XXIII, “Variation clauses”.
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may also be useful to agree on a maximum period of suspension and to provide
for appropriate compensation to the concessionaire. Furthermore, guarantees
may be provided to ensure payment of compensation or to indemnify the
concessionaire for loss resulting from suspension of the project (see also
chap. II, “Project risks and government support”, paras. 48-50).

78. In some legal systems, facilities built for use in connection with the pro-
vision of certain public services become public property once construction is
finished (see para. 24). In such cases, the law often requires that the completed
facility be formally accepted by the contracting authority or another public
authority. Such formal acceptance is typically given only after inspection of
the completed facility and satisfactory conclusion of the necessary tests to
ascertain that the facility is operational and meets the specifications and tech-
nical and safety requirements. Even where formal acceptance by the contract-
ing authority is not required (for example, where the facility remains the prop-
erty of the concessionaire), provisions concerning final inspection and
approval of the construction work by the contracting authority are often re-
quired in order to ensure compliance with health, safety, building or labour
regulations. The project agreement should set out in detail the nature of the
completion tests or the inspection of the completed facility; the timetable for
the tests (for instance, it may be appropriate to undertake partial tests over a
period, rather than a single test at the end); the consequences of failure to pass
a test; and the responsibility for organizing the resources for the test and
covering the corresponding costs. In some countries, it has been found useful
to authorize the facility to operate on a provisional basis, pending final ap-
proval by the contracting authority, and to provide an opportunity for the
concessionaire to rectify defects that might be found at that juncture.

4. Guarantee period

79. The construction contracts negotiated by the concessionaire will typically
provide for a quality guarantee under which the contractors assume liability for
defects in the works and for inaccuracies or insufficiencies in technical docu-
ments supplied with the works, except for reasonable exclusions (such as
normal wear and tear or faulty maintenance or operation by the concessio-
naire). Additional liability may also derive from statutory provisions or general
principles of law under the applicable law, such as a special extended liability
period for structural defects in works, which is provided in some legal systems.
The project agreement should provide that final approval or acceptance of the
facility by the contracting authority will not release the construction contrac-
tors from any liability for defects in the works and for inaccuracies or insuf-
ficiencies in technical documents that may be provided under the construction
contracts and the applicable law.

I. Operation of infrastructure

80. Conditions for the operation and maintenance of the facility, as well as for
quality and safety standards, are often enumerated in the law and spelled out
in detail in the project agreement. In addition, especially in the areas of elec-
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tricity, water and sanitation and public transportation, the contracting authority
or an independent regulatory agency may exercise an oversight function over
the operation of the facility. An exhaustive discussion of legal issues relating
to the conditions of operation of infrastructure facilities would exceed the
scope of this Guide. The following paragraphs therefore contain only a brief
presentation of some of the main issues.

81. Regulatory provisions on infrastructure operation and legal requirements
for the provision of public services are intended to achieve various objectives of
public relevance. Given the usually long duration of infrastructure projects, there
is a possibility that such provisions and requirements may need to be changed
during the life of the project agreement. It is important, however, to bear in mind
the private sector’s need for a stable and predictable regulatory framework.
Changes in regulations or the frequent introduction of new and stricter rules may
have a disruptive impact on the implementation of the project and compromise
its financial viability. Therefore, while contractual arrangements may be agreed
to by the parties to counter the adverse effects of subsequent regulatory changes
(see paras. 122-125), regulatory agencies would be well advised to avoid exces-
sive regulation or unreasonably frequent changes in existing rules.

1. Performance standards

82. Public service providers generally have to meet a set of technical and
service standards. Such standards are in most cases too detailed to figure in
legislation and may be included in implementing decrees, regulations or other
instruments. Service standards are often spelled out in great detail in the
project agreement. They include quality standards, such as requirements with
respect to water purity and pressure; ceilings on the length of time to perform
repairs; ceilings on the number of defects or complaints; timely performance
of transport services; continuity in supply; and health, safety and environmen-
tal standards. Legislation may, however, impose the basic principles that will
guide the establishment of detailed standards or require compliance with inter-
national standards.

83. The contracting authority typically retains the power to monitor the adher-
ence of the project company to the regulatory performance standards. The
concessionaire will be interested in avoiding as much as possible any interrup-
tion in the operation of the facility and in protecting itself against the conse-
quences of any such interruption. It will seek assurances that the exercise by
the contracting authority of its monitoring or regulatory powers does not cause
undue disturbance or interruption in the operation of the facility and that it
does not result in undue additional costs to the concessionaire.

2. Extension of services

84. In some legal systems, an entity operating under a governmental conces-
sion to provide certain essential services such as electricity or potable water to
a community or territory and its inhabitants is held to assume an obligation to
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provide a service system that is reasonably adequate to meet the demand of the
community or territory. That obligation often relates not only to the historic
demand at the time the concession was awarded, but implies an obligation to
keep pace with the growth of the community or territory served and gradually
to extend the system as may be required by the reasonable demand of the
community or territory. In some legal systems, the obligation has the nature of
a public duty that may be invoked by any resident of the relevant community
or territory. In other legal systems, it has the nature of a statutory or contractual
obligation that may be enforced by the contracting authority or by a regulatory
agency, as the case may be.

85. In some legal systems, this obligation is not absolute and unqualified. The
concessionaire’s duty to extend its service facilities may indeed depend upon
various factors, such as the need and cost of the extension and the revenue that
may be expected as a result of the extension; the concessionaire’s financial
situation; the public interest in effecting such an extension; and the scope of
the obligations assumed by the concessionaire in that regard under the project
agreement. In some legal systems, the concessionaire may be under an obliga-
tion to extend its service facilities even if the particular extension is not im-
mediately profitable or even if, as a result of the extensions being carried out,
the concessionaire’s territory might eventually include unprofitable areas. That
obligation is nevertheless subject to some limits, since the concessionaire is not
required to carry out extensions that place an unreasonable burden on it or its
customers. Depending on the particular circumstances, the cost of carrying out
extensions of service facilities may be absorbed by the concessionaire, passed
on to the customers or end users in the form of tariff increases or extraordinary
charges or absorbed in whole or in part by the contracting authority or other
public authority by means of subsidies or grants. Given the variety of factors
that may need to be taken into account in order to assess the reasonableness
of any particular extension, the project agreement should define the circum-
stances under which the concessionaire may be required to carry out extensions
in its service facilities and the appropriate methods for financing the cost of
any such extension.

3. Continuity of service

86. Another obligation of public service providers is to ensure the continuous
provision of the service under most circumstances, except for narrowly defined
exempting events (see also paras. 132-134). In some legal systems, that obli-
gation has the nature of a statutory duty that applies even if it is not expressly
stated in the project agreement. The corollary of that rule, in legal systems
where it exists, is that various circumstances that under general principles of
contract law might authorize a contract party to suspend or discontinue the
performance of its obligations, such as economic hardship or breach by the
other party, cannot be invoked by the concessionaire as grounds for suspending
or discontinuing, in whole or in part, the provision of a public service. In some
legal systems, the contracting authority may even have special enforcement
powers to compel the concessionaire to resume providing service in the event
of unlawful discontinuance.
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87. That obligation, too, is subject to a general rule of reasonableness. Various
legal systems recognize the concessionaire’s right to fair compensation for
having to deliver the service under situations of hardship (see paras. 126-130).
Moreover, in some legal systems, it is held that a public service provider may
not be required to operate where its overall operation results in a loss. Where
the public service as a whole, and not only one or more of its branches or
territories, ceases being profitable, the concessionaire may have the right to
direct compensation by the contracting authority or, alternatively, the right to
terminate the project agreement. However, termination typically requires the
consent of the contracting authority or a judicial decision. In legal systems that
allow such a solution, it is advisable to clarify in the project agreement which
extraordinary circumstances would justify the suspension of the service or
even release the concessionaire from its obligations under the project agree-
ment (see paras. 132-139; also chap. V, “Duration, extension and termination
of the project agreement”, para. 34).

4. Equal treatment of customers or users

88. Entities that provide certain services to the general public are, in some
jurisdictions, under a specific obligation to ensure the availability of the service
under essentially the same conditions to all users and customers falling within
the same category. However, differentiation based on a reasonable and objec-
tive classification of customers and users is accepted in those legal systems as
long as like contemporaneous service is rendered to consumers and users
engaged in like operations under like circumstances. It may thus not be incon-
sistent with the principle of equal treatment to charge different prices or to
offer different access conditions to different categories of users (for example,
domestic consumers, on the one hand, and business or industrial consumers, on
the other), provided that the differentiation is based on objective criteria and
corresponds to actual differences in the situation of the consumers or the
conditions under which the service is provided to them. Nevertheless, where
a difference in charges or other conditions of service is based on actual
differences in service (such as higher charges for services provided at hours of
peak consumption), it typically has to be commensurate with the amount of
difference.

89. In addition to differentiation established by the concessionaire itself, dif-
ferent treatment of certain users or customers may be the result of legislative
action. In many countries, the law requires that specific services must be
provided at particularly favourable terms to certain categories of users and
customers, such as discounted transport for schoolchildren or senior citizens,
or reduced water or electricity rates for lower-income or rural users. Public
service providers may recoup these service burdens or costs in several ways,
including through government subsidies, through funds or other official
mechanisms created to share the financial burden of these obligations among
all public service providers or through internal cross-subsidies from more
profitable services (see chap. II, “Project risks and government support”, paras.
42-44).
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5. Interconnection and access to infrastructure networks

90. Companies operating infrastructure networks in sectors such as railway
transport, telecommunications or power or gas supply are sometimes required
to allow other companies to have access to the network. That requirement may
be stated in the project agreement or in sector-specific laws or regulations.
Interconnection and access requirements have been introduced in certain infra-
structure sectors as a complement to reforms in the structure of a given sector;
in others, they have been adopted to foster competition in sectors that remained
fully or partially integrated (for a brief discussion of market structure issues,
see “Introduction and background information”, paras. 21-46).

91. Network operators are often required to provide access on terms that are
fair and non-discriminatory from a financial as well as a technical point of
view. Non-discrimination implies that the new entrant or service provider
should be able to use the infrastructure of the network operator on conditions
that are not less favourable than those granted by the network operator to its
own services or to those of competing providers. It should be noted, however,
that many pipeline access regimes, for example, do not require completely
equal terms for the carrier and rival users. The access obligation may be
qualified in some way. It may, for instance, be limited to spare capacity only
or be subject to reasonable, rather than equal, terms and conditions.

92. While access pricing is usually cost-based, regulatory agencies often re-
tain the right to monitor access tariffs to ensure that they are high enough to
give adequate incentive to invest in the required infrastructure and low enough
to allow new entrants to compete on fair terms. Where the network operator
provides services in competition with other providers, there may be require-
ments that its activities be separated from an accounting point of view in order
to determine the actual cost of the use by third parties of the network or parts
of it.

93. Technical access conditions may be equally important and network opera-
tors may be required to adapt their network to satisfy the access requirements
of new entrants. Access may be to the network as a whole or to monopolistic
parts or segments of the network (sometimes also referred to as bottleneck or
essential facilities). Many Governments allow service providers to build their
own infrastructure or to use alternative infrastructure where available. In such
cases, the service provider may only need access to a small part of the network
and cannot, under many regulations, be forced to pay more than the cost
corresponding to the use of the specific facility it needs, such as the local
telecommunications loop, transmission capacity for the supply of electricity or
the use of a track section of railway.

6. Disclosure requirements

94. Many domestic laws impose on public service providers an obligation to
provide to the regulatory agency accurate and timely information on their
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operations and to grant it specific enforcement rights. The latter may encom-
pass inquiries and audits, including detailed performance and compliance au-
dits, sanctions for non-cooperative companies and injunctions or penalty pro-
cedures to enforce disclosure.

95. Public service providers are normally required to maintain and disclose to
the regulatory agency their financial accounts and statements and to maintain
detailed cost accounting allowing the regulatory agency to track various as-
pects of the company’s activities separately. Financial transactions between the
concessionaire company and affiliated companies may also require scrutiny, as
concessionaire companies may try to transfer profits to non-regulated busi-
nesses or foreign affiliates. Infrastructure operators may also have detailed
technical and performance reporting requirements. As a general rule, however,
it is important to define reasonable limits to the extent and type of information
that infrastructure operators are required to submit. Furthermore, appropriate
measures should be taken to protect the confidentiality of any proprietary
information that the concessionaire and its affiliated companies may submit to
the regulatory agency.

7. Enforcement powers of the concessionaire

96. In countries with a well-established tradition of awarding concessions for
the provision of public services, the concessionaire may have the power to
establish rules designed to facilitate the provision of the service (such as in-
structions to users or safety rules), take reasonable measures to ensure compli-
ance with those rules and suspend the provision of service for emergency or
safety reasons. For that purpose, general legislative authority, or even case-by-
case authorization from the legislature, may be required in most legal systems.
The extent of powers given to the concessionaire is usually defined in the
project agreement, however, and may not need to be provided in detail in
legislation. It may be advisable to provide that the rules issued by the conces-
sionaire become effective upon approval by the regulatory agency or the con-
tracting authority, as appropriate. However, the right to approve operating rules
proposed by the concessionaire should not be arbitrary and the concessionaire
should have the right to appeal a decision to refuse approval of the proposed
rules (see also chap. I, “General legislative and institutional framework”, paras.
49 and 50).

97. Of particular importance for the concessionaire is the question whether the
provision of the service may be discontinued because of default or non-com-
pliance by its users. Despite the concessionaire’s general obligation to ensure
the continuous provision of the service (see paras. 86 and 87), many legal
systems recognize that entities providing public services may establish and
enforce rules that provide for shutting off of the service for a consumer or user
who has defaulted in payment for it or who has seriously infringed the condi-
tions for using it. The power to do so is often regarded as crucial in order to
prevent abuse and ensure the economic viability of the service. However, given
the essential nature of certain public services, that power may require legisla-
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tive authority in some legal systems. Furthermore, there may be a number of
expressed or implied limitations upon or conditions for the exercise of that
power, such as special notice requirements and specific consumer remedies.
Additional limitations and conditions may derive from the application of gen-
eral consumer protection rules (see chap. VII, “Other relevant areas of law”,
paras. 45 and 46).

J. General contractual arrangements

98. This section discusses selected contractual arrangements that typically
appear in project agreements in various sectors and are often reflected in
standard contract clauses used by domestic contracting authorities. Although
essentially contractual in nature, the arrangements discussed in this section
may have some important implications for the legislation of the host country,
according to its particular legal system.

1. Subcontracting

99. Given the complexity of infrastructure projects, the concessionaire typi-
cally retains the services of one or more construction contractors to perform
some or the bulk of the construction work under the project agreement. The
concessionaire may also wish to retain the services of contractors with expe-
rience in the operation and maintenance of infrastructure during the operational
phase of the project. The laws of some countries generally acknowledge the
concessionaire’s right to enter into contracts as needed for the execution of the
construction work. A legislative provision recognizing the concessionaire’s
authority to subcontract may be particularly useful in countries where there are
limitations to the ability of government contractors to subcontract.

(a) Choice of subcontractors

100. The concessionaire’s freedom to hire subcontractors is in some coun-
tries restricted by rules that prescribe the use of tendering and similar proce-
dures for the award of subcontracts by public service providers. Such statutory
rules have often been adopted when infrastructure facilities were primarily or
exclusively operated by the Government, with little or only marginal private
sector investment. The purpose of such statutory rules is to ensure economy,
efficiency, integrity and transparency in the use of public funds. However, in
the case of privately financed infrastructure projects, such provisions may
discourage the participation of potential investors, since the project sponsors
typically include engineering and construction companies that participate in the
project in the expectation that they will be given the main contracts for the
execution of the construction and other work.

101. The concessionaire’s freedom to select its subcontractors is not unlim-
ited, however. In some countries, the concessionaire has to identify in its
proposal which contractors will be retained, including information on their
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technical capability and financial standing. Other countries either require that
such information be provided at the time the project agreement is concluded or
subject such contracts to prior review and approval by the contracting authority.
The purpose of such provisions is to avoid possible conflicts of interest between
the project company and its shareholders, a point that would normally also be
of interest to the lenders, who may wish to ensure that the project company’s
contractors are not overpaid. In any event, if it is deemed necessary for the
contracting authority to have the right to review and approve the project com-
pany’s subcontracts, the project agreement should clearly define the purpose of
such review and approval procedures and the circumstances under which the
contracting authority’s approval may be withheld. As a general rule, approval
should not normally be withheld unless the subcontracts are found to contain
provisions manifestly contrary to the public interest (for example, provisions
for excessive payments to subcontractors or unreasonable limitations of liabil-
ity) or contrary to mandatory rules having the nature of public law that apply
to the execution of privately financed infrastructure projects in the host country.

(b) Governing law

102. It is common for the concessionaire and its contractors to choose a law
that is familiar to them and that in their view adequately governs the issues
addressed in their contracts. Depending upon the type of contract, different
issues concerning the governing law clause will arise. For example, equipment
supply and other contracts may be entered into with foreign companies and the
parties may wish to choose a law known to them as providing, for example,
an adequate warranty regime for equipment failure or non-conformity of equip-
ment. In turn, the concessionaire may agree to the application of the laws of the
host country in connection with contracts entered into with local customers.

103. Domestic laws specific to privately financed infrastructure projects sel-
dom contain provisions concerning the law governing the contracts entered
into by the concessionaire. In fact, most countries have found no compelling
reason for making specific provisions concerning the law governing the con-
tracts between the concessionaire and its contractors and have preferred to
leave the question to a choice-of-law clause in their contracts or to the appli-
cable rules of private international law. It should be noted, however, that the
freedom to choose the applicable law for contracts and other legal relationships
is in some legal systems subject to conditions and restrictions pursuant to rules
of private international law or certain rules of public law of the host country.
For instance, States parties to some regional economic integration agreements
are obliged to enact harmonized provisions of private international law dealing,
inter alia, with contracts between public service providers and their contrac-
tors. While rules of private international law often allow considerable freedom
to choose the law governing commercial contracts, that freedom is in some
countries restricted for contracts and legal relationships that are not qualified
as commercial, such as, for instance, certain contracts entered into by public
authorities of the host country (for example, guarantees and assurances by the
Government, power purchase or fuel supply commitments by a public author-
ity) or contracts with consumers.
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104. In some cases, provisions have been included in domestic legislation for
the purpose of clarifying, as appropriate, that the contracts entered into be-
tween the concessionaire and its contractors are governed by private law and
that the contractors are not agents of the contracting authority. A provision of
that type may in some countries have a number of practical consequences, such
as no subsidiary liability of the contracting authority for the acts of the sub-
contractors or no obligation on the part of the responsible public entity to pay
worker’s compensation for work-related illness, injury or death to the subcon-
tractors’ employees.

2. Liability with respect to users and third parties

105. Defective construction or operation of an infrastructure facility may
result in the death of or personal injury to employees of the concessionaire,
users of the facility or other third parties or in damage to their property. The
issues concerning damages to be paid to third parties in such cases are complex
and may be governed not by rules of the law applicable to the project agree-
ment governing contractual liability, but rather by applicable legal rules gov-
erning extra-contractual liability, which are often mandatory. Also, in some
legal systems, there are special mandatory rules governing the extra-contrac-
tual liability of public authorities to which the contracting authority may be
subject. Moreover, the project agreement cannot limit the liability of the con-
cessionaire or the contracting authority to compensate third parties who are not
parties to the project agreement. It is therefore advisable for the contracting
authority and the concessionaire to provide for the internal allocation of risks
between them as regards damages to be paid to third parties due to death,
personal injury or damage to their property, to the extent that this allocation
is not governed by mandatory rules. It is also advisable for the parties to
provide for insurance against such risks (see paras. 119 and 120).

106. If a third party suffers personal injury or damage to its property as a
result of the construction or operation of the facility and brings a claim against
the contracting authority, the law may provide that the concessionaire alone
should bear any responsibility in that regard and that the contracting authority
should not bear any liability as regards such third-party claims, except where
the damage was caused by the serious breach or recklessness of the contracting
authority. It may be useful to provide, in particular, that the mere approval of
the design or specification of the facility by the contracting authority or its
acceptance of the construction works or final authorization for the operation of
the facility or its use by the public does not entail the assumption by the
contracting authority of any liability for damage sustained by users of the
facility or other third parties arising out of the construction or operation of the
facility or the inadequacy of the approved design or specifications. Moreover,
since provisions on the allocation of liability may not be enforceable against
third parties under the applicable law, it may be advisable for the project
agreement to provide that the contracting authority should be protected and
indemnified in respect of compensation claims brought by third parties who
sustain injury or damage to their property resulting from the construction or
operation of the infrastructure facility.
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107. The project agreement should also provide that the parties should in-
form each other of any claim or proceedings or anticipated claims or proceed-
ings against them in respect of which the contracting authority is entitled to be
indemnified and give reasonable assistance to one another in the defence of
such claims or proceedings to the extent permitted by the law of the country
where such proceedings are instituted.

3. Performance guarantees and insurance

108. The obligations of the concessionaire are usually complemented by the
provision of some form of guarantee of performance in the event of breach and
insurance coverage against a number of risks. The law in some countries
generally requires that adequate guarantees of performance be provided by the
concessionaire and refer the matter to the project agreement for further details.
In other countries, the law contains more detailed provisions, for instance
requiring the offer of a certain type of guarantee up to a stated percentage of
the basic investment.

(a) Types, functions and nature of performance guarantees

109. Performance guarantees are generally of two types. Under one type, the
monetary performance guarantee, the guarantor undertakes only to pay the
contracting authority funds up to a stated limit to satisfy the liabilities of the
concessionaire in the event of the latter’s failure to perform. Monetary per-
formance guarantees may take the form of a contract bond, a stand-by letter
of credit or an on-demand guarantee. Under the other type of guarantee, the
performance bond, the guarantor chooses one of two options: (a) to rectify
defective or finish incomplete construction itself; or (b) to obtain another con-
tractor to rectify defective or finish incomplete construction and compensate
the contracting authority for losses caused by the failure to perform. The value
of such an undertaking is limited to a stated amount or a certain percentage of
the contract value. Under a performance bond, the guarantor also frequently
reserves the option to discharge its obligations solely by the payment of money
to the contracting authority. Performance bonds are generally furnished by
specialized guarantee institutions, such as bonding and insurance companies. A
special type of performance bond is the maintenance bond, which protects the
contracting authority against future failures that could arise during the start-up
or maintenance period and serve as guarantee that any repair or maintenance
work during the post-completion warranty period will be duly carried out by
the concessionaire.

110. As regards their nature, performance guarantees may be generally di-
vided into independent guarantees and accessory guarantees. A guarantee is
said to be “independent” if the guarantor’s obligation is independent from the
concessionaire’s obligations under the project agreement. Under an independ-
ent guarantee (often called a first-demand guarantee) or a stand-by letter of
credit, the guarantor or issuer is obligated to make payment on demand by the
beneficiary and the latter is entitled to recover under the instrument if it presents
the document or documents stipulated in the terms of the guarantee or stand-
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by letter of credit. Such a document might be simply a statement by the ben-
eficiary that the contractor has failed to perform. The guarantor or issuer is not
entitled to withhold payment on the ground that there has in fact been no failure
to perform under the main contract; however, under the law applicable to the
instrument, payment may in very exceptional and narrowly defined circum-
stances be refused or restrained (for example, when the claim by the beneficiary
is manifestly fraudulent). In contrast, a guarantee is accessory when the obli-
gation of the guarantor involves more than the mere examination of a documen-
tary demand for payment in that the guarantor may have to evaluate evidence
of liability of the contractor for failure to perform under the works contract. The
nature of the link may vary under different guarantees and may include the need
to prove the contractor’s liability in arbitral proceedings. By their nature, per-
formance bonds have an accessory character to the underlying contract.

(b) Advantages and disadvantages of various types of
performance guarantee

111. From the perspective of the contracting authority, monetary perform-
ance guarantees may be particularly useful in covering additional costs that
may be incurred by the contracting authority as a result of delay or breach by
the concessionaire. Monetary performance guarantees may also serve as an
instrument to put pressure on the concessionaire to complete construction in
time and to perform its other obligations in accordance with the requirements
of the project agreement. However, the amount of those guarantees is typically
only a fraction of the economic value of the obligation guaranteed and is
usually not sufficient to cover the cost of engaging a third party to perform
instead of the concessionaire or its contractors.

112. From the perspective of the contracting authority, a first-demand guar-
antee has the advantage of assuring prompt recovery of funds under the guar-
antee, without evidence of failure to perform by the contractor or of the extent
of the beneficiary’s loss. Furthermore, guarantors furnishing monetary per-
formance guarantees, in particular banks, prefer first-demand guarantees, as
the conditions are clear as to when their liability to pay accrues, and the
guarantors will thus not be involved in disputes between the contracting au-
thority and the concessionaire as to whether or not there has been a failure to
perform under the project agreement. Another advantage for a bank issuing a
first-demand guarantee is the possibility of quick and efficient recovery of the
sums paid under a first-demand guarantee by direct access to the concession-
aire’s assets.

113. A disadvantage to the contracting authority of a first-demand guarantee
or a stand-by letter of credit is that those instruments may increase the overall
project costs, since the concessionaire is usually obliged to obtain and set aside
large counter-guarantees in favour of the institutions issuing the first-demand
guarantee or the stand-by letter of credit. Also, a concessionaire that furnishes
such a guarantee may wish to take out insurance against the risk of recovery
by the contracting authority under the guarantee or the stand-by letter of credit
when there has been in fact no failure to perform by the concessionaire and the
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cost of that insurance is included in the project cost. The concessionaire also
may include in the project cost the potential costs of any action that it may
need to institute against the contracting authority to obtain the repayment of
the sum improperly claimed.

114. A disadvantage to the concessionaire of a first-demand guarantee or a
stand-by letter of credit is that, if there is recovery by the contracting authority
when there has been no failure to perform by the concessionaire, the latter may
suffer immediate loss if the guarantor or the issuer of the letter of credit
reimburses itself from the assets of the concessionaire after payment to the
contracting authority. The concessionaire may also experience difficulties and
delays in recovering from the contracting authority the sum improperly claimed.

115. The terms of an accessory guarantee usually require the beneficiary to
prove the failure of the contractor to perform and the extent of the loss suffered
by the beneficiary. Furthermore, the defences available to the debtor if it is
sued for a failure to perform are also available to the guarantor. Accordingly,
there is a risk that the contracting authority may face a protracted dispute when
it makes a claim under the bond. In practice, this risk may be reduced, for
instance, if the submission of claims under the terms of the bond is subject to
a procedure such as that provided in article 7 (j)(i) of the Uniform Rules on
Contract Bonds, drawn up by the International Chamber of Commerce.2 Article
7 (j)(i) of the Uniform Rules provides that notwithstanding any dispute or
difference between the principal and the beneficiary in relation to the perform-
ance of the contract or any contractual obligation, a default for the purposes
of payment of a claim under a contract bond shall be deemed to be established
upon issue of a certificate of default by a third party (who may without limi-
tation be an independent architect or engineer or referee) if the bond so pro-
vides and the service of such a certificate or a certified copy thereof upon the
guarantor. Where such a procedure is adopted, the contracting authority may
be entitled to obtain payment under the contract bond even though its entitle-
ment to that payment is disputed by the concessionaire.

116. As a reflection of the lesser risk borne by the guarantor, the monetary
limit of liability of the guarantor may be considerably higher than under a first-
demand guarantee, thus covering a larger percentage of work under the project
agreement. A performance bond may also be advantageous if the contracting
authority cannot conveniently arrange for the rectification of faults or comple-
tion of construction itself and requires the assistance of a third party to arrange
for rectification or completion. Where, however, the construction involves the
use of a technology known only to the concessionaire, rectification or comple-
tion by a third person may not be feasible and a performance bond may not
have the last-mentioned advantage over a monetary performance guarantee.
For the concessionaire, accessory guarantees have the advantage of preserving
the concessionaire’s borrowing power, since accessory guarantees, unlike first-
demand guarantees and stand-by letters of credit, do not affect the concession-
aire’s line of credit with the lenders.

2The text of the Uniform Rules on Contract Bonds is reproduced in document A/CN.9/459/Add.1.



Construction and operation of infrastructure: legislative framework and project agreement 139

117. It follows from the above considerations that different types of guaran-
tees may be useful in connection with the various obligations assumed by the
concessionaire. While it is useful to require the concessionaire to provide
adequate guarantees of performance, it is advisable to leave it to the parties to
determine the extent to which guarantees are needed and which guarantees
should be provided in respect of the various obligations assumed by the con-
cessionaire, rather than requiring in the law only one form of guarantee to the
exclusion of others. It should be noted that the project company itself will
require a series of performance guarantees to be provided by its contractors
(see para. 6) and that additional guarantees to the benefit of the contracting
authority usually increase the overall cost and complexity of a project. In some
countries, practical guidance provided to domestic contracting authorities ad-
vises them to consider carefully whether and under what circumstances such
guarantees are required, which specific risks or loss they should cover and
which type of guarantee is best suited in each case. The ability of the project
company to raise finance for the project may be jeopardized by bond require-
ments set at an excessive level.

(c) Duration of guarantees

118. One particular problem of privately financed infrastructure projects con-
cerns the duration of the guarantee. The contracting authority may have an
interest in obtaining guarantees of performance that remain valid during the
entire life of the project, covering both the construction and the operational
phase. However, given the long duration of infrastructure projects and the
difficulty in evaluating the various risks that may arise, it may be problematic
for the guarantor to issue a performance bond for the whole duration of the
project or to procure reinsurance for its obligations under the performance
bond. In practice, this problem is compounded by stipulations that the non-
renewal of a performance bond constitutes a reason for a call on the bond, so
that merely allowing the project company to provide bonds for shorter periods
may not be a satisfactory solution. One possible solution, used in some coun-
tries, is to require separate bonds for the construction and the operation phase,
thus allowing for better assessment of risks and reinsurance prospects. Such a
system may be enhanced by defining in precise terms the risk to be covered
during the operation period, thus allowing for a better assessment of risks and
a reduction of the total amount of the bond. Another possibility to be consid-
ered by the contracting authority may be to require the provision of perform-
ance guarantees during specific crucial periods, rather than for the entire dura-
tion of the project. For instance, a bond might be required during the
construction phase and last for an appropriate period beyond completion, so as
to cover possible latent defects. Such a bond might then be replaced by a
performance bond for a certain number of years of operation, as appropriate in
order for the project company to demonstrate its capability to operate the
facility in accordance with the required standards. If the project company’s
performance proves to be satisfactory, the bond requirement might be waived
for the remainder of the operation phase, up to a certain period before the end
of the concession term, when the project company might be required to place
another bond to guarantee its obligations in connection with the handing over
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of assets and other measures for the orderly wind-up of the project, as appro-
priate (see chap. V, “Duration, extension and termination of the project agree-
ment”, paras. 50-62).

(d) Insurance arrangements

119. Insurance arrangements made in connection with privately financed in-
frastructure projects typically vary according to the phase to which they apply,
with certain types of insurance only being purchased during a particular project
phase. Some forms of insurance, such as business interruption insurance, may
be purchased by the concessionaire in its own interest, while other forms of
insurance may be a requirement under the laws of the host country. Forms of
insurance often required by law include insurance coverage against damage to
the facility, third-party liability insurance, workers’ compensation insurance
and pollution and environmental damage insurance.

120. Mandatory insurance policies under the laws of the host country often
need to be obtained from a local insurance company or from another institution
admitted to operate in the country, which in some cases may pose a number
of practical difficulties. In some countries, the type of coverage usually offered
may be more limited than the standard coverage available on the international
market, in which case the concessionaire may remain exposed to a number of
perils that may exceed its self-insurance capacity. That risk is particularly
serious in connection with environmental damage insurance. Further difficul-
ties may arise in some countries as a result of limitations on the ability of local
insurers to reinsure the risks on the international insurance and reinsurance
markets. As a consequence, the project company may often need to procure
additional insurance outside the country, thus adding to the overall cost of
financing the project.

4. Changes in conditions

121. Privately financed infrastructure projects normally last for a long period
of time, during which many circumstances relevant to the project may change.
The impact of many changes may be automatically covered in the project
agreement, either through financial arrangements such as a tariff structure that
includes an indexation clause (see paras. 39-46), or by the assumption by either
party, expressly or by exclusion, of certain risks (for example, if the price of
fuel or electricity supply is not taken into account in the indexation mecha-
nisms, then the risk of higher than expected prices is absorbed by the conces-
sionaire). However, there are changes that might not lend themselves easily to
inclusion in an automatic adjustment mechanism or that the parties may prefer
to exclude from such a mechanism. From a legislative perspective, two particu-
lar categories deserve special attention: legislative or regulatory changes and
unexpected changes in economic conditions.

(a) Legislative and regulatory changes

122. Given the long duration of privately financed infrastructure projects, the
concessionaire may face additional costs in meeting its obligations under the
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project agreement because of future, unforeseen changes in legislation apply-
ing to its activities. In extreme cases, legislation could even make it financially
or physically impossible for the concessionaire to carry on with the project. For
the purpose of considering the appropriate solution for dealing with legislative
changes, it may be useful to distinguish between legislative changes having
a particular incidence on privately financed infrastructure projects or on
one specific project, on the one hand, and general legislative changes
affecting other economic activities also, and not only infrastructure operation, on
the other.

123. All business organizations, in the private and public sectors alike, are
subject to changes in law and generally have to deal with the consequences that
such changes may have for business, including the impact of changes on the
price of or demand for their products. Possible examples might include
changes in the structure of capital allowances that apply to entire classes of
assets, whether owned by the public or private sector and whether related to
infrastructure projects or not; regulations that affect the health and safety of
construction workers on all construction projects, not just infrastructure
projects; and changes in the regulations on the disposal of hazardous sub-
stances. General changes in law may be regarded as an ordinary business risk
rather than a risk specific to the concessionaire’s activities and it may be
difficult for the Government to undertake to protect infrastructure operators
from the economic and financial consequences of changes in legislation that
affect other business organizations equally. Thus, there may not be a prima
facie reason why the concessionaire should not bear the consequences of gen-
eral legislative risks, including the risk of costs arising from changes in law
applying to the whole business sector.

124. Nevertheless, it is important to take into account possible limitations in
the concessionaire’s capacity to respond to or absorb cost increases that result
from general legislative changes. Infrastructure operators are often subject to
service standards and tariff control mechanisms that make it difficult for them
to respond to changes in the law in the same manner as other private compa-
nies (by increasing tariffs or by reducing services, for example). Where tariff
control mechanisms are provided in the project agreement, the concessionaire
will seek to obtain assurances from the contracting authority and the regulatory
agency, as appropriate, that it will be allowed to recover the additional costs
entailed by changes in legislation by means of tariff increases. Where such an
assurance cannot be given, it is advisable to empower the contracting authority to
negotiate with the concessionaire the compensation to which the concessionaire
may be entitled in the event that tariff control measures do not allow for full
recovery of the additional costs generated by general legislative changes.

125. A different situation arises when the concessionaire faces increased
costs as a result of specific legislative changes that target the particular project,
a class of similar projects or privately financed infrastructure projects in gen-
eral. Such changes cannot be regarded as an ordinary business risk and may
significantly alter the economic and financial assumptions based on which the
project agreement was negotiated. Thus, the contracting authority often agrees
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to bear the additional cost resulting from specific legislation that targets the
particular project, a class of similar projects or privately financed infrastructure
projects in general. For example, in highways projects, legislation aimed at a
specified road project or road operating company, or at that class of privately
operated road projects, might result in a tariff adjustment under the relevant
provisions in the project agreement.

(b) Changes in economic conditions

126. Some legal systems have rules that allow a revision of the terms of the
project agreement following changes in the economic or financial conditions
that, without preventing the performance of a party’s contractual obligations,
render the performance of those obligations substantially more onerous than
originally foreseen at the time they were entered into. In some legal systems,
the possibility of a revision of the terms of the agreement is generally im-
plied in all Government contracts or is expressly provided for in the relevant
legislation.

127. The financial and economic considerations for the concessionaire’s in-
vestment are negotiated in the light of assumptions based on the circumstances
prevailing at the time of the negotiations and the reasonable expectations of the
parties as to how those circumstances will evolve during the life of the project.
To a certain extent, projections of economic and financial parameters and
sometimes even a certain margin of risk will normally be included in the
formulation of the financial proposals by the bidders (see chap. III, “Selection
of the concessionaire”, para. 68). However, certain events may occur that the
parties could not reasonably have anticipated when the project agreement was
negotiated and that, had they been taken into account, would have resulted in
a different risk allocation or consideration for the concessionaire’s investment.
Given the long duration of infrastructure projects, it is important to devise
mechanisms to deal with the financial and economic impact of such events.
Revision rules have been applied in a number of countries and have been
found useful to help parties find equitable solutions for ensuring the contin-
ued economic and financial viability of infrastructure projects, thus averting
a disruptive failure of performance by the concessionaire. However, revision
rules may also have some disadvantages, in particular from the perspective
of the Government.

128. As with general legislative changes, changes in economic conditions are
risks to which most business organizations are exposed without having re-
course to a general guarantee of the Government that would protect them
against the economic and financial effects of those changes. An unqualified
obligation of the contracting authority to compensate the concessionaire for
changes of economic conditions may result in a reversion to the public sector
of a substantial portion of the commercial risks originally allocated to the
concessionaire and represent an open-ended financial liability. Furthermore, it
should be noted that the proposed tariff level and the essential elements of risk
allocation are important, if not decisive, factors in the selection of the conces-
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sionaire. An excessively generous recourse to renegotiation of the project may
lead to unrealistically low proposals being submitted during the selection pro-
cedure in the expectation of tariff increases once the project has been awarded.
Thus, the contracting authority may have an interest in establishing reasonable
limits for statutory or contractual provisions authorizing revisions of the
project agreement following changes in economic conditions.

129. It may be desirable to provide in the project agreement that a change in
circumstances that justifies a revision of the project agreement must have been
beyond the control of the concessionaire and of such a nature that the conces-
sionaire could not reasonably be expected to have taken it into account at the
time the project agreement was negotiated or to have avoided or overcome its
consequences. For example, a tollroad operator holding an exclusive conces-
sion might not be expected to take into account and assume the risk of traffic
shortfalls brought about by the subsequent opening of an alternative toll-free
road by an entity other than the contracting authority. However, the conces-
sionaire would normally be expected to take into account the possibility of
reasonable labour cost increases over the life of the project. Thus, under nor-
mal circumstances, the fact that wages turned out to be higher than expected
would not be sufficient reason for revising the project agreement.

130. It may also be desirable to provide in the project agreement that a
request for revision of the project agreement requires that the alleged changes
of economic and financial conditions amount to a certain minimum value in
proportion to the total project cost or the concessionaire’s revenue. Such a rule
might be useful in order to avoid cumbersome adjustment negotiations for
small changes until the changes have accumulated to comprise a significant
figure. In some countries, there are rules that establish a ceiling for the cumu-
lative amount of periodic revisions of the project agreement. The purpose of
such rules is to avoid the misuse of the change mechanism as a means for
achieving an overall financial balance that bears no relation to the one contem-
plated in the original project agreement. From the perspective of the concessio-
naire and the lenders, however, such limitations may represent exposure to
considerable risk in the event, for instance, of dramatic cost increases resulting
from an extraordinarily radical change of circumstances. Therefore, both the
desirability of introducing a ceiling and the appropriate amount of such ceiling
need to be carefully considered.

5. Exempting impediments

131. During the life of an infrastructure project, events may occur that im-
pede the performance by a party of its contractual obligations. The events
causing such an impediment are typically outside either party’s control and
may be of a physical nature, such as a natural disaster, or may be the result
of human action, such as war, riots or terrorist attacks. Many legal systems
generally recognize that a party that fails to perform a contractual obligation
because of the occurrence of certain types of event may be exempted from the
consequences of any such failure to perform.
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(a) Definition of exempting impediments

132. Exempting impediments typically include occurrences beyond the con-
trol of a party that cause the party to be unable to perform its obligation and
that the party has been unable to overcome by the exercise of due diligence.
Common examples include the following: natural disasters (such as cyclones,
floods, droughts, earthquakes, storms, fires or lightning); war (whether de-
clared or not) or other military activity, including riots and civil disturbance;
failure or sabotage of facilities, acts of terrorism, criminal damage or the threat
of such acts; radioactive or chemical contamination or ionizing radiation; ef-
fects of the natural elements, including geological conditions that cannot be
foreseen and resisted; and employees’ strikes of exceptional importance.

133. Some laws make only a general reference to exempting impediments,
whereas other laws contain extensive lists of circumstances that excuse the
parties from performance under the project agreement. The latter technique
may serve the purpose of ensuring a consistent treatment of the matter for all
projects developed under the relevant legislation, thus avoiding situations
where one concessionaire obtains a more favourable allocation of risks than
that provided in other project agreements. However, it is important to consider
the possible disadvantages of setting forth in statutory or regulatory provisions
a list of events that are to be considered exempting impediments for all cases.
There is a risk that the list might be incomplete, leaving out important impedi-
ments. Furthermore, certain natural disasters, such as storms, cyclones and
floods, may be normal conditions at a particular time of the year at the project
site. As such, those natural disasters may represent risks that any public service
provider acting in the region would be expected to assume.

134. Another aspect that may need to be carefully considered is whether and
to what extent certain acts of public authorities other than the contracting
authority may constitute exempting impediments. The concessionaire may be
required to secure a licence or other official approval for the performance of
certain of its obligations. The project agreement might thus provide that, if the
licence or approval is refused, or if it is granted but later withdrawn because
of the concessionaire’s own failure to meet the relevant criteria for the issuance
of the licence or approval, the concessionaire cannot rely on the refusal as an
exempting impediment. However, if the licence or approval is refused or with-
drawn for extraneous or improper motives, it would be equitable to provide
that the concessionaire may rely on the refusal as an exempting impediment.
A further possibility of impediment might be an interruption of the project
brought about by a public authority or organ of government other than the
contracting authority, for instance, because of changes in governmental plans
and policies that require the interruption or major revision of the project that
substantially affect the original design. In such situations, it may be important
to consider the institutional relationship between the contracting authority and
the public authority that brings about the impediment as well as their degree
of independence from one another. An event classified as an exempting im-
pediment may in some cases amount to an outright breach of the project agree-
ment by the contracting authority, depending on whether the contracting author-
ity could reasonably control or influence the acts of the other public authority.
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(b) Consequences for the parties

135. During the construction phase, the occurrence of exempting impedi-
ments usually justifies an extension of the time allowed for the completion of
the facility. In that connection, it is important to consider the implications of
any such extension for the overall duration of the project, in particular where
the construction phase is taken into account for calculating the total concession
period. Delays in the completion of the facility reduce the operational period
and may adversely affect the global revenue estimates of the concessionaire
and the lenders. It may therefore be advisable to consider under what circum-
stances it may be justified to extend the concession period so as to take into
account possible extensions that occur during the construction phase. Lastly, it
is advisable to provide that, if the event in question is of a permanent nature,
the parties may have the option to terminate the project agreement (see also
chap. V, “Duration, extension and termination of the project agreement”, para. 34).

136. Another important question is whether the concessionaire will be enti-
tled to compensation for loss of revenue or property damage that results from
the occurrence of exempting impediments. The answer to that question is given
by the risk allocation provided in the project agreement. Except for cases in
which the Government provides some form of direct support, privately fi-
nanced infrastructure projects are typically undertaken at the concessionaire’s
own risk, including the risk of losses that may result from natural disasters and
other exempting impediments, against which the concessionaire is usually re-
quired to procure adequate insurance coverage. Thus, some laws expressly
exclude any form of compensation to the concessionaire in the event of loss
or damage that results from the occurrence of exempting impediments. It does
not necessarily follow, however, that an event qualified as an exempting im-
pediment may not, at the same time, justify a revision of the terms of the project
agreement so as to restore its economic and financial balance (see also paras.
126-130).

137. However, a different type of risk allocation is sometimes contemplated
for projects involving the construction of facilities that are permanently owned
by the contracting authority or facilities that are required to be transferred to
the contracting authority at the end of the project period. In some countries, the
contracting authority is authorized to make arrangements for assisting the
concessionaire to repair or rebuild infrastructure facilities damaged by natural
disasters or similar occurrences defined in the project agreement, provided that
the possibility of such assistance was contemplated in the request for propos-
als. Sometimes the contracting authority is authorized to agree to pay compen-
sation to the concessionaire in case of an interruption of the work for more
than a certain number of days up to a maximum time limit, if the interruption
is caused by an event for which the concessionaire is not responsible.

138. Should the concessionaire become unable to perform because of any
such impediment and should the parties fail to achieve an acceptable revision
of the contract, some national laws authorize the concessionaire to terminate
the project agreement, without prejudice to the compensation that might be due
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under the circumstances (see chap. V, “Duration, extension and termination of
the project agreement”, para. 34).

139. Statutory and contractual provisions on exempting impediments also
need to be considered in the light of other rules governing the provision of the
service concerned. The law in some legal systems requires public service pro-
viders to make every effort to continue providing the service despite the oc-
currence of circumstances defined as contractual impediments (see paras. 86
and 87). In those cases, it is advisable to consider the extent to which such an
obligation may reasonably be imposed on the concessionaire and what com-
pensation may be due for the additional costs and hardship faced by it.

6. Breach and remedies

140. Generally, there is a wide range of remedies that the parties may agree
on to deal with the consequences of breach, culminating with termination of
the project agreement. The following paragraphs set out general considerations
on breach and remedies by either party (see paras. 141 and 142). They consider
the legislative implication of certain types of remedy intended to rectify the
causes of breach and preserve the continuity of the project, in particular the
intervention of the contracting authority (see paras. 143-146) or the substitu-
tion of the concessionaire (see paras. 147-150). The ultimate remedy of termi-
nating the project agreement and the consequences that may result from termi-
nation are discussed elsewhere in the Guide (see chap. V, “Duration, extension
and termination of the project agreement”, sects. D and E).

(a) General considerations

141. The remedies for breach by the concessionaire typically include those
which are customary in construction or long-term service contracts such as
forfeiture of guarantees, contractual penalties and liquidated damages.3  In
most cases, such remedies are typically contractual in nature and do not give
rise to significant legislative considerations. Nevertheless, it is important to
establish adequate procedures for ascertaining failures and giving opportunity
for rectifying such failures. In some countries, the imposition of contractual
penalties requires findings of official inspections and other procedural steps,
including review by senior officials of the contracting authority prior to the
imposition of more serious sanctions. Those procedures may be complemented
by provisions distinguishing between defects that can be rectified and those
which cannot and by setting down the corresponding procedures and remedies.
It is usually advisable to require that the concessionaire be given notice requir-
ing it to remedy the breach within a sufficient period. It may also be advisable
to contemplate the payment of penalties or liquidated damages by the conces-
sionaire in the event of non-performance of essential obligations and to clarify
that no penalties apply in case of breach of secondary or ancillary obligations
and for which other remedies may be obtained under national law. Further-

3For a discussion of remedies used in construction contracts for complex industrial works, see the
UNCITRAL Legal Guide on Drawing Up Contracts for the Construction of Industrial Works, chap.
XVIII, “Delay, defects and other failures to perform”.
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more, a performance monitoring system that provides for penalties or liqui-
dated damages may be complemented by a scheme of bonuses payable to the
concessionaire for improving over agreed terms.

142. While the contracting authority may protect itself against the conse-
quences of breach by the concessionaire through a variety of judicially en-
forceable contractual arrangements, the remedies available to the concessio-
naire in case of breach by the contracting authority may be subject to a number
of limitations under the applicable law. Important limitations may derive from
rules of law that recognize the immunity of public authorities from judicial suit
and enforcement measures. Depending on the legal nature of the contracting
authority or of other public authorities that assume obligations vis-à-vis the
concessionaire, the latter may be deprived of the possibility of enforcing
measures of execution to secure the fulfilment of obligations entered into by
those public entities (see also chap. VI, “Settlement of disputes”, paras. 33-35).
This situation makes it the more important to provide mechanisms to protect
the concessionaire against the consequences of breach by the contracting au-
thority, for example by means of governmental guarantees covering specific
events of breach or guarantees provided by third parties, such as multilateral
lending institutions (see also chap. II, “Project risks and government support”,
paras. 61-71).

(b) Step-in rights for the contracting authority

143. Some national laws expressly authorize the contracting authority to take
over temporarily the operation of the facility, normally in case of failure to
perform by the concessionaire, in particular where the contracting authority has
a statutory duty to ensure the effective delivery at all times of the service
concerned. In some legal systems, such a prerogative is considered to be in-
herent in most government contracts and may be presumed to exist even with-
out being expressly mentioned in legislation or in the project agreement.

144. It should be noted that the contracting authority’s right to intervene, its
“step-in right”, is an extreme measure. Private investors may fear that the
contracting authority may use it, or threaten to use it, in order to impose its
own desires about the way in which the service is provided, or even to get
control of the project assets. It is therefore advisable to define as clearly as
possible the circumstances in which step-in rights can be exercised. It is im-
portant to limit the contracting authority’s right to intervene to cases of serious
failure of services and not merely in case of dissatisfaction with the conces-
sionaire’s performance. It may be useful to clarify in the law that the contract-
ing authority’s intervention in the project is temporary and is intended to
remedy a specific, urgent problem that the concessionaire has failed to remedy.
The concessionaire should resume responsibility for service delivery once the
emergency situation has been remedied.

145. The contracting authority’s ability to step in may be limited in that it
may be difficult immediately to identify and engage a subcontractor to carry
out the actions that the contracting authority is stepping in to do. Furthermore,
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frequent interventions carry a risk of the reversion to the contracting authority
of risks that have been transferred in the project agreement to the concessio-
naire. The concessionaire should not rely on the contracting authority to step
in to deal with a particular risk instead of handling it itself, as required by the
project agreement.

146. It is advisable to clarify in the project agreement which party bears the
cost of an intervention by the contracting authority. In most cases, the conces-
sionaire should bear the costs incurred by the contracting authority when the
intervention is caused by a performance failure attributable to the concession-
aire’s own fault. In some cases, to prevent disputes about liability and about
the appropriate level of costs, the agreement may authorize the contracting
authority to take steps to remedy the problem itself and then charge the actual
cost of having done so (including its own administrative costs) to the conces-
sionaire. However, when such intervention takes place following the occur-
rence of an exempting impediment (see paras. 131-139), the parties might
agree on a different solution, depending on how that particular risk has been
allocated in the project agreement.

(c) Step-in rights for the lenders

147. During the life of the project situations may arise where, because of
breach by the concessionaire or the occurrence of an extraordinary event out-
side the concessionaire’s control, it may nevertheless be in the interest of the
parties to avert termination of the project by allowing the project to continue
under the responsibility of a different concessionaire. The lenders, whose main
security is the revenue generated by the project, are particularly concerned
about the risk of interruption or termination of the project prior to repayment
of the loans. In the event of breach impediment affecting the concessionaire,
the lenders will be interested in ensuring that the work will not be left incom-
plete and that the concession will be operated profitably. The contracting au-
thority, too, may be interested in allowing the project to be carried out by a
new concessionaire, as an alternative for having to take it over and continue
it under its own responsibility.

148. Clauses allowing the lenders to select, with the consent of the contract-
ing authority, a new concessionaire to perform under the existing project
agreement have been included in a number of recent agreements for large
infrastructure projects. Such clauses are typically supplemented by a direct
agreement between the contracting authority and the lenders who are providing
finance to the concessionaire. The main purpose of such a direct agreement is
to allow the lenders to avert termination by the contracting authority when the
concessionaire is in breach by substituting a concessionaire that will continue
to perform under the project agreement in place of the concessionaire in
breach. Unlike the contracting authority’s right to intervene, which relates to
a specific, temporary and urgent failure of the service, lenders’ step-in rights
are for cases where the concessionaire’s failure to provide the service is recur-
rent or can reasonably be regarded as irremediable. In the experience of coun-
tries that have recently made use of such direct agreements, it has been found
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that the ability to head off termination and provide an alternative concessio-
naire gives the lenders additional security against breach by the concessionaire.
At the same time, it provides the contracting authority an opportunity to avoid
the disruption entailed by terminating the project agreement, thus maintaining
continuity of service.

149. However, in some countries, the implementation of such clauses may
face difficulties in the absence of legislative authorization. The concessio-
naire’s inability to carry out its obligations is usually a ground for the contract-
ing authority to take over the operation of the facility or terminate the agree-
ment (see chap. V, “Duration, extension and termination of the project
agreement”, paras. 15-23). For the purpose of selecting a new concessionaire
to succeed the concessionaire in breach, the contracting authority often needs
to follow the same procedures that applied to the selection of the original
concessionaire and it might not be possible for the contracting authority to
agree in consultation with the lenders on engaging a new concessionaire that
has not been selected pursuant to those procedures. On the other hand, even
where the contracting authority is authorized to negotiate with a new conces-
sionaire under emergency conditions, a new project agreement might need to
be entered into with the new concessionaire and there may be limitations to its
ability to assume the obligations of its predecessor.

150. Therefore, it may be useful to acknowledge in the law the contracting
authority’s right to enter into agreements with the lenders providing for the
appointment, with the consent of the contracting authority, of a new concessio-
naire to perform under the existing project agreement, when the concessionaire
seriously fails to deliver the service required under the project agreement or
following the occurrence of other specified events that could justify the termi-
nation of the project agreement. The agreement between the contracting au-
thority and the lenders should, inter alia, specify the following: the circum-
stances in which the lenders are permitted to substitute a new concessionaire;
the procedures for the substitution of the concessionaire; the grounds for re-
fusal by the contracting authority of a proposed substitute; and the obligations
of the lenders to maintain the service at the same standards and on the same
terms as required by the project agreement.
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V. Duration, extension and termination of
the project agreement

A. General remarks

1. Most privately financed infrastructure projects are undertaken for a certain
period, at the end of which the concessionaire transfers to the contracting
authority the responsibility for the operation of the infrastructure facility. Sec-
tion B deals with elements to be taken into account when establishing the
concession period. Section C deals with the question of whether and under
what circumstances the project agreement may be extended. Section D consid-
ers circumstances that may authorize the termination of the project agreement
prior to the expiry of its term. Lastly, section E deals with the consequences
of the expiry or termination of the project agreement, including the transfer of
project assets and the compensation to which either party may be entitled upon
termination, and the wind-up of the project.

B. Duration of the project agreement

2. The laws of some countries contain provisions that limit the duration of
infrastructure concessions to a certain number of years. Some laws establish a
general limit for most infrastructure projects and special limits for projects in
particular infrastructure sectors. In some countries there are maximum duration
periods only for certain infrastructure sectors.

3. The desirable duration of a project agreement may depend on a number
of factors, such as the operational life of the facility; the period during which
the service is likely to be required; the expected useful life of the assets
associated with the project; how changeable the technology required for the
project is; and the time needed for the concessionaire to repay its debts and
amortize the initial investment. The notion of economic “amortization”, in this
context, refers to the gradual charging of the investment made against project
revenue on the assumption that the facility would have no residual value at the
end of the project term. Given the difficulty of establishing a single statutory
limit for the duration of infrastructure projects, it is advisable to provide the
contracting authority with some flexibility to negotiate, in each case, a term
that is appropriate to the project in question.

4. In some legal systems, this result is achieved by provisions that require
that all concessions should be subject to a maximum duration period, without
specifying any number of years. Sometimes the law only indicates which el-
ements are to be taken into account for determining the duration of the con-
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cession, which may include the nature and amount of investment required to
be made by the concessionaire and the normal amortization period for the
particular facilities and installations concerned. Some project or sector-specific
laws provide for a combined system requiring that the project agreement pro-
vide for the expiry of the concession at the end of a certain period or once the
debts of the concessionaire have been fully repaid and a certain revenue,
production or usage level has been achieved, whichever is the earliest.

5. However, where it is found necessary to adopt statutory limits, the maxi-
mum period should be sufficiently long to allow the concessionaire to repay its
debts fully and to achieve a reasonable profit. Furthermore, it may be useful
to authorize the contracting authority, in exceptional cases, to agree to longer
concession periods, taking into account the amount of the investment and the
required recovering period, and subject to special approval procedures.

C. Extension of the project agreement

6. In the contracting practice of some countries, the contracting authority and
the concessionaire may agree on one or more extensions of the concession
period. More often, however, domestic laws only authorize an extension of the
project agreement under exceptional circumstances. In this case, upon expiry
of the project agreement the contracting authority is normally required to select
a new concessionaire, normally using the same procedures applied to select the
concessionaire whose concession has expired (for a discussion of selection
procedures, see chap. III, “Selection of the concessionaire“).

7. A number of countries have found it useful to require that exclusive
concessions be rebid from time to time rather than freely extended by the
parties. Periodic rebidding may give the concessionaire strong performance
incentives. The period between the initial award and the first (and subsequent)
rebidding should take into account the level of investment and other risks faced
by the concessionaire. For example, for solid waste collection concessions not
requiring heavy fixed investments, the periodicity may be relatively short
(three to five years, for example), whereas longer periods may be desirable for
power or water distribution concessions. In most countries, rebidding coincides
with the end of the project term, but in others a concession may be granted for
a long period (say 99 years), with periodic rebidding (for instance, every 10 or
15 years). In the latter mechanism, which has been adopted in a few countries,
the first rebidding occurs before the concessionaire has fully recouped its
investments. As an incentive to the incumbent operator, some laws provide that
the concessionaire may be given preference over other bidders in the award of
subsequent concessions for the same activity. However, the concessionaire
may have rights to compensation if it does not win the next bidding round, in
which case all or part of the bidding proceeds may revert to the incumbent
concessionaire. Requiring that the winning bidder should pay off the incum-
bent concessionaire for any property rights and for the investment not yet
recovered reduces the longer-term risk faced by investors and lenders and
provides them a valuable exit option (see paras. 39 and 40).
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8. Notwithstanding the above, it is advisable not to exclude entirely the
option to negotiate an extension of the concession period under certain speci-
fied circumstances. The duration of an infrastructure project is one of the main
factors taken into account in the negotiation of financial arrangements and has
a direct impact on the price of the services provided by the concessionaire. The
parties may find that an extension of the project agreement (as a substitute for
or combined with other compensation mechanisms) may be a useful option to
deal with unexpected impediments or other changes of circumstances arising
during the life of the project. Such circumstances may include any of the
following: extension to compensate for project suspension or loss of profit due
to the occurrence of impeding events (see chap. IV, “Construction and opera-
tion of infrastructure: legislative framework and project agreement”,
paras. 131-139); extension to compensate for project suspension brought about
by the contracting authority or other public authorities (see chap. IV, “Con-
struction and operation of infrastructure: legislative framework and project
agreement”, paras. 140 and 141); or extension to allow the concessionaire to
recover the cost of additional work required to be done on the facility and
which the concessionaire would not be able to recover during the normal term
of the project agreement without unreasonable tariff increases (see chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 73-76). For purposes of transparency and account-
ability, in some countries the extension of the concession period is subject to
a global cumulative limit or requires the approval of a specially designated
public authority.

D. Termination

9. The grounds for termination of the project agreement before the expiry of
its term and the consequences of any such termination are often dealt with in
domestic legislation. Usually the law authorizes the parties to terminate the
project agreement following the occurrence of certain types of events. The
main interest of all parties involved in a privately financed infrastructure
project is to ensure the satisfactory completion of the facility and the continu-
ous and orderly provision of the relevant public service. Given the serious
consequences of termination, as provision of the service may be interrupted or
even discontinued, termination should under most circumstances be regarded
as a measure of last resort. The conditions for the exercise of this right by
either party should be carefully considered. While they may not need to be
identical, it is generally desirable to achieve a broadly equitable balance of
rights and conditions regarding termination for both parties.

10. In addition to identifying the circumstances or types of events that may
give rise to a termination right, it is advisable for the parties to consider
appropriate procedures to establish whether there are valid grounds for termi-
nating the project agreement. Of particular importance is the question whether
the project agreement may be unilaterally terminated or whether termination
requires a decision by a judicial or other dispute settlement body.
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11. The concessionaire is usually not allowed to terminate the project agree-
ment without cause and in some legal systems termination by the concessio-
naire even in the event of breach by the contracting authority requires a final
judicial decision. However, in some countries, pursuant to rules applicable to
contracts with government entities, such a right may be exercised by public
authorities, subject to payment of compensation to the concessionaire. In other
countries, however, an exception is made in the case of public service conces-
sions, whose contractual nature is found to be incompatible with unilateral
termination rights. Lastly, some legal systems do not recognize unilateral ter-
mination rights for public authorities. However, project promoters and lenders
would be concerned about the risk of premature or unjustified termination by
the contracting authority, even where a decision to terminate might be subject
to review through the dispute settlement mechanism. It should also be noted
that giving the contracting authority the unilateral right to terminate the project
agreement would not be an adequate substitute for well-designed contractual
mechanisms of performance monitoring or for appropriate guarantees of per-
formance (see chap. IV, “Construction and operation of infrastructure: legisla-
tive framework and project agreement”, paras. 80-97 and 108-120).

12. Provisions concerning termination should therefore be brought into line
with the remedies for breach provided in the project agreement. In particular,
it is useful to distinguish the conditions for termination from those for step-in
by the contracting authority (see chap. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, paras. 143-146).
It is also important to consider the contracting authority’s termination rights
against the background of the financing agreements negotiated by the conces-
sionaire with its lenders. In most cases, events that may lead to the termination
of the project agreement would also constitute events of default under the loan
agreements, with the consequence that the entire outstanding debt of the con-
cessionaire may fall due immediately. It would thus be useful to attempt to
avoid the risk of termination by allowing the lenders to propose another con-
cessionaire when termination of the project agreement with the original con-
cessionaire appears imminent (see chap. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, paras. 108-120).

13. In the light of the above, it is generally advisable to provide that the
termination of the project agreement in most cases require a final finding by
the dispute settlement body provided in the agreement. Such a requirement
would reduce concerns about premature or unjustified recourse to termination.
At the same time, it would not preclude the taking of appropriate measures to
ensure the continuity of the service, pending the final decision of the dispute
settlement body, as long as contractual remedies for breach, such as step-in
rights for the contracting authority and the lenders, are provided in the project
agreement. In countries where such a requirement would not be consistent with
general principles of administrative law applicable to government contracts, it
might be important to ensure, at least, that the contracting authority’s right to
terminate the project agreement should be without prejudice to the concessio-
naire’s right to seek subsequent judicial review of the contracting authority’s
decision to terminate.
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1. Termination by the contracting authority

14. The contracting authority’s termination rights usually relate to three cat-
egories of circumstances: serious breach by the concessionaire; insolvency or
bankruptcy of the concessionaire; and termination for reasons of public interest.

(a) Serious breach by the concessionaire

15. The contracting authority has the duty to ensure that public services are
provided in accordance with applicable laws, regulations and contractual provi-
sions. Thus, a number of domestic laws expressly recognize the contracting
authority’s right to terminate the project agreement in the event of breach by the
concessionaire. Because of the disruptive effects of termination and in the interest
of preserving the continuity of the service, it is not advisable to regard termination
as a sanction for each and any instance of unsatisfactory performance by the
concessionaire. On the contrary, it is generally advisable to resort to the extreme
remedy of termination only in cases of “particularly serious” or “repeated”
failures to perform, especially when it can no longer be reasonably expected that
the concessionaire will be able or willing to perform under the project agreement.
Many legal systems use specific technical expressions to refer to situations where
the degree of breach by one contracting party is of such a nature that the other
party may terminate their contractual relation before the expiry of its term (for
example, “fundamental breach”, “material breach” or similar expressions). Such
situations are referred to in the Guide as “serious breach”.

16. Circumscribing the possibility of termination to cases of serious breach
may give assurance to lenders and project promoters that they will be protected
against unreasonable or premature decisions by the contracting authority. The
law may generally provide for the contracting authority’s right to terminate the
project agreement upon serious breach by the concessionaire and leave it for
the project agreement to define further the notion of serious breach and, as
appropriate, provide illustrative examples of it. From a practical point of view,
it is not advisable to attempt, by statute or in the project agreement, to provide
a list of the events that justify termination.

17. As a general rule, it is desirable that the concessionaire be granted an
additional period of time to fulfil its obligations and to avert the consequences
of its breach prior to the contracting authority’s resorting to remedies. For
example, the concessionaire should be given notice specifying the nature of the
relevant circumstances and requiring it to rectify them within a certain period.
The possibility might also be given for the lenders and sureties, as the case
may be, to avert the consequences of the concessionaire’s breach, for instance
by temporarily engaging a third party to cure the consequences of breach by
the concessionaire, in accordance with the terms of the performance bonds
provided to the contracting authority or the terms of a direct agreement be-
tween the lenders and the contracting authority (see chap. IV, “Construction
and operation of infrastructure: legislative framework and project agreement”,
paras. 108-120 and 147-150). The project agreement may also provide that, if
the circumstances are not rectified before the expiry of the relevant period, the
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contracting authority may then terminate the project agreement, subject to first
notifying the lenders and giving them an opportunity within a certain period to
exercise any right of substitution that the lenders might have in accordance
with a direct agreement between them and the contracting authority. However,
reasonable deadlines need to be set, since the contracting authority cannot be
expected to bear indefinitely the continuing cost of a situation of breach of the
project agreement by the concessionaire. Furthermore, the procedures should
be without prejudice to the contracting authority’s right to step in to avert the
risk of disruption of service by the concessionaire (see chap. IV, “Construction
and operation of infrastructure: legislative framework and project agreement”,
paras. 145 and 146).

(i) Serious breach before the beginning of construction

18. The concessionaire typically needs to accomplish a series of steps prior to
undertaking construction works. Some of these requirements may even consti-
tute conditions precedent to the entry into force of the project agreement.
Examples of events that often justify the withdrawal of the concession award
at an early stage include the following:

(a) Failure to secure the required financial means, to sign the project
agreement or to establish the project company within the established deadline;

(b) Failure to obtain licences or permits required for pursuing the activity
that is the object of the concession;

(c) Failure to undertake the construction of the facility, to commence
development of the project or to submit the plans and designs required within
a set period of time from the award of the concession.

19. Termination should in principle be reserved for situations where the con-
tracting authority may no longer reasonably expect that the selected concessio-
naire will take the necessary measures to commence execution of the project.
In that connection, it is important for the contracting authority to take into
account any circumstances that may excuse the concessionaire’s delay in ful-
filling its obligations. Furthermore, the concessionaire should not suffer the
consequences of inaction or error on the part of the contracting authority or
other public authorities. For instance, the termination of the project agreement
would not normally be justified if the concessionaire’s failure to obtain gov-
ernment licences and permits within the agreed schedule was not attributable
to the concessionaire’s own fault.

(ii) Serious breach during the construction phase

20. Examples of events that may justify the termination of the project agree-
ment during the construction phase include the following:

(a) Failure to observe building regulations, specifications or minimum
design and performance standards and non-excusable failure to complete work
within the agreed schedule;
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(b) Failure to provide or renew the required guarantees in the agreed terms;

(c) Violation of essential statutory or contractual obligations.

21. Termination should be commensurate with the degree of breach by the
concessionaire and the consequences of breach for the contracting authority.
For instance, the contracting authority may have a legitimate interest in speci-
fying a date when the construction must be completed and may therefore be
justified in regarding a delay in completion as an event of breach and hence
a ground for termination. However, delay alone, in particular if it is not exces-
sive in relation to the specifications of the project agreement, might not be
sufficient reason for termination when the contracting authority is otherwise
satisfied with the concessionaire’s ability to complete the construction in ac-
cordance with the required quality standards and its commitment to doing so.

(iii) Serious breach during the operational phase

22. Examples of particular instances of breach that typically justify the termi-
nation of the concession during the operational phase include any of the fol-
lowing:

(a) Serious failure to provide services in accordance with the statutory and
contractual standards of quality, including disregard of price control measures;

(b) Non-excusable suspension or interruption of the provision of the
service without prior consent from the contracting authority;

(c) Serious failure by the concessionaire to maintain the facility, its
equipment and appurtenances in accordance with the agreed standards of qual-
ity or non-excusable delay in carrying out maintenance works in accordance
with the agreed plans, schedules and timetables;

(d) Failure to comply with sanctions imposed by the contracting author-
ity or the regulatory agency, as appropriate, for infringements of the conces-
sionaire’s duties.

23. For the purpose of enhancing transparency and integrity in governmental
matters, the laws of some countries also provide for the termination of project
agreements if the concessionaire is guilty of tax fraud or other types of fraudu-
lent acts, or if its agents or employees are involved in bribery of public offi-
cials and other corrupt practices (see also chap. VII, “Other relevant areas of
law”, paras. 50-52). The latter considerations underscore the importance of
designing effective mechanisms to combat corruption and bribery and to afford
the concessionaire the opportunity to file complaints against demands for ille-
gal payments or unlawful threats by officials of the host country.

(b) Insolvency of the concessionaire

24. Infrastructure services typically need to be provided continuously and for
that reason most domestic laws stipulate that the agreement may be terminated
if the concessionaire is declared insolvent or bankrupt. In order to ensure the
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continuity of the service, the assets and property required to be handed over
to the contracting authority may be excluded from the insolvency proceedings
and the law may require prior governmental approval for any act of disposition
by a liquidator or insolvency administrator of any categories of assets owned
by the concessionaire.

25. In a legal system that allows the establishment of security interests over
the concession itself (see chap. IV, “Construction and operation of infrastruc-
ture: legislative framework and project agreement”, para. 57), the law provides
that the contracting authority may, in consultation with the holders of such
security creditors, appoint a temporary administrator so as to ensure the con-
tinued provision of the relevant service, until the secured creditors admitted to
the insolvency proceedings decide, upon the recommendation of the insol-
vency administrator, whether the activity should be pursued or whether the
right to exploit the concession should be put to a bidding process.

(c) Termination for reasons of public interest

26. In the contracting practice of some countries, public authorities procuring
construction works traditionally retain the right to terminate the construction
contract for reasons of public interest (that is, without having to provide any
justification other than that the termination is in the Government’s interest). In
some common law jurisdictions, that right, which is sometimes referred to as
“termination for convenience”, can only be exercised if expressly provided for
in a statute or in the relevant contract. Several legal systems belonging to the
civil law tradition also recognize a similar power of public authorities to ter-
minate contracts for reasons of public interest or “general interest”. In some
countries, such a right may be implied in the Government’s contracting power,
even in the absence of an explicit statutory or contractual provision to that
effect. The Government’s right to terminate for reasons of public interest, in
those legal systems which recognize it, is regarded as essential in order to
preserve the Government’s unfettered ability to exercise its functions affecting
the public good.

27. Nevertheless, the conditions for the exercise of this right, and the conse-
quences of doing so, should be carefully considered. The authority to deter-
mine what constitutes public interest may lie within the Government’s discre-
tion, so that the contracting authority’s decision to terminate the project
agreement could only be challenged under specific circumstances (for instance,
improper motive, “détournement de pouvoir”). However, a general and un-
qualified right to terminate the project agreement for reasons of public interest
may represent an imponderable risk that neither the concessionaire nor the
lenders may be ready to accept without sufficient guarantees that they will
receive prompt compensation for the loss sustained. The possibility of termi-
nation for reasons of public interest, where contemplated, should therefore be
made known to prospective investors on the earliest possible occasion and
should be expressly mentioned in the draft project agreement circulated with
the request for proposals (see chap. III, “Selection of the concessionaire”, para.
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67). The compensation due for termination for reasons of public interest may,
in practice, cover items that are taken into account when calculating the com-
pensation that is due for termination for serious breach by the contracting
authority (see para. 42). Furthermore, it is generally advisable to limit the
exercise of the right to terminate the project agreement to situations where such
termination is needed for a compelling reason of public interest, which should
be restrictively interpreted (for example, where major subsequent changes in
governmental plans and policies require the integration of a project into a
larger network or where changes in the contracting authority’s plans require
major project revisions that substantially affect the original design or the
project’s commercial feasibility under private operation). In particular, it is not
advisable to regard the right of termination for reasons of public interest as a
substitute for other contractual remedies in case of dissatisfaction with the
concessionaire’s performance (see chap. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, paras. 140-150).

2. Termination by the concessionaire

28. While the contracting authority in some legal systems may retain an un-
qualified right to terminate the project agreement, the grounds for termination
by the concessionaire are usually limited to serious breach by the contracting
authority or other exceptional situations and do not normally include a general
right to terminate the project agreement at will. Moreover, some legal systems
do not recognize the concessionaire’s right to terminate the project agreement
unilaterally, but only the right to request a third party, such as the competent
court, to declare the termination of the project agreement.

(a) Serious breach by the contracting authority

29. Generally, the concessionaire’s right to terminate the project agreement is
limited to situations where the contracting authority is found to be in breach
of a substantial part of its obligations (such as failure to make agreed payments
to the concessionaire or failure to issue licences required for the operation of
the facility for reasons other than the concessionaire’s own fault). In those
legal systems where the contracting authority has the right to request modifi-
cations in the project, the concessionaire may have the right to terminate the
project agreement if the contracting authority alters or modifies the original
project in such a fashion as to cause a substantial increase in the amount of
investment required and the parties fail to agree on the appropriate amount of
compensation (see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, paras. 73-76).

30. In addition to serious breach by the contracting authority itself, it may be
equitable to authorize termination by the concessionaire should the latter be
rendered unable to provide the service as a result of acts of public authorities
other than the contracting authority, such as failure to provide certain measures
of support required for the execution of the project agreement (see chap. II,
“Project risks and government support”, paras. 35-60).
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31. Although termination by the concessionaire may not always require a final
finding by a judicial or other dispute settlement body, there may be limits to
the remedies available to the concessionaire in the event of breach by the
contracting authority. Pursuant to a rule of law followed in many legal systems,
a party to a contract may withhold performance of its obligations in the event
of breach by the other party of a substantial part of its obligations. However,
in some legal systems that rule does not apply to government contracts and the
law provides instead that government contractors are not excused from per-
forming solely on the ground of breach by the contracting authority unless and
until the contract is rescinded by a judicial or arbitral decision.

32. Limitations on the concessionaire’s right to withhold performance are typi-
cally intended to ensure the continuity of public services (see chap. IV, “Con-
struction and operation of infrastructure: legislative framework and project
agreement”, paras. 86 and 87). Nevertheless, it should be noted that while the
contracting authority may mitigate the consequences of breach by the conces-
sionaire by using its right to step in, the concessionaire does not usually have
a comparable remedy. In the event of serious breach by the contracting author-
ity, the concessionaire may sustain considerable or even irreparable damage,
depending on the time required to obtain a final decision releasing the conces-
sionaire from its obligations under the project agreement. These circumstances
underscore the importance of government guarantees in respect of obligations
assumed by contracting authorities (see chap. II, “Project risks and government
support”, paras. 45-50) and the need for allowing the parties the choice of
expeditious and effective dispute settlement mechanisms (see chap. VI,
“Settlement of disputes”, paras. 3-42).

(b) Changes in conditions

33. Domestic laws often allow the concessionaire to terminate the project
agreement if the concessionaire’s performance has been rendered substantially
more onerous by the occurrence of an unforeseen change in conditions and the
parties have failed to agree on an appropriate revision to adapt the project
agreement to the changed conditions (see chap. IV, “Construction and opera-
tion of infrastructure: legislative framework and project agreement”, paras.
126-130).

3. Termination by either party

(a) Impediment of performance

34. Some laws provide that the parties may terminate the project agreement
if the performance of their obligations is rendered permanently impossible as
a result of a circumstance defined in the project agreement as an exempting
impediment (see chap. IV, “Construction and operation of infrastructure: leg-
islative framework and project agreement”, paras. 132-139). In that connec-
tion, it is advisable to provide in the project agreement that if the exempting
impediment persists for a certain period or if the cumulative duration of two
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or more exempting impediments exceeds a certain time, the agreement may be
terminated by either party. If the execution of the project is rendered impos-
sible on legal grounds, because of changes in legislation or as a result of
judicial decisions affecting the validity of the project agreement, for instance,
such a termination right might not require any period of time to elapse and
might be exercised immediately upon the change of legislation or other legal
obstacle becoming effective.

(b) Mutual consent

35. Some domestic laws authorize the parties to terminate the project agree-
ment by mutual consent, usually subject to the approval of a higher authority.
Legislative power to this effect may be needed by the contracting authority in legal
systems where the termination by mutual consent might amount to a discontinu-
ation of the public service for which the contracting authority is responsible.

E. Consequences of expiry or termination of
the project agreement

36. The concessionaire’s right to operate the facility and to provide the rel-
evant service typically finishes upon expiry of the project term or termination
of the project agreement. Unless the infrastructure is to be permanently owned
by the concessionaire, the expiry or termination of the project agreement often
requires the transfer of assets to the contracting authority or to another conces-
sionaire who undertakes to operate the facility. There may be important finan-
cial consequences that will need to be regulated in detail in the project agree-
ment, in particular in the event of termination by either party. The parties will
also need to agree on various wind-up measures to ensure the orderly transfer
of the responsibility for operating the facility and providing the service.

1. Transfer of project-related assets

37. In most cases, the assets and property originally made available to the
concessionaire and other goods related to the project are to revert to the con-
tracting authority upon expiry or termination of the project agreement (see
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, paras. 23-29). In a typical “build-operate-transfer”
project, the concessionaire would also be obliged to transfer to the contracting
authority the physical infrastructure and other project-related assets upon ex-
piry or termination of the project agreement. The assets required to be trans-
ferred to the contracting authority often include intangible assets, such as
outstanding receivables and other rights existing at the time of transfer. De-
pending on the project, the assets to be transferred may include specific tech-
nology or know-how (see paras. 51-55). It should be noted that in some
projects the assets are transferred directly from the concessionaire to another
concessionaire who succeeds it in the provision of the service.
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(a) Transfer of assets to the contracting authority

38. Different arrangements may be needed, depending on the type of asset to
be transferred (see chap. IV, “Construction and operation of infrastructure:
legislative framework and project agreement”, para. 28):

(a) Assets that must be transferred to the contracting authority. In the
legal tradition of some countries, at the end of the project term, the concession-
aire is required to transfer such assets free of any liens and encumbrances and
at no cost to the contracting authority, except for compensation for improve-
ments made to, or modernization of, the property for the purpose of ensuring
the continuity of the service the cost of which has not yet been recovered by
the concessionaire. In practice, such a rule presupposes the negotiation of a
concession period sufficiently long and a level of revenue high enough for the
concessionaire to amortize fully its investment and to repay its debts in full.
Other laws allow for more flexibility by authorizing the contracting authority
to compensate the concessionaire for the residual value, if any, of assets built
by the concessionaire;

(b) Assets that may be purchased by the contracting authority, at its
option. If the contracting authority decides to exercise its option to purchase
those assets, the concessionaire is normally entitled to compensation corre-
sponding to their fair market value at the time. However, if those assets were
expected to be fully amortized (that is, if the concessionaire’s financing ar-
rangements do not envisage any expectation of residual value of the assets),
then the price paid might be only nominal. In the contracting practice of some
countries, it is usual for contracting authorities to be granted some security
interest in such assets as a guarantee for their effective transfer;

(c) Assets that remain the private property of the concessionaire. Typi-
cally these assets may be freely removed or disposed of by the concessionaire.

(b) Transfer of assets to a new concessionaire

39. As indicated earlier, the contracting authority may wish to rebid the con-
cession at the end of the project agreement, rather than to operate the facility
itself (see para. 3). For that purpose, it may be useful for the law to require the
concessionaire to make the assets available to a new concessionaire. In order
to ensure an orderly transition and continuity of the service, the concessionaire
should be required to cooperate with the new concessionaire in the handover.
The transfer of assets between the concessionaires may require that some
compensation be paid to the incumbent concessionaire, depending on whether
or not the assets have been amortized.

40. One important element to consider in this connection is the structure of the
financial proposal formulated by the concessionaire during the selection proc-
ess (see also chap. IV, “Construction and operation of infrastructure: legislative
framework and project agreement”, para. 27). In public infrastructure projects,
one of the basic assumptions of the bidders’ financial proposal is that all assets
required to be built or acquired for the project will be fully amortized (that is,
their cost will be recovered in full) in the life of the project. Thus, the financial
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proposals will not normally include an expectation of residual value for the
assets at the end of the project period. In such cases, there may not be a prima
facie reason for requiring a successor concessionaire to pay any compensation
to the original concessionaire, which may be required to make all assets avail-
able to its successor at no cost or only for a nominal consideration. Indeed, if
the concessionaire has achieved its expected return, a transfer payment
from a successor concessionaire would be an additional cost that would
ultimately have to be remunerated by the prices charged by the successor
under the second agreement. However, if the tariff level contemplated in
the concessionaire’s original proposal was based on the assumption of
some residual value of the assets at the end of the project period or if the
financial proposal assumed significant revenue from third parties, the con-
cessionaire might be entitled to compensation for assets handed over to a
successor concessionaire.

(c) Condition of assets at the time of transfer

41. Where assets are handed over to the contracting authority or transferred
directly to a new concessionaire upon the expiry of the concession period, the
concessionaire is typically obligated to transfer them, free of liens or encum-
brances, and in such condition as would be necessary for normal functioning
of the infrastructure facility, taking into account the needs of the service. The
contracting authority’s right to receive those assets in such operating condition
is complemented in some laws by the obligation imposed upon the concessio-
naire to keep and transfer the project in such proper condition as prudent
maintenance requires and to provide some sort of guarantee to that effect (see
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, para. 118). Where the contracting authority requires
the assets to be returned in a prescribed condition, the required conditions
should be reasonable. While it may be reasonable for the contracting authority
to require that the assets have some defined period of residual life, it would not
be reasonable to expect them to be as new. Furthermore, these requirements
may not be applicable in the event of termination of the project agreement, in
particular termination prior to successful completion of the construction phase.

42. It is advisable to devise procedures for ascertaining the condition of the
assets that should be transferred to the contracting authority. It may be useful,
for example, to establish a committee comprised of representatives of both the
contracting authority and the concessionaire to establish whether the facilities
are in the prescribed condition and conform to the relevant requirements set
forth in the project agreement. The project agreement may also provide for the
appointment and terms of reference of such a committee, which may be given
authority to request reasonable measures by the concessionaire to repair or
eliminate any defects and deficiencies found in the facilities. It may be advis-
able to provide for a special inspection to take place one year prior to the
termination of the concession, following which the contracting authority may
require additional maintenance measures by the concessionaire so as to ensure
that the goods are in proper condition at the time of the transfer. The contract-
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ing authority may wish to require that the concessionaire provide special guar-
antees for the satisfactory handover of the facilities (see chap. IV, “Construc-
tion and operation of infrastructure: legislative framework and project agree-
ment”, para. 118). The contracting authority might draw on such guarantees to
pay the repair cost of damaged assets or property.

2. Financial arrangements upon termination

43. Termination of the project agreement may occur before the concessionaire
has been able to recover its investment, repay its debts and yield the expected
profit, which may cause significant loss to the concessionaire. Loss may also
be sustained by the contracting authority, which may need to make additional
investment or incur considerable expense in order, for instance, to ensure the
completion of the facility or the continued provision of the relevant services.
In view of these circumstances, project agreements typically contain extensive
provisions dealing with the financial rights and obligations of the parties upon
termination. The usual standards of compensation typically vary according to
the various grounds for termination. Nevertheless, the following factors are
usually taken into account in compensation arrangements:

(a) Outstanding debt, equity investment and anticipated profit. Project
termination is typically included among the events of default in the concessio-
naire’s loan agreements. Since loan agreements usually include a so-called
“acceleration clause”, whereby the entire debt may become due upon the oc-
currence of an event of default, the immediate loss sustained by the conces-
sionaire upon termination of the project agreement may include the amount of
debt then outstanding. Whether and to what extent such a loss might be com-
pensated for by the contracting authority usually depends on the grounds for
terminating the project agreement. Partial compensation may be limited to an
amount corresponding to the value of works satisfactorily performed by the
concessionaire, whereas full compensation would cover the entire outstanding
debt. Another category of loss that is sometimes taken into account in compen-
sation arrangements refers to loss of equity investment by the project promot-
ers, to the extent that such an investment has not yet been recovered at the time
of termination. Lastly, termination also deprives the concessionaire of future
profits that the facility may generate. Although lost profits are not usually
regarded as actual damage, in exceptional circumstances, such as wrongful
termination by the contracting authority, the current value of expected future
profit may be included in the compensation due to the concessionaire;

(b) Degree of completion, residual value and amortization of assets.
Contractual compensation schemes for various termination grounds typically
include compensation commensurate with the degree of completion of the
works at the time of termination. The value of the works is usually determined
on the basis of the investment required for construction (in particular if the
termination takes place during the construction phase), the replacement cost or
the “residual” value of the facility. The residual value means the market value
of the infrastructure at the time of termination. Market value may be difficult
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to determine or even non-existent for certain types of physical infrastructure
(such as bridges or roads) or for facilities whose operational life is close to
expiry. Sometimes the residual value may be estimated taking into account the
expected usefulness of the facility for the contracting authority. However, dif-
ficulties may be found in establishing the value of unfinished works, in par-
ticular if the amount of the investment still required by the contracting author-
ity to render the facility operational would exceed the amount actually invested
by the concessionaire. In any event, full payment of residual value seldom
takes place, in particular where the project’s revenue constitutes the sole remu-
neration for the concessionaire’s investment. Thus, instead of full compensa-
tion for the facility’s value, the concessionaire often receives compensation
only for the residual value of assets that have not yet been fully amortized at
the time of termination.

(a) Termination due to breach by the concessionaire

44. The concessionaire is not usually entitled to damages in the event of
termination due to its own breach. In some cases the concessionaire may be
under an obligation to pay damages to the contracting authority, although, in
practice, a defaulting concessionaire whose debts are declared due by its credi-
tors would seldom have sufficient financial means left for actual payment of
such damages.

45. It should be noted that termination due to breach, even where it is re-
garded as a sanction for serious performance failures, should not result in the
unjust enrichment of either party. Thus, termination does not necessarily entail
a right for the contracting authority to take over assets without making any
payment to the concessionaire. An equitable solution for dealing with this issue
may be to distinguish between the different types of asset, according to the
arrangements envisaged for them in the project agreement (see para. 38):

(a) Assets that must be transferred to the contracting authority. Where
the project agreement requires the automatic transfer of project assets to the
contracting authority at the end of the project agreement, termination on breach
does not usually entail the payment of compensation to the concessionaire for
those assets, except for the residual value of work satisfactorily performed, to
the extent that it has not yet been amortized by the concessionaire;

(b) Assets that may be purchased by the contracting authority, at its
option. Financial compensation may be adequate in cases where the contract-
ing authority has an option to buy the assets at market value on expiry of the
project agreement or the right to require that such an option be given to the
winner of a new project award. However, it may be legitimate to envisage a
financial compensation that is less than the full value of the assets so as to
stimulate performance by the concessionaire. By the same token, such com-
pensation may not need to cover the full cost of repaying the concessionaire’s
outstanding debt. It is advisable to set forth the details of the formula for
financial compensation in the project agreement (that is, whether it covers the
break-up value of the asset or the lesser of the outstanding debt and the alter-
native use value);
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(c) Assets that remain the private property of the concessionaire. Assets
in the concessionaire’s private property that do not fall under (a) or (b) above
may usually be removed and disposed of by the concessionaire, so that the
need for compensation arrangements seldom arises. However, a different situ-
ation may arise in the case of fully privatized projects, where all assets, includ-
ing those essential for the provision of the services, are owned by the conces-
sionaire. In such cases, in order to ensure the continuity of the services, the
contracting authority may find it necessary to take over the assets, even though
not contemplated in the project agreement. In such cases, it would be equitable
to compensate the concessionaire for the fair market value of the assets. The
project agreement may, however, provide that the compensation should be
reduced by the costs incurred by the contracting authority in operating the
facility or engaging another operator.

(b) Termination due to breach by the contracting authority

46. The concessionaire is usually entitled to full compensation for loss sus-
tained as a result of termination on grounds attributable to the contracting
authority. The compensation due to the concessionaire usually includes com-
pensation for the value of the works and installations, to the extent they have
not already been amortized, as well as for the loss caused to the concessionaire,
including lost profits, which are usually calculated on the basis of the conces-
sionaire’s revenue during previous financial years, when termination occurs
during the operational phase, or are based on a projection of the expected
benefit during the duration originally envisaged. The concessionaire may be
entitled to full compensation of debt and equity, including debt service and lost
profits.

(c) Termination on other grounds

47. When considering compensation arrangements for termination due to cir-
cumstances unrelated to breach by either party, it may be useful to distinguish
exempting impediments from termination declared by the contracting authority
for reasons such as public interest or other similar reasons.

(i) Termination due to exempting impediments

48. By definition, exempting impediments are events beyond the parties’
control and, as a general rule, termination under such circumstances might not
give rise to claims for damages by either party. However, there may be circum-
stances where it might be equitable to provide for some compensation to the
concessionaire, such as fair compensation for works already completed, in
particular where, because of the specialized nature of the assets, they cannot
be removed by the concessionaire or meaningfully used by it, but may be
effectively used by the contracting authority for the purpose of providing the
relevant service (a bridge, for instance). However, since termination in such
cases cannot be attributed to the contracting authority, the compensation due
to the concessionaire may not necessarily need to be “full” compensation (that
is, repayment of debt, equity and lost profits).
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(ii) Termination for reasons of public interest

49. Where the project agreement recognizes the contracting authority’s right
to terminate for reasons of public interest, the compensation payable to the
concessionaire usually covers compensation for the same items included in
compensation payable upon termination for breach by the contracting authority
(see para. 46), although not necessarily to the full extent. In order to establish
the equitable amount of compensation due to the concessionaire, it may be
useful to distinguish between termination for reasons of public interest during
the construction phase and termination for convenience during the operational
phase:

(a) Termination during the construction phase. If the project agreement
is terminated during the construction phase, the compensation arrangements
may be similar to those which are followed in connection with large construc-
tion contracts that allow for termination for convenience. In those cases, the
contractor is usually entitled to the portion of the price that is attributable to
the construction satisfactorily performed, as well as for expenses and losses
incurred by the contractor arising from the termination. However, since the
contracting authority does not normally pay a price for the construction work
carried out by the concessionaire, the main criterion for calculating compen-
sation would typically be the total investment effectively made by the conces-
sionaire up to the time of termination, including all sums actually disbursed
under the loan facilities extended by the lenders to the concessionaire for the
purpose of carrying out construction under the project agreement, and ex-
penses related to the cancellation of loan agreements. One additional question
is whether and to what extent the concessionaire may be entitled to recover lost
profit for the portion of the contract that has been terminated for convenience.
On the one hand, the concessionaire might have foregone other business op-
portunities in anticipation of completing the project and operating the facility
through the anticipated duration of the concession. On the other hand, an
obligation of the contracting authority to compensate the concessionaire for its
lost profit might make it financially prohibitive for the contracting authority to
exercise its right of termination for convenience. One approach may be for the
project agreement to establish a scale of payments to be made by the contract-
ing authority as compensation for lost profits and the amount of the payments
depending upon the stage of the construction that has been completed when the
project agreement is terminated for convenience;

(b) Termination during the operational phase. As regards the construc-
tion work satisfactorily completed by the concessionaire, the compensation
arrangements may be the same as for termination during the construction
phase. However, equitable compensation for termination during the operational
phase might require fair compensation for lost profits. The higher standard of
compensation in this case may be justified by the fact that, unlike termination
during the construction phase, when the contracting authority might need to
undertake to complete the work at its own expense, upon termination during
the operational phase the contracting authority might be able to receive a
completed facility capable of being operated profitably. Compensation for lost
profits is often calculated on the basis of the concessionaire’s revenue during
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a certain number of previous financial years, but in some cases other elements,
such as the anticipated profit on the basis of the agreed tariffs, may need to be
taken into account. This is so because in some infrastructure projects such as
toll roads and similar projects, which are characterized by high financial costs
and relatively low income at the early stages of operation, termination may
occur before the project has a history of profitability.

3. Wind-up and transitional measures

50. Where the facility is transferred to the contracting authority at the end of
the concession period, the parties may need to make a series of arrangements
in order to ensure that the contracting authority will be able to operate the
facility at the prescribed standards of efficiency and safety. The project agree-
ment may provide for the concessionaire’s obligation to transfer certain tech-
nology or know-how required to operate the infrastructure facility. The project
agreement may also provide for the continuation, for a certain transitional
period, of certain obligations of the concessionaire in respect of the operation
and maintenance of the facility. It may further include an obligation, on the
part of the concessionaire, to supply or facilitate the supply of spare parts that
may be needed by the contracting authority to carry out repairs in the facility.
It should be noted, however, that the concessionaire might not be in a position
to undertake itself some of the transitional measures referred to below, since
in most cases the concessionaire would have been established for the sole
purpose of carrying out the project and would need to procure the relevant
technology or spare parts from third parties.

(a) Transfer of technology

51. In some cases, the facility transferred to the contracting authority will
embody various technological processes necessary for the generation of certain
goods, such as electricity or potable water, or the provision of the relevant
services, such as telephone services. The contracting authority will often wish
to acquire a knowledge of those processes and their application. The contract-
ing authority will also wish to acquire the technical information and skills
necessary for the operation and maintenance of the facility. Even where the
contracting authority has the basic capability to undertake certain elements of
the operation and maintenance (for example, building or civil engineering), the
contracting authority may need to acquire a knowledge of special technical
processes necessary to effect the operation in a manner appropriate to the
facility in question. The communication to the contracting authority of that
knowledge, information and skills is often referred to as the “transfer of tech-
nology”. Obligations concerning the transfer of technology cannot be unilater-
ally imposed on the concessionaire and, in practice, these matters are the
subject of extensive negotiations between the parties concerned. While the host
country has a legitimate interest in gaining access to the technology needed to
operate the facility, due account should be taken of the commercial interests
and business strategies of the private investors.
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52. Differing contractual arrangements can be adopted for the transfer of tech-
nology and the performance of the other obligations necessary to construct and
operate the facility. The transfer of technology itself may occur in different
ways, for example, through the licensing of industrial property, through the
creation of a joint venture between the parties or the supply of confidential
know-how. The Guide does not attempt to deal comprehensively with contract
negotiation and drafting relating to the licensing of industrial property or the
supply of know-how, as this subject has already been dealt with in detail in
publications issued by other United Nations bodies.1 The following paragraphs
merely note certain major issues concerning the communication of skills nec-
essary for the operation and maintenance of the facility through the training of
the contracting authority’s personnel or through documentation.

53. The most important method of conveying to the contracting authority the
technical information and skills necessary for the proper operation and main-
tenance of the works is the training of the contracting authority’s personnel. In
order to enable the contracting authority to decide on its training requirements,
in the request for proposals or during the contract negotiations the contracting
authority might request the concessionaire to supply the contracting authority
with an organizational chart showing the personnel requirements for the opera-
tion and maintenance of the works, including the basic technical and other
qualifications the personnel must possess. Such a statement of requirements
should be sufficiently detailed to enable the contracting authority to determine
the extent of training required in relation to the personnel available to it. The
concessionaire will often have the capability to provide the training. In some
cases, however, the training may be given more effectively by a consulting
engineer or through an institution specializing in training.

54. Technical information and skills necessary for the proper operation and
maintenance of the facility may also be conveyed through the supply of tech-
nical documentation. The documentation to be supplied may consist of plans,
drawings, formulas, manuals of operation and maintenance and safety instruc-
tions. It may be advisable to list in the project agreement the documents to be
supplied. The concessionaire may be required to supply documents that are
comprehensive and clearly drafted and are in a specified language. It may be
advisable to obligate the concessionaire, at the request of the contracting au-
thority, to give demonstrations of procedures described in the documentation
if the procedures cannot be understood without demonstrations.

1The negotiation and drafting of contracts for the licensing of industrial property and the supply
of know-how is dealt with in detail in World Intellectual Property Organization, Licensing Guide for
Developing Countries (WIPO publication No. 620 (E), 1977). The main issues to be considered in
negotiating and drafting such contracts are set forth in the Guidelines for Evaluation of Transfer of
Technology Agreements, Development and Transfer of Technology Series, No. 12 (ID/233, 1979), and
in the Guide for Use in Drawing Up Contracts Relating to the International Transfer of Know-How in
the Engineering Industry (United Nations publication, Sales No. E.70.II.E.15). Another relevant pub-
lication is the Handbook on the Acquisition of Technology by Developing Countries (United Nations
publication, Sales No. E.78.II.D.15). For a discussion of transfer of technology in the context of
contracts for the construction of industrial works, see the UNCITRAL Legal Guide on Drawing Up
International Contracts for the Construction of Industrial Works (United Nations publication, Sales No.
E.87.V.10), chap. VI, “Transfer of technology”.
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55. The points in time when the documentation is to be supplied may be
specified. The project agreement may provide that the supply of all documen-
tation is to be completed by the time fixed in the contract for completion of
the construction. The parties may also wish to provide that transfer of the
facility is not to be considered completed unless all documentation relating to
the operation of the works and required under the contract to be delivered prior
to the completion has been supplied. It may be advisable to provide that some
documentation, such as operating manuals, is to be supplied during the course
of construction, as such documentation may enable the contracting authority’s
personnel or engineer to obtain an understanding of the working of machinery
or equipment while it is being erected.

(b) Assistance in connection with operation and maintenance
of the facility after its transfer

56. The degree of assistance from the concessionaire needed by the contract-
ing authority will depend on the technology and skilled personnel available to
the contracting authority. If the contracting authority lacks personnel suffi-
ciently skilled for the technical operation of the facility, it may wish to obtain
the concessionaire’s assistance in operating the facility, at least for an initial
period. The contracting authority may, in some cases, wish the concessionaire
to provide the personnel to occupy many of the technical posts in the facility,
while in other cases the contracting authority may wish the concessionaire only
to provide technical experts to collaborate in an advisory capacity with the
contracting authority’s personnel in the performance of a few highly special-
ized operations.

57. In order to assist the contracting authority in operating and maintaining
the facility, the project agreement may obligate the concessionaire to submit,
prior to the transfer of the facility, an operation and maintenance programme
designed to keep the facility operating over its remaining lifetime at the level
of efficiency required under the project agreement. An operation and mainte-
nance programme would include matters such as an organizational chart show-
ing the key personnel required for the technical operation of the facility and the
functions to be discharged by each person; periodic inspection of the facility;
lubrication, cleaning and adjustment; and replacement of defective or worn-out
parts. Maintenance may also include operations of an organizational character,
such as establishing a maintenance schedule or maintenance records. The con-
cessionaire may also be required by the contracting authority to supply opera-
tion and maintenance manuals setting out appropriate operation and mainte-
nance procedures. Those manuals should be in a format and language readily
understood by the contracting authority’s personnel.

58. An effective means of training the contracting authority’s personnel in
operation and maintenance procedures may be to provide in the project agree-
ment that the personnel of the contracting authority are to be associated with
the personnel of the concessionaire in carrying out the operation and mainte-
nance for a certain time prior to or beyond the transfer of the facility. The
positions to be occupied by the personnel employed by the contracting author-
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ity can then be identified and their qualifications and experience specified. In
order to avoid friction and inefficiency, it is desirable that any authority to be
exercised by the personnel of each party over the personnel of the other during
the relevant period be clearly described.

(c) Supplies of spare parts

59. In projects that provide for the transfer of the facility to the contracting
authority, the contracting authority will have to obtain spare parts to replace
those which are worn out or damaged and to maintain, repair and operate the
facility. Spare parts may not be available locally and the contracting authority
may have to depend on the concessionaire to supply them. The planning of the
parties with respect to the supply of spare parts and services after the transfer
of the facility would be greatly facilitated if the parties were to anticipate and
provide in the project agreement for the needs of the contracting authority in
that regard. However, given the long duration of most infrastructure projects,
it may be difficult for the parties to anticipate and provide in the project
agreement for the needs of the contracting authority after the transfer of the facility.

60. A possible approach may be for the parties to enter into a separate contract
regulating these matters.2 Such a contract may be entered into closer in time
to the transfer of the facility, when the contracting authority may have a clearer
view of its requirements. If spare parts are manufactured not by the concessio-
naire but for the concessionaire by suppliers, the contracting authority may
prefer to enter into contracts with those suppliers rather than to obtain them
from the concessionaire or, alternatively, the contracting authority may wish to
have the concessionaire procure them as the contracting authority’s agent.

61. It is desirable for the contracting authority’s personnel to develop the
technical capacity to install the spare parts. For this purpose, the project agree-
ment may obligate the concessionaire to supply the necessary instruction
manuals, tools and equipment. The instruction manuals should be in a format
and language readily understood by the contracting authority’s personnel. The
contract may also require the concessionaire to furnish “as built” drawings
indicating how the various pieces of equipment interconnect and how access
can be obtained to them to enable the spare parts to be installed and to enable
maintenance and repairs to be carried out. In certain cases, it may be appro-
priate for the concessionaire to be required to train the contracting authority’s
personnel in the installation of spare parts.

(d) Repairs

62. It is in the contracting authority’s interest to enter into contractual arrange-
ments that will ensure that the facility will be repaired expeditiously in the

2The Economic Commission for Europe has prepared a Guide on Drawing Up International
Contracts for Services Relating to Maintenance, Repair and Operation of Industrial and Other Works
(ECE/TRADE/154), mutatis mutandis, which may, assist parties in drafting a separate contract or
contracts dealing with maintenance and repair of the facility after its transfer to the contracting authority.
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event of a breakdown. In many cases, the concessionaire may be better quali-
fied than a third person to effect repairs. In addition, if the project agreement
prevents the contracting authority from disclosing to third persons the technol-
ogy supplied by the concessionaire, this may limit the selection of third per-
sons to effect repairs to those who provide assurances regarding non-disclosure
of the concessionaire’s technology that are acceptable to the concessionaire.
On the other hand, if major items of equipment have been manufactured for
the concessionaire by suppliers, the contracting authority may find it preferable
to enter into independent contracts for repair with them. In defining the nature
and duration of repair obligations imposed on the concessionaire, if any, it is
advisable to do so clearly and to distinguish them from obligations assumed by
the concessionaire under quality guarantees to remedy defects in the facility.



173

VI. Settlement of disputes

A. General remarks

1. An important factor for the implementation of privately financed infra-
structure projects is the legal framework in the host country for the settlement
of disputes. Investors, contractors and lenders will be encouraged to participate
in projects in countries where they have the confidence that any disputes
arising out of contracts forming part of the project will be resolved fairly and
efficiently. By the same token, efficient procedures for avoiding disputes or
settling them expeditiously will facilitate the exercise of the contracting au-
thority’s monitoring functions and reduce the contracting authority’s overall
administrative cost. In order to create a more hospitable climate for investors,
the legal framework of the host country should give effect to certain basic
principles, such as the following: foreign firms should be guaranteed access to
the courts under substantially the same conditions as domestic ones; parties to
private contracts should have the right to choose foreign law as the law appli-
cable to their contracts; foreign judgements should be enforceable; and there
should be neither unnecessary restrictions to access to non-judicial dispute
settlement mechanisms nor legal impediments for the creation of facilities for
settling disputes amicably outside the judicial system.

2. Privately financed infrastructure projects typically require the establish-
ment of a network of interrelated contracts and other legal relationships involv-
ing various parties. Legislative provisions dealing with the settlement of dis-
putes arising in the context of these projects must take account of the diversity
of relations, which may call for different dispute settlement methods depending
on the type of dispute and the parties involved. The main disputes may be
divided into three broad categories:

(a) Disputes arising under agreements between the concessionaire and
the contracting authority and other governmental agencies. In most civil law
countries, the project agreement is governed by administrative law (see chap.
VII, “Other relevant areas of law”, paras. 24-27), while in other countries the
agreement is in principle governed by contract law as supplemented by special
provisions developed for government contracts for the provision of public
services. This regime may have implications for the dispute settlement mecha-
nism that the parties to the project agreement may be able to agree upon.
Similar considerations may also apply to certain contracts entered into between
the concessionaire and governmental agencies or government-owned compa-
nies supplying goods or services to the project or purchasing goods or services
generated by the infrastructure facility;

(b) Disputes arising under contracts and agreements entered into by the
project promoters or the concessionaire with related parties for the implemen-
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tation of the project. These contracts usually include at least the following:
(i) contracts between parties holding equity in the project company (e.g. share-
holders’ agreements, agreements regarding the provision of additional financ-
ing or arrangements regarding voting rights); (ii) loan and related agreements,
which involve, apart from the project company, parties such as commercial
banks, governmental lending institutions, international lending institutions and
export credit insurers; (iii) contracts between the project company and contrac-
tors, which themselves may be consortia of contractors, equipment suppliers
and providers of services; (iv) contracts between the project company and the
parties who operate and maintain the project facility; and (v) contracts between
the concessionaire and private companies for the supply of goods and services
needed for the operation and maintenance of the facility;

(c) Disputes between the concessionaire and other parties. These other
parties include the users or customers of the facility, who may be, for example,
a government-owned utility company that purchases electricity or water from
the project company so as to resell it to the ultimate users; commercial com-
panies, such as airlines or shipping lines contracting for the use of the airport
or port; or individual persons paying for the use of a toll road. The parties to
these disputes may not necessarily be bound by any prior legal relationship of
a contractual or similar nature.

B. Disputes between the contracting authority
and the concessionaire

3. Disputes that arise under the project agreement often involve problems
that do not frequently arise in connection with other types of contracts. This
is due to the complexity of infrastructure projects and the fact that they are to
be performed over a long period of time, with a number of enterprises partici-
pating in the construction and in the operational phases. Also, these projects
usually involve governmental agencies and a high level of public interest.
These circumstances place emphasis on the need to have mechanisms in place
that avoid as much as possible the escalation of disagreements between the
parties and preserve their business relationship; that prevent the disruption of
the construction works or the provision of the services; and that are tailored to
the particular characteristics of the disputes that may arise.

4. Some of the main considerations particular to the various phases of imple-
mentation of privately financed infrastructure projects are discussed in this
section. The settlement of the concessionaire’s grievances in connection with
decisions by regulatory agencies has been considered in the context of the
authority to regulate infrastructure services (see chap. I, “General legislative
and institutional framework”, paras. 51-53). The settlement of disputes arising
during the process of selecting a concessionaire (that is, pre-contractual dis-
putes) has also been dealt with earlier in the Guide (see chap. III, “Selection
of the concessionaire”, paras. 127-131).
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1. General considerations on methods for prevention and
settlement of disputes

5. The issues that most frequently give rise to disputes during the life of the
project agreement are those related to possible breaches of the agreement
during the construction phase, the operation of the infrastructure facility or in
connection with the expiry or termination of the project agreement. These
disputes may be very complex and they often involve highly technical matters
that need to be resolved speedily in order not to disrupt the construction or the
operation of the infrastructure facility. For these reasons it is advisable for the
parties to devise mechanisms that allow for the choice of competent experts to
assist in the settlement of disputes. Furthermore, the long duration of privately
financed infrastructure projects makes it important to devise mechanisms to
prevent, as much as possible, disputes from arising so as to preserve the busi-
ness relationship between the parties.

6. With a view to achieving the objectives mentioned above, project agree-
ments often provide for composite dispute-settlement clauses designed to pre-
vent, to the extent possible, disputes from arising, to foster reaching agreed
solutions and to put in place efficient dispute settlement methods when dis-
putes nevertheless arise. Such clauses typically provide for a sequential series
of steps starting with an early warning of issues that may develop into a dispute
unless the parties take action to prevent them. When a dispute does occur it is
provided that the parties should exchange information and discuss the dispute
with a view to identifying a solution. If the parties are unable to resolve the
dispute themselves, then either party may require participation of an independ-
ent and impartial third party to assist them to find an acceptable solution. In
most cases, adversarial dispute settlement mechanisms are only used when the
disputes cannot be settled through the use of such conciliatory methods.

7. However, there may be limits to the parties’ freedom to agree to certain
dispute prevention or dispute settlement methods: one such limit may arise
from the subject matter of the dispute; another limit may in some legal systems
arise from the governmental character of the contracting authority. In some
legal systems, the traditional position has been that the Government and its
agencies may not agree on certain dispute settlement methods, in particular,
arbitration. This position has often been restricted to mean that it does not
apply to public enterprises of industrial or commercial character, which, in
their relations with third parties, act pursuant to private law or commercial law.

8. Limitations to the freedom to agree on dispute settlement methods, includ-
ing arbitration, may also relate to the legal nature of the project agreement.
Under some civil law systems where project agreements are regarded as ad-
ministrative contracts, disputes arising thereunder may need to be settled
through the judiciary or through administrative courts of the host country.
Under other legal systems, similar prohibitions may be expressly included in
legislation or judicial precedents directly applicable to project agreements, or
may be the result of established contract practices, usually based on legislative
rules or regulations.
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9. For countries that wish to allow the use of non-judicial methods, including
arbitration, for the settlement of disputes arising in connection with privately
financed infrastructure projects, it is important to remove possible legal obsta-
cles and to provide a clear authorization for domestic contracting authorities to
agree on dispute settlement methods. The absence of such legislative authority
may give rise to questions as to the validity of the dispute-settlement clause
and cause delay in the settlement of disputes. If, for example, an arbitral
tribunal finds that the arbitration agreement has been validly concluded despite
any subsequent defence that the contracting authority had no authorization to
conclude it, the question may reappear at the recognition and enforcement
stage before a court in the host country or before a court of a third country
where the award is to be recognized or enforced.

2. Commonly used methods for preventing and settling disputes

10. The following paragraphs set out the essential features of methods used
for preventing and settling disputes and consider their suitability for the vari-
ous phases of large infrastructure projects, namely, the construction phase, the
operational phase and the post-termination phase. Although the project agree-
ment usually provides for composite dispute prevention and dispute settlement
mechanisms, care should be taken to avoid excessively complex procedures or
to impose too many layers of different procedures. The brief presentation of
selected methods for dispute prevention and dispute settlement methods
contained in the following paragraphs is intended to inform legislators
about the particular features and usefulness of these various methods. It
should not be understood as a recommendation for the use of any particular
combination of methods.

(a) Early warning

11. Early warning provisions may be an important tool to avoid disputes.
Under these provisions, if one of the parties to a contract feels that events that
have occurred, or claims that the party intends to make, have the potential to
cause disputes, these events or claims should be brought to the attention of the
other party as soon as possible. Delays in making these claims are not only a
source of conflict, because they are likely to surprise the other party and
therefore create resentment and hostility, but they also render the claims more
difficult to prove. For that reason, early warning provisions typically require
the claiming party to submit a quantified claim, along with the necessary proof,
within an established time period. To make the provision effective, a sanction
is frequently included for non-compliance with the provision, such as the loss
of the right to pursue the claim or an increased burden of proof. In infrastruc-
ture projects, early warning frequently refers to events that might adversely
affect the quality of the works or the public services, increase their cost, cause
delays or endanger the continuity of the service. Early warning provisions are
therefore useful throughout the duration of an infrastructure project.
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(b) Partnering

12. Another tool that is used as a means of dispute avoidance is partnering.
The object of partnering is to create, through mutually developed formal strat-
egies and from the outset of a project, an environment of trust, teamwork and
cooperation among all key parties involved in the project. Partnering has been
found to be useful to avoid disputes and to commit the parties to work effi-
ciently to achieve the goals of the project. The partnering relationships are
defined in workshops attended by the key parties to the project and usually
organized by the contracting authority. At the initial workshop, a mutual un-
derstanding of the concept of partnering is established, goals for the project for
all the parties are defined and a procedure to resolve critical issues quickly is
developed. At the conclusion of this workshop, a “partnering charter” is
drafted and signed by the participants, signifying their commitment to work
jointly towards the success of the project. The charter usually includes an issue
resolution procedure designed to determine claims and resolve other problems,
beginning at the lowest possible level of management and at the earliest
possible opportunity. If a solution is not reached within a given time-frame,
the issue is raised to the next level of management. Outsiders to the project
are only called in if no agreement by the people responsible for the project
is achieved.

(c) Facilitated negotiation

13. The purpose of this procedure is to aid the parties in the negotiation
process. The parties appoint a facilitator at the commencement of the project.
His function is to assist the parties in resolving any disputes, without providing
subjective opinions on the issues, but rather coaxing them into analysing thor-
oughly the merits of their cases. This procedure is specially useful when there
are numerous parties involved who would find it difficult to negotiate and
coordinate all the differing opinions without such facilitation.

(d) Conciliation and mediation

14. The term “conciliation” is used in the Guide as a broad notion referring
to proceedings in which a person or a panel assists the parties in an independ-
ent and impartial manner in their attempt to reach an amicable settlement of
their dispute. Conciliation differs from negotiations between the parties in
dispute (in which the parties would typically engage after the dispute has
arisen) in that conciliation involves independent and impartial assistance to
settle the dispute, whereas in settlement negotiations between the parties no
third-person assistance is involved. The difference between conciliation and
arbitration is that conciliation ends either in the settlement of the dispute
agreed by the parties or it ends unsuccessfully; in arbitration, however, the
arbitral tribunal imposes a binding decision on the parties, unless they have
settled the dispute before the award is made. In practice, such conciliation
proceedings are referred to by various expressions, including “mediation”.
Nevertheless, in the legal tradition of some countries, a distinction is drawn
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between conciliation and mediation to emphasize the fact that, in conciliation,
a third party is trying to bring together the disputing parties to help them
reconcile their differences, while mediation goes further by allowing the me-
diator to suggest terms for the resolution of the dispute. However, the terms
“conciliation” and “mediation” are used as synonyms more frequently than not.

15. Conciliation is increasingly being increasingly practised in various parts
of the world, including in regions where it was not commonly used in the past.
This trend is reflected, inter alia, in the establishment of a number of private
and public bodies offering conciliation services to interested parties. The con-
ciliation procedure is usually private, confidential, informal and easily pursued.
It may also be quick and inexpensive. The conciliator may assume multiple
roles and is in general more active than a facilitator. He or she may frequently
challenge the parties’ position to stress weaknesses that usually facilitate agree-
ment and, if authorized, may suggest possible settlement scenarios. The pro-
cedure is generally non-binding and the conciliator’s responsibility is to facili-
tate settlement by directing the parties’ attention to the issues and possible
solutions, rather than passing judgement. This procedure is particularly useful
when there are many parties involved and it would therefore be difficult to
achieve an agreement by direct negotiations.

16. If the parties provide for conciliation in the project agreement, they will
have to settle a number of procedural questions in order to increase the chance
of a settlement. Settling such procedural questions is greatly facilitated by the
incorporation into the contract, by reference, of a set of conciliation rules such
as the UNCITRAL Conciliation Rules.1 Other sets of conciliation rules have
been prepared by various international and national organizations.

(e) Non-binding expert appraisal

17. This is a procedure where a neutral third party is charged with providing
an appraisal on the merits of the dispute and suggested outcome. It serves as
a “reality check” showing the contesting parties what the possible outcome of
the more expensive and usually slower binding procedures such as arbitration
or court proceedings would be. This procedure is useful where the parties have
difficulty in communicating because their positions have become entrenched or
where they do not see clearly the weaknesses of their positions or the strengths
of the other party’s positions. A non-binding expert appraisal is usually fol-
lowed by negotiations, either direct or facilitated.

1 For the official text of the UNCITRAL Conciliation Rules, see Official Records of the General
Assembly, Thirty-fifth Session, Supplement No. 17 (A/35/17), para. 106 (Yearbook of the United Nations
Commission on International Trade Law, vol. XI, 1980, part one, chap. II, sect. A (United Nations
publication, Sales No. E.81.V.8)). The UNCITRAL Conciliation Rules have also been reproduced in
booklet form (United Nations publication, Sales No. E.81.V.6). Accompanying the Rules is a model
conciliation clause, which reads: “Where, in the event of a dispute arising out of or relating to this
contract, the parties wish to seek an amicable settlement of that dispute by conciliation, the conciliation
shall take place in accordance with the UNCITRAL Conciliation Rules as at present in force”. The use
of the UNCITRAL Conciliation Rules was recommended by the General Assembly in its resolution 35/
52 of 4 December 1980.
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(f) Mini-trial

18. This procedure assumes the form of a mock trial in which site-level per-
sonnel of each party make submissions to a “tribunal” composed of a senior
executive of each party and a third neutral person. After the submissions,
which are typically to be made within predetermined time periods, the execu-
tives enter into a facilitated negotiation procedure with the assistance of a
neutral person, to try to reach an agreement taking advantage of the issues that
have been elucidated during the “trial”. Counsel for the parties are frequently
present and are useful in identifying the relevant issues. The purpose of the
mini-trial is to inform senior executives of the issues involved in the dispute
and to serve as a reality check of what the outcome of a real trial might be.

(g) Senior executive appraisal

19. This procedure is similar to the mini-trial but it is less adversarial and uses
a more consensus-oriented approach. The procedure begins with the presenta-
tion of short position papers by each party, followed by short responses. At an
“appraisal conference” headed by a facilitator, a senior executive from each of
the parties makes brief oral presentations elucidating the issues submitted in
the position papers or other points raised by the parties or the facilitator. This
conference is followed by a negotiation meeting, chaired by the facilitator,
with a view to reaching an agreement. Both the mini-trial and the senior
executive appraisal tend to be less of a strong reality check than the
non-binding expert appraisal and therefore less likely to motivate difficult
decisions in the absence of commercial pressure to do so.

(h) Review of technical disputes by independent experts

20. During the construction phase, the parties may wish to consider providing
for certain types of dispute to be referred to an independent expert appointed
by both parties. This method may be of particular use in connection with
disagreements relating to technical aspects of the construction of the infrastruc-
ture facility (for example, whether the works comply with contractual specifi-
cations or technical standards).

21. The parties may, for instance, appoint a design inspector or a supervisor
engineer, respectively, to review disagreements relating to the inspection and
approval of the design, and the progress of construction works (see chap. IV,
“Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 69-79). The independent experts should have exper-
tise in the designing and construction of similar projects. The powers of the
independent expert (such as whether the independent expert makes recommen-
dations or issues binding decisions), as well as the circumstances under which
the independent expert’s advice or decision may be sought by the parties,
should be set forth in the project agreement. In some large infrastructure
projects, for instance, the advice of the independent expert may be sought by
the concessionaire whenever there is a disagreement between the concessio-
naire and the contracting authority as to whether certain aspects of the design
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or construction works conform with the applicable specifications or contractual
obligations. Referral of a matter to a design inspector or to a supervising
engineer, as appropriate, may be particularly relevant in connection with pro-
visions in the project agreement that require prior consent of the contracting
authority for certain actions by the concessionaire, such as final authorization
for operation of the infrastructure facility (see chap. IV, “Construction and
operation of infrastructure: legislative framework and project agreement”,
para. 78).

22. Independent experts have often been used for the settlement of technical
disputes under construction contracts, and the various mechanisms and proce-
dures developed in the practice of the construction industry may be used,
mutatis mutandis, in connection with privately financed infrastructure projects.
However, it should be noted that the scope of disputes between the contracting
authority and the concessionaire is not necessarily the same as would be the
case for disputes that typically arise under a construction contract. This is so
because the respective positions of the contracting authority and the conces-
sionaire under the project agreement are not fully comparable with those of the
owner and the performer of works under a construction contract. For instance,
disputes concerning the amount of payment due to the contractor for the quan-
tities of works actually performed, which are frequent in construction con-
tracts, are not typical for the relations between contracting authority and con-
cessionaire, since the latter does not usually receive payments from the
contracting authority for the construction works performed.

(i) Dispute review boards

23. Project agreements for large infrastructure projects often establish perma-
nent boards composed of experts appointed by both parties, possibly with the
assistance of an appointing authority, for the purpose of assisting in the settle-
ment of disputes that may arise during the construction and the operational
phases (referred to in the Guide as “dispute review boards“). Proceedings
before a dispute review board can be informal and expeditious, and tailored to
suit the characteristics of the dispute that it is called upon to settle. The ap-
pointment of a dispute review board may prevent misunderstandings or differ-
ences between the parties from developing into formal disputes that would
require settlement in arbitral or judicial proceedings. In fact, its effectiveness
as a tool for avoiding disputes is one of the special strengths of this procedure,
but a dispute review board may also serve as a mechanism to resolve disputes,
in particular when the board is given the power to render binding decisions.

24. Under the dispute review board procedure, the parties typically select, at
the outset of the project, three experts renowned for their knowledge in the
field of the project to constitute the board. These experts may be replaced if
the project comprises different stages that may require different expertise (that
is, different expertise will be required during the construction of the facility
and during the later administration of the public service), and in some large
infrastructure projects more than one board has been established. For example,
one dispute review board may deal exclusively with disputes regarding matters
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of a technical nature (e.g. engineering design, fitness of certain technology,
compliance with environmental standards) whereas another board may deal
with disputes of a contractual or financial nature (regarding, for instance, the
amount of compensation due for delay in issuing licences or disagreements on
the application of price adjustment formulas). Each board member should be
experienced in the particular type of project, including experience in the inter-
pretation and administration of project agreements, and should undertake to
remain impartial and independent of the parties. These persons may be fur-
nished with periodic reports on the progress of construction or on the operation
of the infrastructure facility, as appropriate, and may be informed immediately
of differences arising between the parties. They may meet with the parties,
either at regular intervals or when the need arises, to consider differences that
have arisen and to suggest possible ways of resolving those differences.

25. In their capacity as agents to avert disputes, the members of the board may
make periodic visits to the project site, meet with the parties and keep informed
of the progress of the work. These meetings help identify any potential con-
flicts early, before they start festering and turn into full-fledged disputes. When
potential conflicts are detected, the board proposes solutions, which, given the
expertise and prestige of its members, are likely to be accepted by the parties.
Referral of a dispute triggers an evaluation by the board, which is done in an
informal manner, typically by discussion with the parties during a regular site
visit. The board controls the discussion, but each party is given a full oppor-
tunity to state its views, and the dispute review board is free to ask questions
and to request documents and other evidence. The advantages of conducting
hearings at the job site, soon after the events have occurred and before
adversarial positions have hardened, are obvious. The board then meets pri-
vately and seeks to formulate a recommendation or a decision. If the parties
do not accept these proposals and disputes do arise, the board, if authorized to
do so by the parties, is in a unique position to solve them expeditiously because
of its familiarity with the problems and contractual documents.

26. Given their usually long duration, many circumstances relevant to the
execution of privately financed infrastructure projects may change before the
end of the concession term. While the impact of some changes may be auto-
matically covered in the project agreement (see chap. IV, “Construction and
operation of infrastructure: legislative framework and project agreement”,
paras. 126-130) there are changes that might not lend themselves easily to
inclusion in an automatic adjustment mechanism or that the parties may prefer
to exclude from such a mechanism. It is therefore important for the parties to
establish mechanisms for dealing with disputes that may arise in connection
with changing circumstances. This is of particular significance for the opera-
tional phase of the project. Where the parties have agreed on rules that allow
a revision of the terms of the project agreement following certain circum-
stances, the question may arise as to whether those circumstances have oc-
curred and, if so, how the contractual terms should be changed or supple-
mented. With a view to facilitating a resolution of possible disputes and
avoiding a stalemate in case the parties are unable to agree on a contract
revision, it is advisable for the parties to clarify whether and to what extent
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certain contractual terms may be changed or supplemented by the dispute
review board. It may be noted, in this context, that the parties might not always
be able to rely on an arbitral tribunal or a domestic court for that purpose.
Indeed, under some legal systems, courts and arbitrators are not competent to
change or supplement contractual terms. Under other legal systems, courts and
arbitrators may do so only if they are expressly so authorized by the parties.
Under yet other legal systems, arbitrators may do so but courts may not.

27. The law governing arbitral or judicial proceedings may determine the
extent to which the parties may authorize arbitrators or a court to review a
decision of the dispute review board. Excluding such review has the advantage
that the decision of the dispute review board would be immediately final and
binding. However, permitting such a review gives the parties greater assurance
that the decision will be correct. Early clauses on dispute review boards did not
provide that their recommendations would become binding if not challenged in
arbitral or judicial proceedings. In practice, however, the combination of the
persuasive force of unanimous recommendations by independent experts
agreed by the parties has led both contracting authorities and project compa-
nies to accept the recommendations voluntarily rather than litigate or arbitrate.
Recent contract provisions on dispute review boards usually provide that a
decision of the board, while not immediately binding on the parties, becomes
binding unless one or both parties refer the dispute to arbitration or initiate
judicial proceedings within a specified period of time. Apart from avoiding
potentially protracted litigation or arbitration, the parties often take into ac-
count the potential difficulty of overcoming what might be regarded by the
court or arbitral tribunal as a powerful recommendation, inasmuch as it had
been made by independent experts familiar with the project from the outset and
was based on contemporaneous observation of the project prior to, and at the
time of, the dispute having first arisen.

28. Although this occurs very rarely, the parties may agree to make the
board’s decision final and binding. It should be noted, however, that despite
the parties’ agreement to be bound by the board’s decision, under many legal
systems, the decision by the dispute review board, while binding as a contract,
may not be enforceable in a summary proceeding, such as a proceeding for the
enforcement of an arbitral award, since it does not have the status of an arbitral
award. If the parties contemplate providing for proceedings before a dispute
review board, it will be necessary for them to settle various aspects of those
proceedings in the project agreement. It would be desirable for the project
agreement to delimit as precisely as possible the authority conferred upon the
dispute review board. With regard to the nature of their functions, the project
agreement might authorize the dispute review board to make findings of fact
and to order interim measures. It may specify the functions to be performed by
the dispute review board and the type of issues with which they may deal. If
the parties are permitted to initiate arbitral or judicial proceedings within a
specified period of time after the decision is rendered, the parties might specify
that findings of fact made by a dispute review board are to be regarded as
conclusive in arbitral or judicial proceedings. The project agreement might also
obligate the parties to implement a decision by the dispute review board con-
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cerning interim measures or a decision on the substance of specified issues; if
the parties fail to do so, they will be considered as having failed to perform a
contractual obligation. Regarding the duration of the board’s functions, the
project agreement may provide that the board will continue to function for a
certain period beyond the expiry or termination of the project agreement, in
order to deal with disputes that may arise at that stage (for example, disputes
as to the condition of and compensation due for assets handed over to the
contracting authority).

(j) Non-binding arbitration

29. This procedure is sometimes used when less adversarial methods such as
facilitated negotiation, conciliation or dispute review board procedures have
been unsuccessful. Non-binding arbitration is conducted in the same manner as
binding arbitration, and the same rules may be used except that the procedure
ends with a recommendation. The procedure contemplates that the parties will
proceed directly to litigation if the dispute is still unresolved under non-binding
arbitration. Those who choose this procedure do so (a) if they have reserva-
tions about the binding nature of arbitration; or (b) as an incentive to avoid
both arbitration and litigation, arbitration because it would seem redundant to go
through the same procedure twice and litigation because of its length and cost.

(k) Arbitration

30. In recent years, arbitration has been used increasingly for settling disputes
arising under privately financed infrastructure projects. Arbitration is typically
used both for the settlement of disputes that arise during the construction or
operation of the infrastructure facility and for the settlement of disputes related
to the expiry or termination of the project agreement. Arbitration, often in a
country other than the host country, is preferred, and in many cases required,
by private investors and lenders, in particular foreign ones, since arbitral pro-
ceedings may be structured by the parties so as to be less formal than judicial
proceedings and better suited to the needs of the parties and to the specific
features of the disputes likely to arise under the project agreement. The parties
can choose as arbitrators persons who have expert knowledge of the particular
type of project. They may choose the place where the arbitral proceedings are
to be conducted. They can also choose the language or languages to be used
in the arbitral proceedings. Arbitral proceedings may be less disruptive of
business relations between the parties than judicial proceedings. The proceed-
ings and arbitral awards can be kept confidential, while judicial proceedings
and decisions usually cannot. Furthermore, the enforcement of arbitral awards
in countries other than the country in which the award was rendered is facili-
tated by the wide acceptance of the Convention on the Recognition and En-
forcement of Foreign Arbitral Awards of 1958.2

2See United Nations, Treaty Series, vol. 330, No. 4739, reproduced in the Register of Conven-
tions and Other Instruments concerning International Trade Law, vol. II (United Nations publication,
Sales No. E.73.V.3).
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31. With regard, in particular, to infrastructure projects involving foreign in-
vestors, it may be noted that a framework for the settlement of disputes be-
tween the contracting authority and foreign companies participating in a
project consortium may be provided through adherence to the Convention on
the Settlement of Investment Disputes between States and Nationals of Other
States.3 The Convention, which has thus far been adhered to by 131 States,
established the International Centre for the Settlement of Investment Disputes
(ICSID). ICSID is an autonomous international organization with close links
to the World Bank. ICSID provides facilities for the conciliation and arbitra-
tion of disputes between member countries and investors who qualify as na-
tionals of other member countries. Recourse to ICSID conciliation and arbitra-
tion is voluntary. However, once the parties to a contract or dispute have
consented to arbitration under the ICSID Convention, neither can withdraw its
consent unilaterally. All ICSID members, whether or not parties to the dispute,
are required by the Convention to recognize and enforce ICSID arbitral
awards. The consent of the parties to ICSID arbitration may be given with
regard to an existing dispute or with respect to a defined class of future dis-
putes. The consent of the parties need not, however, be expressed in relation
to a specific project; a host country might in its legislation on the promotion
of investment offer to submit disputes arising out of certain classes of invest-
ment to the jurisdiction of ICSID and the investor might give its consent by
accepting the offer in writing.

32. Bilateral investment agreements may also provide a framework for the
settlement of disputes between the contracting authority and foreign compa-
nies. In these treaties, the host State typically extends to investors that qualify
as nationals of the other signatory State a number of assurances and guarantees
(see chap. VII, “Other relevant areas of law”, paras. 4-6) and expresses its
consent to arbitration, for instance, by referral to ICSID or to an arbitral tribu-
nal applying the UNCITRAL Arbitration Rules.4

(i) Sovereign immunity

33. The legislator may wish to review its laws on sovereign immunity and, to
the extent considered advisable, clarify in which areas contracting authorities
may or may not plead sovereign immunity. When arbitration is allowed and
agreed upon between the parties to the project agreement, the implementation
of an agreement to arbitrate may be frustrated or hindered if the contracting

3United Nations Treaty Series, vol. 575, No. 8359.
4The official text of the UNCITRAL Arbitration Rules is reproduced in Official Records of the

General Assembly, Thirty-first Session, Supplement No. 17 (A/31/17), chap.V, sect. C. (Yearbook of the
United Nations Commission on International Trade Law, vol. VII, 1976, part one, chap. II, sect. A
(United Nations publication, Sales No. E.77.V.1)). The UNCITRAL Arbitration Rules have also been
reproduced in booklet form (United Nations publication, Sales No. E.77.V.6). Accompanying the Rules
is a model arbitration clause, which reads: “Any dispute, controversy or claim arising out of or relating
to this contract, or the breach, termination or invalidity thereof, shall be settled by arbitration in
accordance with the UNCITRAL Arbitration Rules as at present in force.” The use of the UNCITRAL
Arbitration Rules was recommended by the General Assembly in its resolution 31/98 of 15 December
1976.
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authority is able to plead sovereign immunity, either as a bar to the commence-
ment of arbitral proceedings or as a defence against recognition and enforce-
ment of the award. Sometimes the law on this matter is not clear, which may
raise concerns with the interested parties (for instance, the concessionaire,
project promoters and lenders) that an agreement to arbitrate might not be
effective. In order to address such possible concerns, it is advisable to review
the law on this topic and to indicate the extent to which the contracting author-
ity may raise a plea of sovereign immunity.

34. In addition, a contracting authority against which an award has been is-
sued may raise a plea of immunity from execution against public property.
There is a diversity of approaches to the question of sovereign immunity from
execution. For example, under some national laws immunity does not cover
governmental entities when engaged in commercial activities. In other national
laws a link is required between the property to be attached and the claim in
that, for example, immunity cannot be pleaded in respect of funds allocated for
economic or commercial activity governed by private law upon which the
claim is based or that immunity cannot be pleaded with respect to assets set
aside by the State to pursue its commercial activities. In some countries, it is
considered that it is for the Government to prove that the assets to be attached
are in non-commercial use.

35. In some contracts involving entities that might plea sovereign immunity,
clauses have been included to the effect that the Government waives its right
to plead sovereign immunity. Such a consent or waiver might be contained in
the project agreement or an international agreement; it may be limited to rec-
ognizing that certain property is used or intended to be used for commercial
purposes. Such written clauses may be necessary inasmuch as it is not clear
whether the conclusion of an arbitration agreement and participation in arbitral
proceedings by the governmental entity constitutes an implied waiver of sov-
ereign immunity from execution.

(ii) Effectiveness of the arbitration agreement and enforceability of the award

36. The effectiveness of an agreement to arbitrate depends on the legislative
regime where the arbitration takes place. If the legislative regime for arbitra-
tion in the host country is seen as unsatisfactory, for instance, because it is
found to pose unreasonable restrictions on party autonomy, a party might wish
to agree on a place of arbitration outside the host country. It is therefore
important for the host country to ensure that the domestic legislative regime for
arbitration resolves the principal procedural issues in a manner appropriate for
international arbitration cases. Such a regime is contained in the UNCITRAL
Model Law on International Commercial Arbitration.5

5For the report of the United Nations Commission on International Trade Law on the work of
its eighteenth session, see Official Records of the General Assembly, Fortieth Session, Supplement
No. 17 (A/40/17), para. 332 and annex I. The General Assembly, in its resolution 40/72 of 11 December
1985, recommended that all States give due consideration to the Model Law on International Commer-
cial Arbitration, in view of the desirability of uniformity of the law of arbitral procedures and the
specific needs of international commercial arbitration practice.
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37. If the arbitration takes place outside the host country or if an award
rendered in the host country would need to be enforced abroad, the effective-
ness of the arbitration agreement would also depend on legislation governing
the recognition and enforcement of arbitral awards. The Convention on the
Recognition and Enforcement of Foreign Arbitral Awards (see para. 30), inter
alia, deals with the recognition of an arbitration agreement and the grounds on
which the court may refuse to recognize or enforce an award. The Convention
is generally regarded as providing an acceptable and balanced regime for the
recognition and enforcement of arbitral awards. The fact that the host country
is a party to the Convention is likely to be seen as a crucial element in assess-
ing the legal certainty of binding commitments and of the reliability of arbi-
tration as a method for solving disputes by arbitration with parties from the
country. It would also facilitate the enforcement abroad of an arbitral award
rendered in the host country.

(l) Judicial proceedings

38. As indicated earlier, there are legal systems where the settlement of dis-
putes arising out of agreements related to the provision of public services is a
matter of the exclusive competence of the domestic judiciary or administrative
courts. In some countries, governmental agencies lack the power to agree to
arbitration, except under specific circumstances (see paras. 7-9), while in other
legal systems the parties have the freedom to choose between judicial and
arbitral proceedings.

39. Where it is possible for the parties to choose between judicial and arbitral
proceedings, the contracting authority may see reasons for leaving any dispute
to be resolved by the courts of the host country. Those courts are familiar with
the law of the country, which often includes legislation specifically concerned
with the project agreement. Furthermore, the contracting authority or other
governmental agencies involved in the dispute may prefer local courts because
of the familiarity with the court procedures and the language of the proceed-
ings. It may also be considered that, to the extent project agreements involve
issues of public policy and the protection of public interest, State courts are in
a better position to give them proper effect.

40. However, such a view by the contracting authority may not be shared by
prospective investors, financiers and other private parties. These parties may
consider that arbitration is preferable to judicial proceedings because arbitra-
tion, being to a larger degree subject to the agreement of the parties than
judicial proceedings, is in a position to resolve a dispute more efficiently.
Private investors, in particular foreign ones, may also be reluctant to submit to
the jurisdiction of domestic courts functioning under rules unfamiliar to them.
In some countries it has been found that allowing the parties to choose the
dispute settlement mechanism helped to attract foreign investment for the
development of its infrastructure.

41. In considering whether any dispute should be resolved in judicial proceed-
ings or whether an arbitration agreement should be entered into, where such
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choice is permitted under the applicable law, factors typically taken into ac-
count by the parties include, for example, their confidence that the courts
competent to decide a dispute will be unbiased and that the dispute will be
resolved without inordinate delay. The efficiency of the national judicial sys-
tem and the availability of forms of judicial relief that are adequate to disputes
that might arise under the project agreement are additional factors to be taken
into account. Furthermore, in view of the highly technical and complex issues
involved in infrastructure projects, the parties will also consider the implica-
tions of using arbitrators selected for their particular knowledge and experience
as compared with domestic courts, which may lack specific knowledge or
experience in handling the technical questions in the area where the dispute
arose. Another consideration may be the confidentiality of arbitration proceed-
ings, relative informality of arbitral procedures and the possibly greater flex-
ibility arbitrators may have in awarding appropriate remedies, all of which may
be beneficial for preserving and developing the long-term relationship implicit
in project agreements.

C. Disputes between project promoters and between the
concessionaire and its lenders, contractors and suppliers

42. Domestic laws generally recognize that in commercial transactions, in
particular international ones, the parties are free to agree on the forum that will
settle in a binding decision any dispute that may arise between them. In inter-
national transactions, arbitration has become the preferred method, whether or
not it is preceded by, or combined with, conciliation. Contracts between the
concessionaire and lenders, contractors and suppliers in connection with infra-
structure projects, are generally considered as commercial agreements. Accord-
ingly, the parties to those contracts are usually free to choose their preferred
dispute settlement method, which in most cases includes arbitration. Lenders,
however, although in most cases favouring arbitration for the settlement of
disputes arising out of the project agreement (and increasingly also for disputes
between different lenders), often prefer judicial proceedings for the settlement
of disputes between them and the concessionaire arising out of loan agree-
ments. Where arbitration is the preferred method, the parties will typically wish
to be able to select the place of arbitration and to determine whether or not any
arbitration case should be administered by an arbitral institution. Host coun-
tries wishing to establish a hospitable legal climate for privately financed in-
frastructure projects would be well advised to review their laws with respect to
such commercial contracts so as to eliminate any uncertainty regarding the free-
dom of the parties to agree to dispute settlement mechanisms of their choice.

D. Disputes involving customers or users of the
infrastructure facility

43. Depending on the type of project, the concessionaire may provide goods
or services to various different persons and entities, such as, for example,
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government-owned utility companies that purchase electricity or water from
the concessionaire so as to resell it to the ultimate users; commercial compa-
nies, such as airlines or shipping lines contracting for the use of the airport or
port; or individuals paying for the use of a toll road. The considerations and
policies regarding the settlement of disputes arising out of those legal relation-
ships may vary according to who the parties are, the conditions under which
the services are provided and the applicable regulatory regime.

44. In some countries, public service providers are required by law to estab-
lish special simplified and efficient mechanisms for handling claims brought
by their customers. Such special regulation is typically limited to certain indus-
trial sectors and applies to purchases of goods or services by customers. Statu-
tory requirements for the establishment of such dispute settlement mechanisms
may apply generally to claims brought by any of the concessionaire’s custom-
ers or may be limited to customers who are individual persons acting in their
non-commercial capacity. The concessionaire’s obligation may be limited to
the establishment of a mechanism for receiving and dealing with complaints by
individual consumers. Such mechanisms may include a special facility or de-
partment set up within the project company for receiving and handling claims
expeditiously, for instance by making available to the customers standard
claim forms or toll-free telephone numbers for voicing grievances. If the matter
is not satisfactorily resolved, the customer may have the right to file a com-
plaint with a regulatory agency, if any, which in some countries may have the
authority to issue a binding decision on the matter. Such mechanisms are often
optional for the consumer and typically do not preclude resort by the aggrieved
persons to courts.

45. If the customers are utility companies (such as a power distribution com-
pany) or commercial enterprises (for instance, a large factory purchasing
power directly from an independent producer) who freely choose the services
provided by the concessionaire and negotiate the terms of their contracts, the
parties would typically settle any disputes by methods usual in trade contracts,
including arbitration. Accordingly, there may not be a need for addressing the
settlement of these disputes in legislation relating to privately financed infra-
structure projects. However, where the concessionaire’s customers are govern-
ment-owned entities, their ability to agree on dispute settlement methods may
be limited by rules of administrative law governing the settlement of disputes
involving governmental entities. For countries that wish to allow the use of
non-judicial methods, including arbitration, for the settlement of disputes be-
tween the concessionaire and its government-owned customers, it is important
to remove possible legal obstacles and to provide a clear authorization for
those entities to agree on dispute settlement methods (see paras. 7-9).
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VII. Other relevant areas of law

A. General remarks

1. The stage of development of the relevant laws of the host country, the
stability of its legal system and the adequacy of remedies available to private
parties are essential elements of the overall legal framework for privately fi-
nanced infrastructure projects. By reviewing and, as appropriate, improving its
laws in those areas of immediate relevance for privately financed infrastructure
projects, the host country will make an important contribution to securing a
hospitable climate for private sector investment in infrastructure. Greater legal
certainty and a favourable legal framework will translate into a better assess-
ment of country risks by lenders and project sponsors. This will have a positive
influence on the cost of mobilizing private capital and reduce the need for
governmental support or guarantees (see chap. II, “Project risks and govern-
ment support”, paras. 30-60).

2. Section B points out a few selected aspects of the laws of the host country
that, without necessarily dealing directly with privately financed infrastructure
projects, may have an impact on their implementation (see paras. 3-52). Sec-
tion C indicates the possible relevance of a few international agreements for
the implementation of privately financed infrastructure projects in the host
country (see paras. 53-57).

B. Other relevant areas of law

3. In addition to issues pertaining to legislation directed specifically towards
privately financed infrastructure projects, a favourable legal framework also
requires supportive provisions in other areas of legislation. Private investment
in infrastructure will be encouraged by the existence of legislation that pro-
motes and protects private investment in economic activities. The following
paragraphs pinpoint only a few selected aspects of other fields of law that may
have an impact on the implementation of infrastructure projects. The existence
of adequate legal provisions in those other fields may facilitate a number of
transactions necessary to carry out infrastructure projects and help to reduce
the perceived legal risk of investment in the host country.

1. Promotion and protection of investment

4. One matter of particular concern for the project promoters and lenders is
the degree of protection afforded to investment in the host country. Foreign
investors in the host country will require assurances that they will be protected
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from nationalization or dispossession without judicial review and appropriate
compensation in accordance with the rules in force in the host country and in
accordance with international law. Project promoters will also be concerned
about their ability, inter alia, to bring to the country without unreasonable
restriction the qualified personnel required to work with the project, to import
needed goods and equipment, to gain access to foreign exchange as needed and
to transfer abroad or repatriate their profits or sums needed to repay loans that
the company has entered into for the purpose of the infrastructure project. In
addition to specific guarantees that may be provided by the Government (see
chap. II, “Project risks and government support”, paras. 45-50), legislation on
promotion and protection of investment may play an important role in connec-
tion with privately financed infrastructure projects. For countries that already
have adequate investment protection legislation, it may be useful to consider
expressly extending the protection provided in such legislation to private in-
vestment in infrastructure projects.

5. An increasing number of countries have entered into bilateral investment
agreements that aim at facilitating and protecting the flow of investment be-
tween the contracting parties. Investment protection agreements usually con-
tain provisions concerning the admission and treatment of foreign investment;
transfer of capital between the contracting parties (payment of dividends
abroad or repatriation of investment, for example); availability of foreign ex-
change for transfer or repatriation of proceeds of investment; protection from
expropriation and nationalization; and settlement of investment disputes. The
existence of such an agreement between the host country and the originating
country or countries of the project sponsors may play an important role in their
decision to invest in the host country. Depending on its terms, such an agree-
ment may reduce the need for assurances or guarantees by the Government
geared to individual infrastructure projects. Multilateral treaties may also be a
source of investment protection provisions.

6. Moreover, in a number of countries rules aimed at facilitating and protect-
ing the flow of investment (which also include areas such as immigration
legislation, import control and foreign exchange rules) are contained in legis-
lation that might not necessarily be based on a bilateral or multilateral treaty.

2. Property law

7. It is desirable for the property laws of the host country to reflect accept-
able international standards, contain adequate provisions on the ownership and
use of land and buildings, as well as movable and intangible property, and
ensure the concessionaire’s ability to purchase, sell, transfer and license the use
of property, as appropriate. Constitutional provisions protecting property rights
have been found to be important factors in fostering private investment in
many countries.

8. Where the concessionaire owns the land on which the facility is built, it
is important that the ownership of the land can be clearly and unequivocally
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established through adequate registration and publicity procedures. The con-
cessionaire and lenders will need clear proof that ownership of the land will
not be subject to dispute. They will therefore be reluctant to commit funds to
the project if the laws of the host country do not provide adequate means for
ascertaining ownership of the land.

9. It is also necessary to provide effective mechanisms for the enforcement
of the property and possessory rights granted to the concessionaire against
violation by third parties. Enforcement should also extend to easements and
rights of way that may be needed by the concessionaire for providing and
maintaining the relevant service (such as placing of poles and cables on private
property to ensure the distribution of electricity) (see chap. IV, “Construction
and operation of infrastructure: legislative framework and project agreement”,
paras. 30-35).

3. Security interests

10. As indicated earlier (see chap. IV, “Construction and operation of infra-
structure: legislative framework and project agreement”, paras. 52-61), security
arrangements in privately financed infrastructure projects may be complex and
consist of a variety of forms of security, including fixed security over physical
assets of the concessionaire (for example, mortgages or charges), pledges of
shares of the concessionaire and assignment of intangible assets (receivables)
of the project. While the loan agreements are usually subject to the governing
law chosen by the parties, the laws of the host country will in most cases
determine the type of security that can be enforced against assets located in the
host country and the remedies available.

11. Differences in the type of security or limitations in the remedies available
under the laws of the host country may be a cause of concern to potential
lenders. It is therefore important to ensure that domestic laws provide adequate
legal protection to secured creditors and do not hinder the ability of the parties
to establish appropriate security arrangements. Because of the significant dif-
ferences between legal systems regarding the law of security interests, the
Guide does not discuss in detail the technicalities of the requisite legislation
and the following paragraphs provide only a general outline of the main ele-
ments of a modern regime for secured transactions.

12. In some legal systems, security interests can be created in virtually all
kinds of assets, including intellectual property, whereas in other systems secu-
rity interests can only be created in a limited category of assets, such as land
and buildings. In some countries, security interests can be created over assets
that do not yet exist (future assets) and security may be taken over all of a
company’s assets, while allowing the company to continue to deal with those
assets in the ordinary course of business. Some legal systems provide for a
non-possessory security interest, so that security can be taken over assets
without taking actual possession of the assets; in other systems, as regards
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those assets which are not subject to a title registration system, security may
only be taken by physical possession or constructive possession. Under some
systems, enforcement of the security interest can be undertaken without court
involvement, whereas in other systems it may only be enforced through court
procedures. Some countries provide enforcement remedies that not only in-
clude sale of the asset, but also enable the secured lender to operate the asset
either by taking possession or appointing a receiver; in other countries, judicial
sale may be the primary enforcement mechanism. Under some systems, certain
types of security will rank ahead of preferential creditors, whereas in others the
preferential creditors rank ahead of all types of security. In some countries,
creation of a security interest is cost-efficient, with minimal fees and duties
payable, whereas in other countries it can be costly. In some countries, the
value of the amount of security taken may be unlimited, while in others the
value of security cannot be excessive in comparison with the debt owed. Some
legal systems impose obligations on the secured lender on enforcement of the
security, such as the obligation to take steps ensuring that assets will be sold
at fair market value.

13. Basic legal protection may include provisions ensuring that fixed security
(such as a mortgage) is a registrable interest and that, once such security is
registered in the register of title or other public register, any purchaser of the
property to which the security attaches should take the property subject to such
security. This may be difficult, since in many countries no specialized registers
of title exist. Furthermore, security should be enforceable against third parties,
which may require that they have the nature of a property right and not a mere
obligation, and should entitle the person receiving security to a sale, in en-
forcement proceedings, of the assets taken as security.

14. Another important aspect concerns the flexibility given to the parties to
define the assets that are given as security. In some legal systems, broad
freedom is given to the parties in the definition of assets that may be given as
security. In some legal systems, it is possible to create security that covers all
the assets of an enterprise, making it possible to sell the enterprise as a going
concern, which may enable an enterprise in financial difficulties to be rescued
while increasing the recovery of the secured creditor. Other legal systems,
however, allow only the creation of security that attaches to specific assets and
do not recognize security covering the entirety of the debtor’s assets. There
may also be limitations on the debtor’s ability to trade in goods given as
security. The existence of limitations and restrictions of this type makes it
difficult or even impossible for the debtor to create security over generically
described assets or over assets traded in the ordinary course of its business.

15. Given the long-term nature of privately financed infrastructure
projects, the parties may wish to be able to define the assets that are given
as security specifically or generally. They may also wish such security to
cover present or future assets and assets that might change during the life
of the security. It may be desirable to review existing provisions on secu-
rity interests with a view to including provisions enabling the parties to
agree on suitable security arrangements.
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16. Thus far, no comprehensive uniform regime or model for the development
of domestic security laws has been developed by international intergovernmen-
tal bodies. Governments might be advised, however, to take account of various
efforts being undertaken in different organizations.1 A model for the develop-
ment of modern legislation on security interests is offered in the Model Law
on Secured Transactions, which was prepared by the European Bank for Re-
construction and Development (EBRD) to assist legislative reform efforts in
central and eastern European countries. Besides general provisions on who can
create and who can receive a security right and general rules concerning the
secured debts and the charged property, the EBRD Model Law on Secured
Transactions covers other matters, such as the creation of security rights, the
interests of third parties, enforcement of security and registration proceedings.

4. Intellectual property law

17. Privately financed infrastructure projects frequently involve the use of
new or advanced technologies protected under patents or similar intellectual
property rights. They may also involve the formulation and submission of
original or innovative solutions, which may constitute the proponent’s propri-
etary information under copyright protection. Therefore, private investors,
national and foreign, bringing new or advanced technology into the host coun-
try or developing original solutions will need to be assured that their intellec-
tual property rights will be protected and that they will be able to enforce those
rights against infringements, which may require the enactment of criminal law
provisions designed to combat infringements of intellectual property rights.

18. A legal framework for the protection of intellectual property may be pro-
vided by adherence to international agreements regarding the protection and
registration of intellectual property rights. It would be desirable to strengthen
the protection of intellectual property rights in line with such instruments as the
Paris Convention for the Protection of Industrial Property of 1883.2 The Con-

1UNCITRAL is currently preparing a convention on assignment of receivables in international
trade. The draft convention is intended to create certainty and transparency, to contribute to the mod-
ernization of law relating to assignments of receivables and to promote the availability of capital and
credit at more affordable rates. The rules contained in the draft convention facilitate those objectives,
inter alia, by recognizing the validity and supporting the use of assignments of receivables, especially
for future claims and bulk assignments, which have become the backbone of new sources of credit in
international capital markets. It is expected that the draft convention will be finalized in 2001. Another
international initiative is the draft convention on international interests in mobile equipment currently
being prepared by the International Institute for the Unification of Private Law (UNIDROIT) and other
organizations. The essential purpose of the draft UNIDROIT convention is to provide for the consti-
tution and effects of a new international interest in mobile equipment, defined so as to embrace not only
classic security interests but also what is increasingly recognized as their functional equivalent, namely
the lessor’s interest under a leasing agreement. The draft UNIDROIT convention and the preliminary
draft protocols thereto (which include a preliminary draft protocol on matters specific to aircraft
equipment, a preliminary draft protocol on matters specific to railway rolling stock and a preliminary
draft protocol on matters specific to space property) cover categories of high-value mobile equipment
that by their nature are likely to be moving across or beyond national frontiers on a regular basis in
the ordinary course of business and that are capable of unique identification.

2As revised in Brussels on 14 December 1900, in Washington, D.C., on 2 June 1911, in The
Hague on 6 November 1925, at London on 2 June 1934, in Lisbon on 31 October 1958 and in Stock-
holm on 14 July 1967 and as amended on 2 October 1979.
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vention applies to industrial property in the widest sense, including inventions,
marks, industrial designs, utility models, trade names, geographical indications
and the repression of unfair competition. The Convention provides that, as
regards the protection of industrial property, each contracting State must grant
national treatment. It also provides for the right of priority in the case of
patents, marks and industrial designs and establishes a few common rules that
all the contracting States must follow in relation to patents, marks, industrial
designs, trade names, indications of source, unfair competition and national
administrations. A framework for further international patent protection is
provided under the Patent Cooperation Treaty of 1970, which makes it possible
to seek patent protection for an invention simultaneously in each of a large
number of countries by filing an international patent application. In some
countries, international standards are supplemented by legislation aimed at
affording legal protection to new technological developments, such as legisla-
tion that protects intellectual property rights in computer software and compu-
ter hardware design.

19. Other important instruments providing international protection of indus-
trial property rights are the Madrid Agreement Concerning the International
Registration of Marks of 1891,3 the Protocol Relating to the Madrid Agreement
of 1989 and the Common Regulations under the Madrid Agreement and the
Protocol Relating thereto of 1998. The Madrid Agreement provides for the
international registration of marks (both trademarks and service marks) at the
International Bureau of the World Intellectual Property Organization. Interna-
tional registration of marks under the Madrid Agreement has effect in several
countries, potentially in all the contracting States (except the country of ori-
gin). Furthermore, the Trademark Law Treaty of 1994 simplifies and harmo-
nizes procedures for the application for registration of trademarks, changes
after registration and renewal.

20. In the area of industrial designs, the Hague Agreement Concerning the
International Deposit of Industrial Designs of 19254 provides for the interna-
tional deposit of industrial designs at the International Bureau of WIPO. The
international deposit has, in each of the contracting States designated by the
applicant, the same effect as if all the formalities required by the domestic law
for the grant of protection had been complied with by the applicant and as if
all administrative acts required to that end had been accomplished by the office
of that country.

21. The most comprehensive multilateral agreement on intellectual property to
date is the Agreement on Trade-Related Aspects of Intellectual Property Rights
(the “TRIPS Agreement”) which was negotiated under the auspices of the
World Trade Organization (WTO) and came into effect on 1 January 1995.

3As revised in Brussels on 14 December 1900, in Washington, D.C., on 2 June 1911, in The
Hague on 6 November 1925, in London on 2 June 1934, in Nice on 15 June 1957 and in Stockholm
on 14 July 1967.

4With the Additional Act of Monaco of 1961, the Complementary Act of Stockholm of 1967 as
amended on 28 September 1979 and the Regulations Under the Hague Agreement Concerning the
International Deposit of Industrial Designs of 1998.
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The areas of intellectual property that it covers are copyright and related rights
(that is, the rights of performers, producers of sound recordings and broadcast-
ing organizations); trademarks, including service marks; geographical indica-
tions, including appellations of origin; industrial designs; patents, including the
protection of new varieties of plants; the layout-designs of integrated circuits;
and undisclosed information, including trade secrets and test data. In respect
of each of the main areas of intellectual property covered by it, the TRIPS
Agreement sets out the minimum standards of protection to be provided by
each contracting party by requiring, first, compliance with the substantive
obligations, inter alia, of the Paris Convention in its most recent version. The
main substantive provisions of the Paris Convention are incorporated by ref-
erence and thus become obligations under the TRIPS Agreement. The TRIPS
Agreement also adds a substantial number of additional obligations on matters
where the pre-existing conventions on intellectual property are silent or were
seen as being inadequate. In addition, the Agreement lays down certain general
principles applicable to all procedures for the enforcement of intellectual prop-
erty rights. Furthermore, the TRIPS Agreement contains provisions on civil
and administrative procedures and remedies, provisional measures, special
requirements related to border measures and criminal procedures, which
specify, in a certain amount of detail, the procedures and remedies that must
be available so that intellectual property rights can effectively be enforced by
their holders.

5. Rules and procedures on compulsory acquisition of private
property

22. Where the Government assumes responsibility for providing the land re-
quired for the implementation of the project, that land may be either purchased
from its owners or, if necessary, compulsorily acquired against the payment of
adequate compensation by procedures sometimes referred to as “compulsory
acquisition” or “expropriation” (see chap. IV, “Construction and operation of
infrastructure: legislative framework and project agreement”, paras. 27-29).
Many countries have legislation governing compulsory acquisition of private
property and that legislation would probably apply to the compulsory acquisi-
tion of property required for privately financed infrastructure projects.

23. Compulsory acquisition may be carried out in judicial or administrative
proceedings or may be effected by an ad hoc legislative act. In most cases, the
proceedings involve both administrative and judicial phases, which may be
lengthy and complex. The Government may thus wish to review existing pro-
visions on compulsory acquisition for reasons of public interest with a view to
assessing their adequacy to the needs of large infrastructure projects and to
determining whether such provisions allow quick and cost-effective proce-
dures, while affording adequate protection to the rights of the owners. To the
extent permitted by law, it is important to enable the Government to take
possession of the property without unnecessary delay, so as to avoid increased
project costs.
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6. Rules on government contracts and administrative law

24. In many legal systems belonging to or influenced by the tradition of civil
law, the provision of public services may be governed by a body of law known
as “administrative law”, which regulates a wide range of governmental func-
tions. Such systems operate under the principle that the Government can ex-
ercise its powers and functions either by means of an administrative act or an
administrative contract. It is also generally understood that, alternatively, the
Government may enter into a private contract, subject to the law governing
private commercial contracts. The differences between the two types of con-
tract may be significant.

25. Under the concept of the administrative contract, the freedom and au-
tonomy enjoyed by the parties to a private contract are subordinate to the
public interest. In some legal systems, the Government has the right to modify
the scope and terms of administrative contracts or even terminate them for
reasons of public interest, usually subject to compensation for loss sustained by
the private contracting party (see chap. V, “Duration, extension and termina-
tion of the project agreement”, paras. 26, 27 and 49). Additional rights might
include extensive monitoring and inspection rights, as well as the right to
impose sanctions on the private operator for failure to perform. This is often
balanced by the requirement that other changes may be made to the contract
as may be necessary to restore the original financial equilibrium between the
parties and to preserve the contract’s general value for the private contracting
party (see chap. IV, “Construction and operation of infrastructure: legislative
framework and project agreement”, paras. 126-130). In some legal systems,
disputes arising out of government contracts are subject to the exclusive juris-
diction of special tribunals dealing solely with administrative matters, which in
some countries are separate from the judicial system (see chap. VI, “Settlement
of disputes”, paras. 38-41).

26. The existence of a special legal regime applicable to infrastructure opera-
tors and public service providers is not limited to the legal systems referred to
above. Although in legal systems influenced by the tradition of common law
no such categorical distinction is made between administrative contracts and
private contracts, similar consequences may be achieved by different means.
While under such systems of law it is frequently held that the rule of law is
best maintained by subjecting the Government to ordinary private law, it is
generally recognized that the administration cannot by contract fetter the ex-
ercise of its sovereign functions. It cannot hamper its future executive authority
in the performance of those governmental functions which affect the public
interest. Under the doctrine of sovereign acts, which is upheld in some com-
mon law jurisdictions, the Government as contractor is excused from the per-
formance of its contracts if the Government as sovereign enacts laws, regula-
tions or orders in the public interest that prevent that performance. Thus, the
law may permit a public authority to interfere with vested contractual rights.
Usually such action is limited so that the changes cannot be of such magnitude
that the other party could not fairly adapt to them. In those circumstances, the
private party is ordinarily entitled to some sort of compensation or equitable
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adjustment. In anticipation of such possibilities, in some countries a standard
“changes” clause is included in a governmental contract that enables the Gov-
ernment to alter the terms on a unilateral basis or that provides for changes as
a result of an intervening sovereign act.

27. Special prerogatives for governmental agencies are justified in those legal
systems by reasons of public interest. It is however recognized that special
governmental prerogatives, in particular the power to alter the terms of con-
tracts unilaterally, may, if improperly used, adversely affect the vested rights
of government contractors. For this reason, countries with a well established
tradition of private participation in infrastructure projects have developed a
series of control mechanisms and remedies to protect government contractors
against arbitrary or improper acts by public authorities, such as access to
impartial dispute settlement bodies and full compensation schemes for govern-
mental wrongdoing. Where protection of this nature is not afforded, rules of
law providing public authorities with special prerogatives may be regarded by
potential investors as an imponderable risk, which may discourage them from
investing in particular jurisdictions. For this reason, some countries have re-
viewed their legislation on government contracts so as to provide the degree
of protection needed to foster private investment and remove those provisions
which gave rise to concern about the long-term contractual stability required
for infrastructure projects.

7. Private contract law

28. The laws governing private contracts play an important role in connection
with contracts entered into by the concessionaire with subcontractors, suppliers
and other private parties. The domestic law on private contracts should provide
adequate solutions to the needs of the contracting parties, including flexibility
in devising the contracts needed for the construction and operation of the
infrastructure facility. Apart from some essential elements of adequate contract
law, such as general recognition of party autonomy, judicial enforceability of
contract obligations and adequate remedies for breach of contract, the laws of
the host country may create a favourable environment for privately financed
infrastructure projects by facilitating contractual arrangements likely to be used
in those projects. An adequate set of rules of private international law is also
important, given the likelihood that contracts entered into by the concession-
aire will include some international elements.

29. Where new infrastructure is to be built, the concessionaire may need to
import large quantities of supplies and equipment. Greater legal certainty for
such transactions will be ensured if the laws of the host country contain pro-
visions specially adapted to international sales contracts. A particularly suitable
legal framework may be provided by adherence to the United Nations Conven-
tion on Contracts for the International Sale of Goods (Vienna, 1980)5 or other

5Official Records of the United Nations Conference on Contracts for the International Sale of
Goods, Vienna, 10 March-11 April 1980 (United Nations publication, Sales No. E.82.V.5), part  I.
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international instruments dealing with specific contracts, such as the Unidroit
Convention on International Financial Leasing (Ottawa, 1988),6 drawn up by
the International Institute for the Unification of Private Law (Unidroit).

8. Company law

30. In most projects involving the development of a new infrastructure, the
project promoters will establish the project company as a separate legal entity
in the host country (see chap. IV, “Construction and operation of infrastruc-
ture: legislative framework and project agreement”, paras. 12-18). It is recog-
nized that the project company may take various forms in different countries,
which may not necessarily entail a corporation. As in most cases it is a cor-
porate form that is selected, it is particularly important for the host country to
have adequate company laws with modern provisions on essential matters such
as establishment procedures, corporate governance, issuance of shares and
their sale or transfer, accounting and financial statements and protection of
minority shareholders. Furthermore, the recognition of the investors’ ability to
establish separate entities to serve as special-purpose vehicles for raising fi-
nancing and disbursing funds may facilitate the closing of project finance
transactions (see chap. IV, “Construction and operation of infrastructure: leg-
islative framework and project agreement”, para. 59).

31. Although various corporate forms may be used, a common characteristic
is that the concessionaire’s owners (or shareholders) will require that their
liability be limited to the value of their shares in the company’s capital. If it
is intended that the project company will offer shares to the public, limited
liability will be necessary, as the prospective investors will usually only pur-
chase those shares for their investment value and will not be closely involved
in the operation of the project company. It is therefore important that the laws
of the host country provide adequately for the limitation of liability of share-
holders. Furthermore, adequate provisions governing the issuance of bonds,
debentures or other securities by commercial companies will enable the con-
cessionaire to obtain funds from investors on the security market, thus facili-
tating the financing of certain infrastructure projects.

32. Legislation should establish the responsibilities of directors and adminis-
trators of the project company, including the basis for criminal responsibility.
It can also set out provisions for the protection of third parties affected by any
breach of corporate responsibility. Modern company laws often contain spe-
cific provisions regulating the conduct of managers so as to prevent conflicts
of interest. Provisions of this type require that managers act in good faith in
the best interest of the company and do not use their position to foster their
own or any other person’s financial interests to the detriment of the company.

6Acts and Proceedings of the Diplomatic Conference for the adoption of the draft Unidroit
Conventions on International Factoring and International Financial Leasing, Ottawa, 9-28 May 1988,
vol. I.
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Provisions intended to curb conflicts of interest in corporate management may
be particularly relevant in connection with infrastructure projects, where the
concessionaire may wish to engage its own shareholders, at some stage of the
project, to perform work or provide services in connection with it (see chap.
IV, “Construction and operation of infrastructure: legislative framework and
project agreement”, paras. 100 and 101).

33. It is important for the law to regulate adequately the decision-making
process both for meetings of the shareholders and meetings of management
organs of the company (the board of directors or supervisory board, for exam-
ple). Protection of shareholders’ rights and, in particular, protection for minor-
ity shareholders from abuse by controlling or majority shareholders are impor-
tant elements of modern company laws. Mechanisms for the settlement of
disputes among shareholders are also critical. It is useful to recognize the right
of the shareholders to regulate a number of additional matters concerning the
management of the concessionaire through agreements among themselves or
through management contracts with the directors of the concessionaire.

9. Tax law

34. In addition to possible tax incentives that may be generally available in the
host country or that may be specially granted to privately financed infrastruc-
ture projects (see chap. II, “Project risks and government support”, paras. 51-
54), the general taxation regime of the host country plays a significant role in
the investment decisions of private companies. Beyond an assessment of the
impact of taxation in the project cost and the expected margin of profit, private
investors consider questions such as the overall transparency of the domestic
taxation system, the degree of discretion exercised by taxation authorities, the
clarity of guidelines and instructions issued to taxpayers and the objectivity of
criteria used to calculate tax liabilities. This may be a complex matter, in
particular in those countries where the authority to establish or increase taxes
or to enforce tax legislation has been decentralized.

35. Privately financed infrastructure projects are typically highly leveraged
and require a predictable cash flow. For that reason, it is crucial for all poten-
tial tax implications to be readily assessable throughout the life of the project.
Unanticipated changes in the taxes that reduce that cash flow can have serious
consequences for the project. In some countries, the Government is authorized
to enter into agreements with the investors for the purpose of guaranteeing that
the cash flow of the project will not be adversely affected by unexpected
increases in taxation. Such arrangements are sometimes referred to as “tax
stabilization agreements”. However, the Government may be restrained, by
constitutional law or for political reasons, from providing this type of guaran-
tee, in which case the parties may agree on compensation or contractual revi-
sion mechanisms for dealing with cost increases due to tax changes (see also
chap. IV, “Construction and operation of infrastructure: legislative framework
and project agreement”, paras. 122-125).
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36. Most national tax regimes fall into one of three general categories. One
approach is worldwide taxation with credits, in which all income earned any-
where is taxed in the home country and double taxation is avoided through the
use of a foreign tax credit system; home country taxes are reduced by the
amount of foreign taxes already paid. If this approach is used by an investor’s
home country, the investor’s tax liability can be no less than it would be at
home. Under a different taxation approach, the foreign income that has already
been subject to foreign tax is exempt from taxation by the home country of the
investor. Under a territorial approach, foreign income is exempt from home
country taxation altogether. Investors in home countries that use the latter
two systems of taxation would benefit from tax holidays and lower tax rates in
the host country, but such tax relief would offer no incentive to an investor
located in a tax haven.

37. The parties involved in the project may have different concerns over
potential tax liability. Investors are usually concerned about the taxation of
profits earned in the host country, taxation on payments made to contractors,
suppliers, investors and lenders, and tax treatment of any capital gains (or
losses) when the concessionaire is wound up. Investors may find that payments
used to reduce taxes under their home country regime (such as payments for
interest on borrowed funds, investigation costs, bidding costs and foreign ex-
change losses) may not be available in the host country, or vice versa. Since
foreign tax credits are only allowed for foreign income taxes, investors need
to ensure that any income tax paid in the host country satisfies the definition
of income tax of their own country’s taxing authority. Similarly, the project
company in the host country may be treated for tax purposes as a different type
of entity in the home country. In projects where the assets become public
property, this may preclude deductions for depreciation under the laws of the
home country.

38. One particular problem of privately financed infrastructure projects involv-
ing foreign investment is the possibility that foreign companies participating in
a project consortium may be exposed to double taxation, that is, taxation of
profits, royalties and interests in their own home countries as well as in the host
country. The timing of tax payments and requirements to pay withholding taxes
can also pose problems. A number of countries have entered into bilateral
agreements to eliminate or at least reduce the negative effects of double taxation
and the existence of such agreements between the host country and the home
countries of the project sponsors often plays a role in their tax considerations.

39. Ultimately, it is the cumulative effect of all taxes combined that needs to
be taken into consideration. For example, there may be taxes imposed by more
than one level of taxing authority; in addition to taxation by the national
Government, the concessionaire may also face municipal or provincial taxes.
There may also be certain levies other than income taxes, which often are due
and payable before the concessionaire has earned any revenues. These include
sales taxes, sometimes referred to as “turnover taxes”, value-added taxes, prop-
erty taxes, stamp duties and import duties. Sometimes special provisions can
be made to offer relief from these payments as well.
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10. Accounting rules and practices

40. In several countries, companies are required by law to follow internation-
ally acceptable standard accounting practices and retain the services of profes-
sional accountants or accounting auditors. Among the reasons for this is that
the adoption of standard accounting practices is a measure taken to achieve
uniformity in the valuation of businesses. In connection with the selection of
the concessionaire, the use of standard accounting practices may also facilitate
the task of evaluating the financial standing of bidders in order to determine
whether they meet the pre-selection criteria required by the contracting author-
ity (see chap. III, “Selection of the concessionaire”, paras. 38-40). Standard
accounting practices are also essential for carrying out audits of the profits of
companies, which may be required for the application of tariff structures and
the monitoring of the concessionaire’s performance by the regulatory body
(see chap. IV, “Construction and operation of infrastructure: legislative frame-
work and project agreement”, paras. 39-46).

41. Special accounting rules for infrastructure operators have also been intro-
duced in some countries to take into account the particular revenue profile of
infrastructure projects. Projects involving the construction of infrastructure
facilities, in particular roads and other transportation facilities, are typically
characterized by a relatively short investment period, with high financial cost
and no revenue stream, followed by a longer period with increasing revenue
and decreasing financial cost and, under normal circumstances, stable operat-
ing costs. Accordingly, if traditional accounting rules were applied, the particu-
lar financial structure of such projects would need to be recorded in the project
company’s accounts as a period of continuous negative results followed by a
long period of net profit. This would not only have negative consequences, for
instance, for the project company’s credit rating during the construction phase,
but might also result in a disproportionate tax debt during the operational phase
of the project. In order to avoid such a distortion, some countries have adopted
special accounting rules for companies undertaking infrastructure projects that
take into account the fact that the financial results of privately financed infra-
structure projects may only become positive on a medium-term basis. Those
special rules typically authorize infrastructure developers to defer part of the
financial cost accrued during the deficit phase to the subsequent financial
years, in accordance with financial schedules provided in the project agree-
ment. However, the special accounting rules are typically without prejudice to
other rules of law that may prohibit the distribution of dividends during finan-
cial years closed with negative results.

11. Environmental protection

42. Environmental protection encompasses a wide variety of issues, ranging
from handling of wastes and hazardous substances to relocation of persons
displaced by large land-use projects. It is widely recognized that environmental
protection is a critical prerequisite to sustainable development. Environmental
protection legislation is likely to have a direct impact on the implementation
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of infrastructure projects at various levels, and environmental matters are
among the most frequent causes of disputes. Environmental protection laws
may include various requirements, such as the consent by various environmen-
tal authorities, evidence of no outstanding environmental liability, assurances
that environmental standards will be maintained, commitments to remedy en-
vironmental damage and notification requirements. These laws often require
prior authorization for the exercise of a number of business activities, which
may be particularly stringent for some types of infrastructure (for instance,
waste water treatment, waste collection, the coal-fired power sector, power
transmission, roads and railways).

43. It is therefore advisable to include in legislation measures that make ob-
ligations arising from environmental laws transparent. It is important to ensure
the highest possible degree of clarity in provisions concerning the tests that
may be applied by the environmental authorities, the documentary and other
requirements to be met by the applicants, the conditions under which licences
are to be issued and the circumstances that justify the denial or withdrawal of
a licence. Particularly important are provisions that guarantee the applicant’s
access to expeditious appeals procedures and judicial recourse, as appropriate.
It may also be advisable to ascertain to the extent possible, prior to the final
award of the project, whether the conditions for obtaining the required envi-
ronmental licences are met. In some countries, special public authorities or
advocacy groups may have the right to institute legal proceedings to seek to
prevent environmental damage, which may include the right to seek the with-
drawal of a licence deemed to be inconsistent with applicable environmental
standards. In some of those countries, it has been found useful to involve
representatives of the public in the proceedings that lead to the issuance of
environmental licences. The legislation may also establish the range of penal-
ties that may be imposed and specify the parties that may be held responsible
for the damage.

44. Adhering to treaties relating to the protection of the environment may help
to strengthen the international regime of environmental protection. A large
number of international instruments have been developed in the past decades
to establish common international standards. These include the following:
Agenda 217 and the Rio Declaration on Environment and Development,8

adopted by the United Nations Conference on Environment and Development
in 1992; the World Charter for Nature (General Assembly resolution 37/7,
annex); the Basel Convention on the Control of Transboundary Movement of
Hazardous Wastes and Their Disposal of 1989; the Convention on Environ-
mental Impact Assessment in a Transboundary Context of 1991;9 and the
Convention on the Protection and Use of Transboundary Watercourses and
International Lakes of 1992.10

7Report of the United Nations Conference on Environment and Development, Rio de Janeiro,
3-14 June 1992 (United Nations publication, Sales No. E.93.I.8 and corrigenda), vol. I: Resolutions
adopted by the Conference, resolution 1, annex II.

8Ibid., annex I.
9United Nations, Treaty Series, vol. 1989, No. I-34028 (not yet published).
10Ibid., vol. 1936, No. I-33207 (not yet published).
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12. Consumer protection laws

45. A number of countries have special rules of law on consumer protection.
Consumer protection laws vary greatly from country to country, both in the way
they are organized and in their substance. Nevertheless, consumer protection
laws often include provisions such as favourable time limits for asserting claims
and enforcing contractual rights; special rules for the interpretation of contracts
whose terms are not usually negotiated with the consumer (sometimes referred
to as “adhesion contracts“); extended warranties in favour of consumers; special
termination rights; access to simplified dispute settlement instances (see also
chap. VI, “Settlement of disputes”, paras. 43-45); or other protective measures.

46. From the concessionaire’s perspective, it is important to consider whether
the host country’s laws on consumer protection may limit or hinder the conces-
sionaire’s ability to enforce, for instance, its right to obtain payment for the
services provided, to adjust prices or to discontinue services to customers who
breach essential terms of their contracts or violate essential conditions for the
provision of the services.

13. Insolvency law

47. The insolvency of an infrastructure operator or public service provider
raises a number of issues that have led some countries to establish special rules
to deal with such situations, including rules that enable the contracting author-
ity to take the measures required to ensure the continuity of the project (see
chap. V, “Duration, extension and termination of the project agreement”, paras.
24 and 25). The continuity in the provision of the service may be achieved by
means of a legal framework that allows for the rescue of enterprises facing
financial difficulties, such as reorganization and similar proceedings. In the
event that bankruptcy proceedings become inevitable, the secured lenders will
be specially concerned about provisions concerning secured claims, in particu-
lar as to whether secured creditors may foreclose on the security despite the
opening of bankruptcy proceedings, whether secured creditors are given prior-
ity for payments made with the proceeds of the security and how claims of
secured creditors are ranked. As noted earlier, a substantial portion of the
concessionaire’s debt takes the form of “senior” loans, with the lenders requir-
ing precedence of payment over payment of the subordinated debt of the con-
cessionaire (see “Introduction and background information on privately fi-
nanced infrastructure projects”, para. 58). The extent to which the lenders will
be able to enforce such subordination arrangements will depend on the rules
and provisions of the laws of the country that govern the ranking of creditors
in insolvency proceedings. The legal recognition of party autonomy on the
establishment of contractual subordination of different classes of loans may
facilitate the financing of infrastructure projects.

48. Among the issues that the legislation should address are the following: the
question of the ranking of creditors; the relationship between the insolvency
administrator and creditors; legal mechanisms for reorganization of the insol-
vent debtor; special rules designed to ensure the continuity of the public serv-
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ice in case of insolvency of the concessionaire; and provisions on avoidance
of transactions entered into by the debtor shortly before the opening of the
insolvency proceedings.

49. In large infrastructure projects, the insolvency of the project company is
likely to involve creditors from more than one country or affect assets located
in more than one country. It may therefore be desirable for the host country
to have provisions in place that facilitate judicial cooperation, court access for
foreign insolvency administrators and recognition of foreign insolvency pro-
ceedings. A suitable model that may be used by countries wishing to adopt
legislation for that purpose is provided in the UNCITRAL Model Law on
Cross-Border Insolvency.

14. Anti-corruption measures

50. The investment and business environment in the host country may also be
enhanced by measures to fight corruption in the administration of government
contracts. It is particularly important for the host country to take effective and
concrete action to combat bribery and related illicit practices, in particular to
pursue effective enforcement of existing laws prohibiting bribery.

51. The enactment of laws that incorporate international agreements and
standards on integrity in the conduct of public business may represent a sig-
nificant step in that direction. Important standards are contained in two reso-
lutions of the United Nations General Assembly: resolution 51/59 of 12 De-
cember 1996, by which the Assembly adopted the International Code of
Conduct for Public Officials, and resolution 51/191 of 16 December 1996, by
which it adopted the United Nations Declaration against Corruption and Brib-
ery in International Commercial Transactions. Other important instruments
include the Convention on Combating Bribery of Foreign Public Officials in
International Business Transactions of 1997, which was negotiated under the
auspices of the Organisation for Economic Cooperation and Development.

52. Furthermore, it is important that the rules covering the functioning of
contracting authorities and the monitoring of public contracts ensure the re-
quired degree of transparency and integrity. Where such rules do not exist,
appropriate legislation and regulations should be developed and adopted. Sim-
plicity and consistency, coupled with the elimination of unnecessary proce-
dures that prolong the administrative procedures or make them cumbersome,
are additional elements to be taken into consideration in this context.

C. International agreements

53. In addition to the internal legislation of the host country, privately fi-
nanced infrastructure projects may be affected by international agreements
entered into by the host country. The implications of certain international
agreements is discussed briefly below, in addition to other international agree-
ments mentioned throughout the Guide.
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1. Membership in international financial institutions

54. Membership in multilateral financial institutions such as the World Bank,
the International Development Association, the International Finance Corpora-
tion, the Multilateral Investment Guarantee Agency and the regional develop-
ment banks may have a direct impact on privately financed infrastructure
projects in various ways. Firstly, the host country’s membership in those insti-
tutions is typically a requirement in order for projects in the host country to
receive financing and guarantees provided by those institutions. Secondly, the
rules on financing and guarantee instruments provided by those institutions
typically contain a variety of terms and conditions of direct relevance for the
terms of the project agreement and the loan agreements negotiated by the
concessionaire (for example, a clause of negative pledge of public assets and
provision of counter-guarantees in favour of the multilateral financial institu-
tion). Lastly, multilateral financial institutions usually follow a number of
policy objectives whose implementation they seek to ensure in connection with
projects supported by them (such as adherence to internationally acceptable
environmental standards, long-term sustainability of the project beyond the
initial concession period and transparency and integrity in the selection of the
concessionaire and the disbursement of their loans).

2. General agreements on trade facilitation and promotion

55. A number of multilateral agreements have been negotiated to promote free
trade at the global level. The most notable of those agreements have been
negotiated under the auspices of the General Agreement on Tariffs and Trade
and later WTO. Those agreements may contain general provisions on trade
promotion and facilitation of trade in goods (such as a most-favoured-nation
clause or prohibition of the use of quantitative restrictions and other discrimi-
natory trade barriers) and on the promotion of fair trade practices (such as
prohibition of dumping and limitations on the use of subsidies). Some specific
agreements are aimed at the removal of barriers for the provision of services
by foreigners in the contracting States or promoting transparency and eliminat-
ing discrimination of suppliers in public procurement. Those agreements may
be relevant for national legislation on privately financed infrastructure projects
that contemplates restrictions on the participation of foreign companies in in-
frastructure projects or establishes preferences for national entities or for the
procurement of supplies on the local market.

3. International agreements on specific industries

56. In the context of the negotiations on basic telecommunications con-
cluded as part of the General Agreement on Trade in Services (GATS), a
number of States members of WTO representing most of the world market
for telecommunication services have made specific commitments to facilitate
trade in telecommunication services. It should be noted that all WTO mem-
ber States (even those which have not made specific telecommunication
commitments) are bound by the general GATS rules on services, including
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specific requirements dealing with most-favoured-nation treatment, transpar-
ency, regulation, monopolies and business practices. The WTO telecommu-
nication agreement adds sector- and country-specific commitments to the
overall GATS agreement. Typical commitments cover the opening of various
segments of the market, including voice telephony, data transmission and
enhanced services, to competition and foreign investment. Legislators of
current or prospective WTO member States should thus ensure that the coun-
try’s telecommunication laws are consistent with the GATS agreement and
their specific telecommunication commitments.

57. Another important sector-specific agreement at the international level is
the Energy Charter Treaty, concluded in Lisbon on 17 December 1994 and in
force since 16 April 1998, which has been enacted to promote long-term co-
operation in the energy field. The Treaty provides for various commercial
measures, such as the development of open and competitive markets for energy
materials and products and the facilitation of transit and access to and transfer
of energy technology. Furthermore, the Treaty aims at avoiding market distor-
tions and barriers to economic activity in the energy sector and promotes the
opening of capital markets to encourage the flow of capital in order to finance
trade in materials and products. The Treaty also contains regulations about
investment promotion and protection: equitable conditions for investors, mon-
etary transfers related to investments, compensation for losses due to war, civil
disturbance or other similar events and compensation for expropriation.
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Index

In this index, Roman numerals refer to chapters and Arabic numerals to para-
graphs.  For instance, “III, 67” refers to chapter III, “Selection of the conces-
sionaire”, paragraph 67.  The symbol “__” replaces the wording of the main
entry to avoid repeating the same wording in the sub-entries.

Accounting rules and practices

host country’s__    VII 40-41

Administrative coordination

general    I 23-29

issuance of licences and permits    I  27-29

__of preparatory measures    I  25-26

Administrative law

host country’s__    VII 24-27

Ancillary revenue sources (see also Government support)

Arbitral awards (see also Dispute settlement)

convention on the recognition and enforcement of__    VI 30, 37

Authority

__to award concessions    I 15-22

__to regulate infrastructure services (see Regulatory agency)

Award without competitive procedures

authorizing circumstances for__    III 89

measures to enhance transparency in__    III 90-96

policy considerations__    III 85-88

Assets (see Project site and assets)

Bidding (see Award without competitive procedures, Pre-selection of
bidders, Selection procedures, Unsolicited proposals)
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Breach and remedies

definition of  “serious breach”    V 15

general considerations    IV 141-142

notice to rectify the consequences of breach    V 17

step-in-rights for the contracting authority    IV 143-146

step-in rights for the lenders    V 12, 17

Build-lease-operate-transfer@ (BLOT)

definition__ Introduction    19 (c)

Build-operate-transfer (BOT)

definition__ Introduction    19 (a)

transfer of assets in__ projects    V 37

Build-own-operate (BOO)

definition__ Introduction    19 (e)

Build-own-operate-transfer (BOOT)

definition__ Introduction    19 (d)

Build-rent-operate-transfer (BROT)

definition__ Introduction    19 (c)

Build-transfer-operate (BTO)

definition__ Introduction    19 (b)

Company law

host country’s__    VII 30-33

Compensation

and extension of the project agreement    V 8

and tariff control measures    IV 45-46

__due upon termination (see Termination)

__for additional work    IV 76

__for increased cost    IV 45-46, 126-130

__for suspension or delay    IV 77

Competition

__policy and monopolies Introduction    24-27
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protection from__(as a form of government support)    II 55-57

scope for__in different sectors   Introduction    28-29

Compulsory acquisition

host country’s laws on__    VII 22-23

__of land required for the project site    IV 27-29

Concession

agencies authorized to award__    I 16-17

assignment__    IV 62-63

definition__ Introduction    13

duration__ (see Project agreement)

fields of__    I 18

pledge of__    IV 56-57

purpose and scope__    I 19-22

rebidding of__    V 7

withdrawal of__   (see Termination)

Concessionaire (see also Project company)

definition__ Introduction    15

organization of__    IV 12-18

Constitutional law (see Constitutional, legislative and institutional framework)

Constitutional, legislative and institutional framework

__and long-term sustainability of projects    I 6

__and privately financed infrastructure projects    I 7-9

fairness of__    I 5

legislative set-up    I 10-14

transparency of__    I 4

Construction

guarantee period for__works    IV 79

monitoring of__    IV 77-78

review and approval of__plans    IV 72

variations required by the contracting authority etc.    IV 73-76
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Consumer protection

host country’s laws on__    VII 45-46

Contract law

host country’s__    VII 28-29

Contracting authority

approval and variation of project plans required by__    IV 72-76

as party to the project__ Introduction    69-70

definition of__ Introduction    17

financial obligations of__    IV 47-51

monitoring of construction works by__    IV 77-78

Corruption

__and the selection process    III 12

__as grounds for termination    V 23

host country’s measures against__    VII 50-52

International Code of Conduct for Public Officials (General Assembly
resolution 51/59)    VII 51

OECD Convention on Combating Bribery of Foreign Public Officials
in International Business Transactions of 1997    VII 51

United Nations Declaration against Corruption and Bribery in Interna-
tional Commercial Transactions (General Assembly resolution 51/191)
VII 51

Default (see Breach and remedies)

Design-build-finance-operate (DBFO)

definition__ Introduction    20

Dispute settlement

arbitration    VI 30-37

commercial disputes    VI  2 (b), 42

conciliation and mediation    VI 14-16

dispute review boards    VI 23-28

disputes between the concessionaire and the contracting authority
VI 1 (a), 3-41

disputes between public service providers    I  51-53

disputes involving customers and users of the infrastructure facility
VI 1 (c), 43-45
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early warning    VI 11

enforcement of arbitral awards    VI 36-37

facilitated negotiation    VI 13

freedom to agree on__    VI 7-9

importance of efficient__mechanisms    VI 1

judicial proceedings    VI 38-41

mini-trial    VI 18

non-binding arbitration    VI 29

non-binding expert appraisal    VI 17

objectives__    VI 5-6

partnering    VI 12

review of technical disputes by independent experts    VI 20-22

senior executive appraisal    VI 19

sovereign immunity and arbitration    VI 33-35

Easements

__required by the project    IV 30-32

Economic conditions

subsequent changes in__    IV 126-130

Electricity

unbundling in the__sector Introduction    36-37

Energy Charter Treaty    VII 57

Environmental protection

Agenda 21    VII 44

Basel Convention on the Control of Transboundary Movement of
Hazardous Wastes and Their Disposal of 1989    VII 44

Convention on Environmental Impact Assessment in a Transboundary
Context of 1991    VII 44

Convention on the Protection and Use of Transboundary Watercourses
and International Lakes of 1992    VII 44

host country’s laws on__    VII 42-44

Rio Declaration on Environment and Development     VII 44

United Nations Conference on Environment and Development in 1992
VII 44

World Charter for Nature (General Assembly resolution 37/7, annex)
VII 44
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Equity (see also Government support)

general role of__capital in financing infrastructure projects Introduction
57

__required for the establishment of the project company    IV 15-16

European Bank for Reconstruction and Development (EBRD) Model
Law on Secured Transactions    VII 16

Exclusivity (see also Competition)

__and scope of concessions    I 20-22

Exempting impediments

definition__    IV 132-134

consequences of__    IV 135-139

Experts and advisers

general role in a project Introduction    76-77

role in the selection procedure    III 29

Export credit and investment promotion agencies

__as interested parties Introduction    74

general role in financing infrastructure projects Introduction    66

insurance and guarantees provided by__Introduction    72-74

Force majeure (see Exempting impediments)

Government

definition__Introduction    16

Government support

budgeting for__    II 34

definition    II 30-31

forms of–
ancillary revenue sources    II 58-60
equity participation    II 40-41
public loans and loan guarantees    II 37-39
sovereign guarantees    II 45-50
subsidies    II 42-44
policy considerations    II 32-34
tax and customs benefits    II 51-54
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Industrial and intellectual property

Agreement on Trade-Related Aspects of  Intellectual Property Rights
VII 21

Hague Agreement Concerning the International Deposit of Industrial
Designs of 1925    VII 20

host country’s laws on__    VII 17-21

Madrid Agreement Concerning the International Registration of Marks
VII 19

Common Regulations under the__    VII 19
Protocol Relating to the__    VII 19

Paris Convention for the Protection of Industrial Property of 1883
VII 18

Patent Cooperation Treaty of 1970    VII 18

Trademark Law Treaty of 1994    VII 19

Infrastructure

historical evolution of__services Introduction    1-3

__policy Introduction    23-29

restructuring of__sectors Introduction    30-46

transitional measures in__sectors Introduction    44-46

unbundling of__sectors Introduction    32-34

Infrastructure facilities

private ownership and operation of__ Introduction    52-53

public ownership and operation of__ Introduction    48-49

public ownership and private operation of__ Introduction    50-51

Infrastructure projects

financing sources for__ Introduction    56-67

main parties to__ Introduction    68-77

Insolvency

host country’s__law    VII 47-49

__of the concessionaire    V 24-25

Institutional investors

general role in financing infrastructure projects Introduction    60
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Insurance

__required during operation of infrastructure facilities    IV 119-120

role of insurers as interested parties Introduction    75

International Centre for the Settlement of Investment Disputes

role__    VI 31

International financial institutions

as interested parties Introduction    74

general role in financing infrastructure projects Introduction    64-65

guarantees provided by__    II  61-71

host country’s membership in__    VII 54

procurement rules of__    III 18

Investment promotion and protection (see also International Centre for the
Settlement of Investment Disputes)

host country’s laws on__    VII 4-6

Islamic financial institutions

general role in financing infrastructure projects Introduction    63

Legislation, see also Constitutional, legislative and institutional framework

general and sector-specific__    I 10-14

subsequent changes in__    IV 122-125

Legislative Guide

projects covered by__ Introduction    4

purpose__ Introduction    4, 7

terminology used in__ Introduction    9-20

Legislative recommendations

purpose__ Introduction    5-6

Legislature

definition__ Introduction    16

Lenders

as interested parties Introduction    72-73

step-in rights of__ (see Breach and remedies)
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Liability

__of the concessionaire to users and third parties    IV 105-107

Loan guarantees (see Government support)

Modernize-operate-transfer (MOT)

definition__ Introduction    19 (20)

Modernize-own-operate (MOO)

definition__ Introduction    19 (20)

Monopoly

__and competition policy Introduction    24-27

Mortgage (see Security interests)

Off-take agreements, see also Government support (sovereign guarantees)

__entered into by the contracting authority or other public authority
IV 50-51

“One-stop shop” (see Administrative coordination)

Operation of infrastructure

continuity of services    IV 86-87

disclosure requirements    IV 94-95

enforcement of usage rules    IV 96-97

equal treatment of customers or users    IV 88-89

extension of services    IV 84-85

interconnection and access to infrastructure networks    IV 90-93

performance standards    IV 82-83

Organisation for Cooperation and Development (OECD) Convention on
Combating Bribery of Foreign Public Officials in International Business
Transactions    VII 51

Payments

__by the contracting authority    IV 48-49

Performance guarantees

advantages and disadvantages of various types of__    IV 111-117

duration__    IV 118

types, functions and nature etc.__    IV 109-110
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Pledge (see Security interests)

Pre-selection of bidders

invitation to__    III 35-37

participation of bidding consortia    III 41-42

__and domestic preferences    III 43-44

__proceedings    III 47-50

pre-selection criteria    III 38-40

Prices (see Tariffs)

Project agreement

conclusion of__    IV 9-11

content of__and legislation    IV 2-4

definition__ Introduction    14

duration__    V 2-5

extension of__    V 6-8

law governing the__    IV 5-8

termination of__ (see Termination)

Project award (see Award without competitive procedures, Pre-selection of
bidders, Selection procedures, Unsolicited proposals)

Project company (see also Concessionaire)

definition__ Introduction    15

general role as party to the project Introduction    71

pledge of shares of__    IV 61

scope of activities of__    IV 17

statutes and by-laws of__    IV 18

transfer of controlling interest in__    IV 64-68

Project finance

__and risk assessment (in general)    II 3-5

capital market funding Introduction    61-62

combined public and private finance Introduction    67

commercial loans Introduction    58

notion of __ Introduction    54-55

subordinated debt Introduction    59
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Project promoters

general role as parties to the project Introduction    71

Project risks (see Risks)

Project site and assets

acquisition of land IV 27-29

amortization and residual value of__    V 3, 40, 43 (b)

ownership of__    IV 20-26

mortgage or pledge of__    IV 54-55

transfer of__ (see Termination)

Property law

host country’s__    VII 7-9

Public authorities

definition__ Introduction    16

Public infrastructure

definition__ Introduction    10

Public loans  (see Government support)

Public services

definition__ Introduction    10

Refurbish-operate-transfer (ROT)

definition__ Introduction    20

Refurbish-own-operate (ROO)

definition__ Introduction    20

Regional development banks  (see International financial institutions)

Regulatory agency

composition, staff and budget of__    I 43-45

definition__ Introduction    18

independence and autonomy of__    I 37-38

institutional mechanisms    I 36-38
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powers__    I 39-42

process and procedures    I 46-48

recourse against decisions of__    I 49-50

sectoral competence and mandate of__    I  33-35

settlement of disputes between public service providers    I 51-53

Repairs

__needed after expiry or termination of the project agreement    V 62

Request of proposals (see Award without competitive procedures, Pre-
selection of bidders, Selection procedures, Unsolicited proposals)

Risks

__caused by events beyond the parties’ control    II 12

commercial__    II 17-18

construction and operation__    II 14-16

exchange rate and other financial__    II 19-20

guarantees against specific__    II 45-50, 61-74

political__    II 13

project__allocation and mitigation    II 21-29

__and risk allocation    II 8-10

statutory allocation of__    II 21

Security interests

EBRD Model Law on Secured Transactions    VII 16

generally    IV 52-53

host country’s laws on__    VII 10-16

__in intangible assets    IV 56-57

__in physical assets    IV 54-55

__in shares of the project company    IV 61

__in trade receivables    IV 58-60

Selection procedures (see also Award without competitive procedures, Pre-
selection of bidders, Unsolicited proposals)

award committee    III 28-29

bid security    III 62

clarifications and modifications of request for proposals    III 71-72

confidentiality of negotiations in__    III 118

contractual terms    III 67-70
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contribution towards costs of participating in__    III 45-46

__covered by the Guide    III 3-4

definition of project requirements    III 21-22

documentation    III 32-33

economy and efficiency in__    III 6-9

evaluation criteria    III  23-24, 73-77

feasibility studies    III 30-31, 61

integrity of__    III 10-13

negotiations with bidders    III 25-26,  83-84

notice of the project award    III 119

preparations for__    III 27-33

qualifications of bidders (see also Pre-selection of bidders)    III 63

record of__    III 124-130

request for proposals    III 59-70

review of__    III 118-122

single-stage and double-stage__    III 52-58

specifications and performance indicators    III 64-66

submission, opening, comparison and evaluation of proposals  III 78-82

range of bidders to be invited    III 20

transparency of laws and procedures    III 14-16

Sovereign guarantees (see Government support)

Spare parts

supply of__after expiry or termination of the project agreement
V 59-61

Step-in rights (see Breach and remedies)

Subcontracting

choice of subcontractors    IV 100-101

governing law of subcontracts    IV 102-104

Subsidies

__as forms of government support    II 42-44

Tariffs

__adjustments as a result of changes in conditions    IV 121, 124-125
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concessionaire’s authority to collect__    IV 37-38

__control methods    IV 39-44

policy considerations on tariff control    IV 45-46

__setting and control    IV 36

Tax and customs benefits

__as forms of government support    II 37-39

Tax law

host country’s__    VII 34-39

Technical assistance

__upon expiry or termination of the project agreement    V 56-58

Technology transfer

__upon expiry or termination of the project agreement    V 51-55

Telecommunications

unbundling in the__sector Introduction    35

Termination

__by the concessionaire    V 28-33

changes in conditions    V 33

serious breach by the contracting authority    V 29-32

__by the contracting authority    V 14-27

__for reasons of public interest    V 26-27

insolvency of the concessionaire    V 24-25

serious breach by the concessionaire    V 15-23

__by either party    V 34-35

impediments to performance    V 34

mutual consent    V 35

compensation due upon__    V 27, 36, 38-40, 43-49

general considerations__    V 9-13

transfer of project-related assets upon__    V 37-42
__to a new concessionaire    V 39-40
__to the contracting authority    V 38
condition of assets at the time of transfer    V 41-42

wind-up and transitional measures upon__    V 50-62
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Trade facilitation and promotion

general international agreements__    VII 55

Transport

unbundling in the__ sector Introduction    40-43

UNCITRAL

__Arbitration Rules    VI 32

__Conciliation Rules    VI 16

__draft convention on assignment of receivables in international trade
VII 16 (footnote 1)

__Model Law on Cross-Border Insolvency    VII 49

__Model Law on International Commercial Arbitration    VI 36

__Model Law on Procurement of Goods, Construction and Services
III 2, 25, 37 (footnote 4), 38 (footnote 5), 44, 51, 60 (footnote 6),
62 (footnote 7), 81, 104, 121, 124, 127

UNIDO

__Guidelines for Infrastructure Development through Build-Operate-
Transfer (BOT) Projects Introduction    9, III 1

Unidroit

__Convention on International Financial Leasing (Ottawa, 1988)
VII 29

__draft convention on international interests in mobile equipment
VII 16 (footnote 1)

United Nations

__Convention on Contracts for the International Sale of Goods
(Vienna, 1980)    VII 29

Unsolicited proposals (see also Award without competitive procedure, Pre-
selection of bidders, Selection procedures)

policy consideration    III 98-108

procedures for handling__    III 107-117, 123

Water and sanitation

unbundling in the__sector Introduction    38-39

World Bank  (see also International financial institutions)

Introduction 64, 75, 77;  I 32;  II 61-63;  III 1, 18, 80;  VI 31;  VII 54
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World Intellectual Property Organization (WIPO)    VII 19

World Trade Organization (WTO)    VII 21

Agreement on Trade-Related Aspects of Intellectual Property Rights
VII 21

agreements negotiated under the auspices of__    VII 55
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A/RES/49/54
17 February 1995

Forty-ninth session
Agenda item 138

RESOLUTION ADOPTED BY THE GENERAL ASSEMBLY

[on the report of the Sixth Committee (A/49/739)]

49/54. Model Law on Procurement of Goods,
Construction and Services of the United
Nations Commission on International Trade
Law

The General Assembly ,

Recalling its resolution 2205 (XXI) of 17 December 1966, by which it
created the United Nations Commission on International Trade Law with a
mandate to further the progressive harmonization and unification of the law of
international trade and in that respect to bear in mind the interests of all
peoples, in particular those of developing countries, in the extensive
development of international trade,

Noting that procurement constitutes a large portion of public
expenditure in most States,

Recalling the completion and adoption by the United Nations Commission
on International Trade Law at its twenty-sixth session of the Model Law on
Procurement of Goods and Construction, 1 /

Recalling also the decision of the Commission at its twenty-sixth
session to draw up model legislative provisions on procurement of services,
while leaving intact the Model Law on Procurement of Goods and Construction of
the United Nations Commission on International Trade Law,

_______________

1/ Official Records of the General Assembly, Forty-eighth Session,
Supplement No. 17 , (A/48/17), annex I.

/...95-76783
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Noting that model legislative provisions on procurement of services
establishing procedures designed to foster integrity, confidence, fairness and
transparency in the procurement process will also promote economy, efficiency
and competition in procurement and thus lead to increased economic
development,

Being of the opinion that the establishment of model legislative
provisions on procurement of services that are acceptable to States with
different legal, social and economic systems contributes to the development of
harmonious international economic relations,

Convinced that model legislative provisions on services contained in a
consolidated text dealing with procurement of goods, construction and services
will significantly assist all States, including developing countries and
States whose economies are in transition, in enhancing their existing
procurement laws and formulating procurement laws where none presently exist,

1. Takes note with satisfaction of the completion and adoption by the
United Nations Commission on International Trade Law of the Model Law on
Procurement of Goods, Construction and Services 2 / together with the Guide to
Enactment of the Model Law; 3 /

2. Recommends that, in view of the desirability of improvement and
uniformity of the laws of procurement, all States give favourable
consideration to the Model Law when they enact or revise their procurement
laws;

3. Recommends also that all efforts be made to ensure that the Model
Law together with the Guide become generally known and available.

84th plenary meeting
9 December 1994

___________

2/ Ibid., Forty-ninth Session, Supplement No. 17 and corrigendum
(A/49/17 and Corr.1), annex I.

3/ To be issued under the symbol A/CN.9/403.
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I. UNCITRAL MODEL LAW ON PROCUREMENT OF GOODS, CONSTRUCTION AND 
SERVICES *

 

Preamble

WHEREAS the [Government] [Parliament] of ... considers it desirable to regulate procurement of goods, 
construction and services so as to promote the objectives of:

(a) Maximizing economy and efficiency in procurement;

(b) Fostering and encouraging participation in procurement proceedings by 
suppliers and contractors, especially where appropriate, participation by 
suppliers and contractors regardless of nationality, and thereby promoting 
international trade;

(c) Promoting competition among suppliers and contractors for the supply 
of the goods, construction or services to be procured;

(d) Providing for the fair and equitable treatment of all suppliers and 
contractors;

(e) Promoting the integrity of, and fairness and public confidence in, the 
procurement process; and

(f) Achieving transparency in the procedures relating to procurement,

Be it therefore enacted as follows.

________________________

* The UNCITRAL Model Law on Procurement of Goods, Construction and Services was adopted by the 
United Nations Commission on International Trade Law (UNCITRAL) at its twenty-seventh session, 
without thereby superseding the UNCITRAL Model Law on Procurement of Goods and Construction, 
adopted by the Commission at its twenty-sixth session. The present consolidated text consists of the 
provisions found in the Model Law on Procurement of Goods and Construction and provisions on 
procurement of services. The Commission has also issued a Guide to Enactment of the UNCITRAL 
Model Law on Procurement of Goods, Construction and Services (A/CN.9/403).

 



CHAPTER I. GENERAL PROVISIONS

Article 1. Scope of application

(1) This Law applies to all procurement by procuring entities, except as otherwise provided by 
paragraph (2) of this article.

(2) Subject to the provisions of paragraph (3) of this article, this Law does not apply to:

(a) Procurement involving national defence or national security;

(b) ... (the enacting State may specify in this Law additional types of procurement to be 
excluded); or

(c) Procurement of a type excluded by the procurement regulations.

(3) This Law applies to the types of procurement referred to in paragraph (2) of this article where and to 
the extent that the procuring entity expressly so declares to suppliers or contractors when first soliciting 
their participation in the procurement proceedings.

 

Article 2. Definitions

For the purposes of this Law:

(a) "Procurement" means the acquisition by any means of goods, construction or services; 

(b) "Procuring entity" means:

(i) Option I

Any governmental department, agency, organ or other unit, or 
any subdivision thereof, in this State that engages in 
procurement, except ...; (and)

Option II

Any department, agency, organ or other unit, or any 
subdivision thereof, of the ("Government" or other term used 
to refer to the national Government of the enacting State) that 



engages in procurement, except ...; (and)

(ii) (The enacting State may insert in this subparagraph and, if 
necessary, in subsequent subparagraphs, other entities or 
enterprises, or categories thereof, to be included in the 
definition of "procuring entity");

(c) "Goods" means objects of every kind and description including raw materials, products 
and equipment and objects in solid, liquid or gaseous form, and electricity, as well as 
services incidental to the supply of the goods if the value of those incidental services does 
not exceed that of the goods themselves; (the enacting State may include additional 
categories of goods)

(d) "Construction" means all work associated with the construction, reconstruction, 
demolition, repair or renovation of a building, structure or works, such as site preparation, 
excavation, erection, building, installation of equipment or materials, decoration and 
finishing, as well as services incidental to construction such as drilling, mapping, satellite 
photography, seismic investigations and similar services provided pursuant to the 
procurement contract, if the value of those services does not exceed that of the 
construction itself; 

(e) "Services" means any object of procurement other than goods or construction; (the 
enacting State may specify certain objects of procurement which are to be treated as 
services)

(f) "Supplier or contractor" means, according to the context, any potential party or the 
party to a procurement contract with the procuring entity;

(g) "Procurement contract" means a contract between the procuring entity and a supplier 
or contractor resulting from procurement proceedings;

(h) "Tender security" means a security provided to the procuring entity to secure the 
fulfilment of any obligation referred to in article 32 (1) (f) and includes such arrangements 
as bank guarantees, surety bonds, stand-by letters of credit, cheques on which a bank is 
primarily liable, cash deposits, promissory notes and bills of exchange;

(i) "Currency" includes monetary unit of account.

 

Article 3. International obligations of this State relating to procurement [and intergovernmental 
agreements within (this State)]



To the extent that this Law conflicts with an obligation of this State under or arising out of any

(a) Treaty or other form of agreement to which it is a party with one or more other States,

(b) Agreement entered into by this State with an intergovernmental international financing 
institution, or

(c) Agreement between the federal Government of [name of federal State] and any 
subdivision or subdivisions of [name of federal State], or between any two or more such 
subdivisions, 

the requirements of the treaty or agreement shall prevail; but in all other respects, the procurement shall 
be governed by this Law.

 

Article 4. Procurement regulations

The ... (the enacting State specifies the organ or authority authorized to promulgate the procurement 
regulations) is authorized to promulgate procurement regulations to fulfil the objectives and to carry out 
the provisions of this Law.

 

Article 5. Public accessibility of legal texts

The text of this Law, procurement regulations and all administrative rulings and directives of general 
application in connection with procurement covered by this Law, and all amendments thereof, shall be 
promptly made accessible to the public and systematically maintained.

 

Article 6. Qualifications of suppliers and contractors

(1) (a) This article applies to the ascertainment by the procuring entity of the qualifications of suppliers 
or contractors at any stage of the procurement proceedings;

(b) In order to participate in procurement proceedings, suppliers or contractors must 
qualify by meeting such of the following criteria as the procuring entity considers 
appropriate in the particular procurement proceedings:



(i) That they possess the necessary professional and technical qualifications, 
professional and technical competence, financial resources, equipment and 
other physical facilities, managerial capability, reliability, experience, and 
reputation, and the personnel, to perform the procurement contract;

(ii) That they have legal capacity to enter into the procurement contract;

(iii) That they are not insolvent, in receivership, bankrupt or being wound 
up, their affairs are not being administered by a court or a judicial officer, 
their business activities have not been suspended, and they are not the 
subject of legal proceedings for any of the foregoing;

(iv) That they have fulfilled their obligations to pay taxes and social security 
contributions in this State;

(v) That they have not, and their directors or officers have not, been 
convicted of any criminal offence related to their professional conduct or 
the making of false statements or misrepresentations as to their 
qualifications to enter into a procurement contract within a period of ... 
years (the enacting State specifies the period of time) preceding the 
commencement of the procurement proceedings, or have not been otherwise 
disqualified pursuant to administrative suspension or disbarment 
proceedings.

(2) Subject to the right of suppliers or contractors to protect their intellectual property or trade secrets, 
the procuring entity may require suppliers or contractors participating in procurement proceedings to 
provide such appropriate documentary evidence or other information as it may deem useful to satisfy 
itself that the suppliers or contractors are qualified in accordance with the criteria referred to in 
paragraph (1) (b).

(3) Any requirement established pursuant to this article shall be set forth in the prequalification 
documents, if any, and in the solicitation documents or other documents for solicitation of proposals, 
offers or quotations, and shall apply equally to all suppliers or contractors. A procuring entity shall 
impose no criterion, requirement or procedure with respect to the qualifications of suppliers or 
contractors other than those provided for in this article.

(4) The procuring entity shall evaluate the qualifications of suppliers or contractors in accordance with 
the qualification criteria and procedures set forth in the prequalification documents, if any, and in the 
solicitation documents or other documents for solicitation of proposals, offers or quotations.

(5) Subject to articles 8 (1), 34 (4) (d) and 39 (2), the procuring entity shall establish no criterion, 
requirement or procedure with respect to the qualifications of suppliers or contractors that discriminates 



against or among suppliers or contractors or against categories thereof on the basis of nationality, or that 
is not objectively justifiable.

(6) (a) The procuring entity shall disqualify a supplier or contractor if it finds at any time that the 
information submitted concerning the qualifications of the supplier or contractor was false;

(b) A procuring entity may disqualify a supplier or contractor if it finds at any time that 
the information submitted concerning the qualifications of the supplier or contractor was 
materially inaccurate or materially incomplete;

(c) Other than in a case to which subparagraph (a) of this paragraph applies, a procuring 
entity may not disqualify a supplier or contractor on the ground that information submitted 
concerning the qualifications of the supplier or contractor was inaccurate or incomplete in 
a non-material respect. The supplier or contractor may be disqualified if it fails to remedy 
such deficiencies promptly upon request by the procuring entity.

 

Article 7. Prequalification proceedings

(1) The procuring entity may engage in prequalification proceedings with a view towards identifying, 
prior to the submission of tenders, proposals or offers in procurement proceedings conducted pursuant to 
chapter III, IV or V, suppliers and contractors that are qualified. The provisions of article 6 shall apply to 
prequalification proceedings.

(2) If the procuring entity engages in prequalification proceedings, it shall provide a set of 
prequalification documents to each supplier or contractor that requests them in accordance with the 
invitation to prequalify and that pays the price, if any, charged for those documents. The price that the 
procuring entity may charge for the prequalification documents shall reflect only the cost of printing 
them and providing them to suppliers or contractors.

(3) The prequalification documents shall include, at a minimum:

(a) The following information:

(i) Instructions for preparing and submitting prequalification applications;

(ii) A summary of the principal required terms and conditions of the 
procurement contract to be entered into as a result of the procurement 
proceedings;



(iii) Any documentary evidence or other information that must be submitted 
by suppliers or contractors to demonstrate their qualifications;

(iv) The manner and place for the submission of applications to prequalify 
and the deadline for the submission, expressed as a specific date and time 
and allowing sufficient time for suppliers or contractors to prepare and 
submit their applications, taking into account the reasonable needs of the 
procuring entity;

(v) Any other requirements that may be established by the procuring entity 
in conformity with this Law and the procurement regulations relating to the 
preparation and submission of applications to prequalify and to the 
prequalification proceedings; and

(b) (i) In proceedings under chapter III, the information required to be specified in the 
invitation to tender by article 25 (1) (a) to (e), (h) and, if already known, (j);

(ii) In proceedings under chapter IV, the information referred to in article 38 
(a), (c), if already known, (g), (p) and (s).

(4) The procuring entity shall respond to any request by a supplier or contractor for clarification of the 
prequalification documents that is received by the procuring entity within a reasonable time prior to the 
deadline for the submission of applications to prequalify. The response by the procuring entity shall be 
given within a reasonable time so as to enable the supplier or contractor to make a timely submission of 
its application to prequalify. The response to any request that might reasonably be expected to be of 
interest to other suppliers or contractors shall, without identifying the source of the request, be 
communicated to all suppliers or contractors to which the procuring entity provided the prequalification 
documents.

(5) The procuring entity shall make a decision with respect to the qualifications of each supplier or 
contractor submitting an application to prequalify. In reaching that decision, the procuring entity shall 
apply only the criteria set forth in the prequalification documents.

(6) The procuring entity shall promptly notify each supplier or contractor submitting an application to 
prequalify whether or not it has been prequalified and shall make available to any member of the general 
public, upon request, the names of all suppliers or contractors that have been prequalified. Only 
suppliers or contractors that have been prequalified are entitled to participate further in the procurement 
proceedings.

(7) The procuring entity shall upon request communicate to suppliers or contractors that have not been 
prequalified the grounds therefor, but the procuring entity is not required to specify the evidence or give 
the reasons for its finding that those grounds were present.



(8) The procuring entity may require a supplier or contractor that has been prequalified to demonstrate 
again its qualifications in accordance with the same criteria used to prequalify such supplier or 
contractor. The procuring entity shall disqualify any supplier or contractor that fails to demonstrate again 
its qualifications if requested to do so. The procuring entity shall promptly notify each supplier or 
contractor requested to demonstrate again its qualifications as to whether or not the supplier or 
contractor has done so to the satisfaction of the procuring entity.

 

Article 8. Participation by suppliers or contractors

(1) Suppliers or contractors are permitted to participate in procurement proceedings without regard to 
nationality, except in cases in which the procuring entity decides, on grounds specified in the 
procurement regulations or according to other provisions of law, to limit participation in procurement 
proceedings on the basis of nationality.

(2) A procuring entity that limits participation on the basis of nationality pursuant to paragraph (1) of 
this article shall include in the record of the procurement proceedings a statement of the grounds and 
circumstances on which it relied.

(3) The procuring entity, when first soliciting the participation of suppliers or contractors in the 
procurement proceedings, shall declare to them that they may participate in the procurement proceedings 
regardless of nationality, a declaration which may not later be altered. However, if it decides to limit 
participation pursuant to paragraph (1) of this article, it shall so declare to them.

 

Article 9. Form of communications

(1) Subject to other provisions of this Law and any requirement of form specified by the procuring entity 
when first soliciting the participation of suppliers or contractors in the procurement proceedings, 
documents, notifications, decisions and other communications referred to in this Law to be submitted by 
the procuring entity or administrative authority to a supplier or contractor or by a supplier or contractor 
to the procuring entity shall be in a form that provides a record of the content of the communication.

(2) Communications between suppliers or contractors and the procuring entity referred to in articles 7 
(4) and (6), 12 (3), 31 (2) (a), 32 (1) (d), 34 (1), 36 (1), 37 (3), 44 (b) to (f) and 47 (1) may be made by a 
means of communication that does not provide a record of the content of the communication provided 
that, immediately thereafter, confirmation of the communication is given to the recipient of the 
communication in a form which provides a record of the confirmation.



(3) The procuring entity shall not discriminate against or among suppliers or contractors on the basis of 
the form in which they transmit or receive documents, notifications, decisions or other communications.

 

Article 10. Rules concerning documentary evidence provided by suppliers or contractors

If the procuring entity requires the legalization of documentary evidence provided by suppliers or 
contractors to demonstrate their qualifications in procurement proceedings, the procuring entity shall not 
impose any requirements as to the legalization of the documentary evidence other than those provided 
for in the laws of this State relating to the legalization of documents of the type in question.

 

Article 11. Record of procurement proceedings

(1) The procuring entity shall maintain a record of the procurement proceedings containing, at a 
minimum, the following information:

(a) A brief description of the goods, construction or services to be procured, or of the 
procurement need for which the procuring entity requested proposals or offers;

(b) The names and addresses of suppliers or contractors that submitted tenders, proposals, 
offers or quotations, and the name and address of the supplier or contractor with whom the 
procurement contract is entered into and the contract price;

(c) Information relative to the qualifications, or lack thereof, of suppliers or contractors 
that submitted tenders, proposals, offers or quotations;

(d) The price, or the basis for determining the price, and a summary of the other principal 
terms and conditions of each tender, proposal, offer or quotation and of the procurement 
contract, where these are known to the procuring entity;

(e) A summary of the evaluation and comparison of tenders, proposals, offers or 
quotations, including the application of any margin of preference pursuant to articles 34 
(4) (d) and 39 (2);

(f) If all tenders, proposals, offers or quotations were rejected pursuant to article 12, a 
statement to that effect and the grounds therefor, in accordance with article 12 (1);

(g) If, in procurement proceedings involving methods of procurement other than 



tendering, those proceedings did not result in a procurement contract, a statement to that 
effect and of the grounds therefor;

(h) The information required by article 15, if a tender, proposal, offer or quotation was 
rejected pursuant to that provision;

(i) In procurement proceedings involving the use of a procurement method pursuant to 
paragraph (2) or subparagraph (a) or (b) of paragraph (3) of article 18, the statement 
required under article 18 (4) of the grounds and circumstances on which the procuring 
entity relied to justify the selection of the method of procurement used;

(j) In the procurement of services by means of chapter IV, the statement required under 
article 41 (2) of the grounds and circumstances on which the procuring entity relied to 
justify the selection procedure used;

(k) In procurement proceedings involving direct solicitation of proposals for services in 
accordance with article 37 (3), a statement of the grounds and circumstances on which the 
procuring entity relied to justify the direct solicitation;

(l) In procurement proceedings in which the procuring entity, in accordance with article 8 
(1), limits participation on the basis of nationality, a statement of the grounds and 
circumstances relied upon by the procuring entity for imposing the limitation; 

(m) A summary of any requests for clarification of the prequalification or solicitation 
documents, the responses thereto, as well as a summary of any modification of those 
documents.

(2) Subject to article 33 (3), the portion of the record referred to in subparagraphs (a) and (b) of 
paragraph (1) of this article shall, on request, be made available to any person after a tender, proposal, 
offer or quotation, as the case may be, has been accepted or after procurement proceedings have been 
terminated without resulting in a procurement contract.

(3) Subject to article 33 (3), the portion of the record referred to in subparagraphs (c) to (g), and (m), of 
paragraph (1) of this article shall, on request, be made available to suppliers or contractors that 
submitted tenders, proposals, offers or quotations, or applied for prequalification, after a tender, 
proposal, offer or quotation has been accepted or procurement proceedings have been terminated 
without resulting in a procurement contract. Disclosure of the portion of the record referred to in 
subparagraphs (c) to (e), and (m), may be ordered at an earlier stage by a competent court. However, 
except when ordered to do so by a competent court, and subject to the conditions of such an order, the 
procuring entity shall not disclose:

(a) Information if its disclosure would be contrary to law, would impede law enforcement, 



would not be in the public interest, would prejudice legitimate commercial interests of the 
parties or would inhibit fair competition;

(b) Information relating to the examination, evaluation and comparison of tenders, 
proposals, offers or quotations, and tender, proposal, offer or quotation prices, other than 
the summary referred to in paragraph (1) (e).

(4) The procuring entity shall not be liable to suppliers or contractors for damages owing solely to a 
failure to maintain a record of the procurement proceedings in accordance with the present article.

 

Article 12. Rejection of all tenders, proposals, offers or quotations

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval)), and if so 
specified in the solicitation documents or other documents for solicitation of proposals, offers or 
quotations, the procuring entity may reject all tenders, proposals, offers or quotations at any time prior to 
the acceptance of a tender, proposal, offer or quotation. The procuring entity shall upon request 
communicate to any supplier or contractor that submitted a tender, proposal, offer or quotation, the 
grounds for its rejection of all tenders, proposals, offers or quotations, but is not required to justify those 
grounds.

(2) The procuring entity shall incur no liability, solely by virtue of its invoking paragraph (1) of this 
article, towards suppliers or contractors that have submitted tenders, proposals, offers or quotations. 

(3) Notice of the rejection of all tenders, proposals, offers or quotations shall be given promptly to all 
suppliers or contractors that submitted tenders, proposals, offers or quotations.

 

Article 13. Entry into force of the procurement contract

(1) In tendering proceedings, acceptance of the tender and entry into force of the procurement contract 
shall be carried out in accordance with article 36.

(2) In all the other methods of procurement, the manner of entry into force of the procurement contract 
shall be notified to the suppliers or contractors at the time that proposals, offers or quotations are 
requested.

 



Article 14. Public notice of procurement contract awards

(1) The procuring entity shall promptly publish notice of procurement contract awards.

(2) The procurement regulations may provide for the manner of publication of the notice required by 
paragraph (1).

(3) Paragraph (1) is not applicable to awards where the contract price is less than [...].

 

Article 15. Inducements from suppliers or contractors

(Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity shall reject a tender, proposal, offer or quotation if the supplier or contractor that submitted it 
offers, gives or agrees to give, directly or indirectly, to any current or former officer or employee of the 
procuring entity or other governmental authority a gratuity in any form, an offer of employment or any 
other thing of service or value, as an inducement with respect to an act or decision of, or procedure 
followed by, the procuring entity in connection with the procurement proceedings. Such rejection of the 
tender, proposal, offer or quotation and the reasons therefor shall be recorded in the record of the 
procurement proceedings and promptly communicated to the supplier or contractor.

 

Article 16. Rules concerning description of goods, construction or services

(1) Any specifications, plans, drawings and designs setting forth the technical or quality characteristics 
of the goods, construction or services to be procured, and requirements concerning testing and test 
methods, packaging, marking or labelling or conformity certification, and symbols and terminology, or 
description of services, that create obstacles to participation, including obstacles based on nationality, by 
suppliers or contractors in the procurement proceedings shall not be included or used in the 
prequalification documents, solicitation documents or other documents for solicitation of proposals, 
offers or quotations.

(2) To the extent possible, any specifications, plans, drawings, designs and requirements or descriptions 
of goods, construction or services shall be based on the relevant objective technical and quality 
characteristics of the goods, construction or services to be procured. There shall be no requirement of or 
reference to a particular trade mark, name, patent, design, type, specific origin or producer unless there 
is no other sufficiently precise or intelligible way of describing the characteristics of the goods, 
construction or services to be procured and provided that words such as "or equivalent" are included.

(3) (a) Standardized features, requirements, symbols and terminology relating to the technical and 



quality characteristics of the goods, construction or services to be procured shall be used, where 
available, in formulating any specifications, plans, drawings and designs to be included in the 
prequalification documents, solicitation documents or other documents for solicitation of proposals, 
offers or quotations;

(b) Due regard shall be had for the use of standardized trade terms, where available, in 
formulating the terms and conditions of the procurement contract to be entered into as a 
result of the procurement proceedings and in formulating other relevant aspects of the 
prequalification documents, solicitation documents or other documents for solicitation of 
proposals, offers or quotations.

 

Article 17. Language

The prequalification documents, solicitation documents and other documents for solicitation of 
proposals, offers or quotations shall be formulated in ... (the enacting State specifies its official language 
or languages) (and in a language customarily used in international trade except where:

(a) The procurement proceedings are limited solely to domestic suppliers or contractors 
pursuant to article 8 (1), or

(b) The procuring entity decides, in view of the low value of the goods, construction or 
services to be procured, that only domestic suppliers or contractors are likely to be 
interested).

 

CHAPTER II. METHODS OF PROCUREMENT AND THEIR CONDITIONS FOR USE

 

Article 18. Methods of procurement*

(1) Except as otherwise provided by this chapter, a procuring entity engaging in procurement of goods or 
construction shall do so by means of tendering proceedings.

(2) In the procurement of goods and construction, a procuring entity may use a method of procurement 
other than tendering proceedings only pursuant to article 19, 20, 21 or 22.

(3) In the procurement of services, a procuring entity shall use the method of procurement set forth in 



chapter IV, unless the procuring entity determines that:

(a) It is feasible to formulate detailed specifications and tendering proceedings would be 
more appropriate taking into account the nature of the services to be procured; or

(b) It would be more appropriate (, subject to approval by ... (the enacting State designates 
an organ to issue the approval),) to use a method of procurement referred to in articles 19 
to 22, provided that the conditions for the use of that method are satisfied.

(4) If the procuring entity uses a method of procurement pursuant to paragraph (2) or subparagraph (a) 
or (b) of paragraph (3), it shall include in the record required under article 11 a statement of the grounds 
and circumstances on which it relied to justify the use of that method.

________________________

* States may choose not to incorporate all these methods of procurement into their national legislation. 
On this question, see Guide to Enactment of the UNCITRAL Model Law on Procurement of Goods, 
Construction and Services (A/CN.9/403).

 

Article 19. Conditions for use of two-stage tendering, request for proposals or competitive 
negotiation

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in procurement by means of two-stage tendering in accordance with article 46, or 
request for proposals in accordance with article 48, or competitive negotiation in accordance with article 
49, in the following circumstances:

(a) It is not feasible for the procuring entity to formulate detailed specifications for the 
goods or construction or, in the case of services, to identify their characteristics and, in 
order to obtain the most satisfactory solution to its procurement needs,

(i) It seeks tenders, proposals or offers as to various possible means of 
meeting its needs; or,

(ii) Because of the technical character of the goods or construction, or 
because of the nature of the services, it is necessary for the procuring entity 
to negotiate with suppliers or contractors;

(b) When the procuring entity seeks to enter into a contract for the purpose of research, 
experiment, study or development, except where the contract includes the production of 



goods in quantities sufficient to establish their commercial viability or to recover research 
and development costs;

(c) When the procuring entity applies this Law, pursuant to article 1 (3), to procurement 
involving national defence or national security and determines that the selected method is 
the most appropriate method of procurement; or

(d) When tendering proceedings have been engaged in but no tenders were submitted or 
all tenders were rejected by the procuring entity pursuant to article 12, 15 or 34 (3), and 
when, in the judgement of the procuring entity, engaging in new tendering proceedings 
would be unlikely to result in a procurement contract.

(2) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) the 
procuring entity may engage in procurement by means of competitive negotiation also when:

(a) There is an urgent need for the goods, construction or services, and engaging in 
tendering proceedings would therefore be impractical, provided that the circumstances 
giving rise to the urgency were neither foreseeable by the procuring entity nor the result of 
dilatory conduct on its part; or,

(b) Owing to a catastrophic event, there is an urgent need for the goods, construction or 
services, making it impractical to use other methods of procurement because of the time 
involved in using those methods.

 

Article 20. Conditions for use of restricted tendering

(Subject to approval by ... (the enacting State designates an organ to issue the approval),) the procuring 
entity may, where necessary for reasons of economy and efficiency, engage in procurement by means of 
restricted tendering in accordance with article 47, when:

(a) The goods, construction or services, by reason of their highly complex or specialized 
nature, are available only from a limited number of suppliers or contractors; or

(b) The time and cost required to examine and evaluate a large number of tenders would 
be disproportionate to the value of the goods, construction or services to be procured.

 

Article 21. Conditions for use of request for quotations



(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in procurement by means of a request for quotations in accordance with article 50 for 
the procurement of readily available goods or services that are not specially produced or provided to the 
particular specifications of the procuring entity and for which there is an established market, so long as 
the estimated value of the procurement contract is less than the amount set forth in the procurement 
regulations.

(2) A procuring entity shall not divide its procurement into separate contracts for the purpose of 
invoking paragraph (1) of this article.

 

Article 22. Conditions for use of single-source procurement

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in single-source procurement in accordance with article 51 when:

(a) The goods, construction or services are available only from a particular supplier or 
contractor, or a particular supplier or contractor has exclusive rights in respect of the 
goods, construction or services, and no reasonable alternative or substitute exists;

(b) There is an urgent need for the goods, construction or services, and engaging in 
tendering proceedings or any other method of procurement would therefore be 
impractical, provided that the circumstances giving rise to the urgency were neither 
foreseeable by the procuring entity nor the result of dilatory conduct on its part;

(c) Owing to a catastrophic event, there is an urgent need for the goods, construction or 
services, making it impractical to use other methods of procurement because of the time 
involved in using those methods;

(d) The procuring entity, having procured goods, equipment, technology or services from 
a supplier or contractor, determines that additional supplies must be procured from that 
supplier or contractor for reasons of standardization or because of the need for 
compatibility with existing goods, equipment, technology or services, taking into account 
the effectiveness of the original procurement in meeting the needs of the procuring entity, 
the limited size of the proposed procurement in relation to the original procurement, the 
reasonableness of the price and the unsuitability of alternatives to the goods or services in 
question;

(e) The procuring entity seeks to enter into a contract with the supplier or contractor for 
the purpose of research, experiment, study or development, except where the contract 
includes the production of goods in quantities to establish their commercial viability or to 



recover research and development costs; or

(f) The procuring entity applies this Law, pursuant to article 1 (3), to procurement 
involving national defence or national security and determines that single-source 
procurement is the most appropriate method of procurement.

(2) Subject to approval by ... (the enacting State designates an organ to issue the approval), and 
following public notice and adequate opportunity to comment, a procuring entity may engage in single-
source procurement when procurement from a particular supplier or contractor is necessary in order to 
promote a policy specified in article 34 (4) (c) (iii) or 39 (1) (d), provided that procurement from no 
other supplier or contractor is capable of promoting that policy.

 

CHAPTER III. TENDERING PROCEEDINGS 

SECTION I. SOLICITATION OF TENDERS AND OF APPLICATION TO PREQUALIFY

Article 23. Domestic tendering

In procurement proceedings in which

(a) Participation is limited solely to domestic suppliers or contractors pursuant to article 8 
(1), or

(b) The procuring entity decides, in view of the low value of the goods, construction or 
services to be procured, that only domestic suppliers or contractors are likely to be 
interested in submitting tenders,

the procuring entity shall not be required to employ the procedures set out in articles 24 (2), 25 (1) (h), 
25 (1) (i), 25 (2) (c), 25 (2) (d), 27 (j), 27 (k), 27 (s) and 32 (1) (c) of this Law.

 

Article 24. Procedures for soliciting tenders or applications to prequalify

(1) A procuring entity shall solicit tenders or, where applicable, applications to prequalify by causing an 
invitation to tender or an invitation to prequalify, as the case may be, to be published in ... (the enacting 
State specifies the official gazette or other official publication in which the invitation to tender or to 
prequalify is to be published).



(2) The invitation to tender or invitation to prequalify shall also be published, in a language customarily 
used in international trade, in a newspaper of wide international circulation or in a relevant trade 
publication or technical or professional journal of wide international circulation.

 

Article 25. Contents of invitation to tender and invitation to prequalify

(1) The invitation to tender shall contain, at a minimum, the following information:

(a) The name and address of the procuring entity;

(b) The nature and quantity, and place of delivery of the goods to be supplied, the nature 
and location of the construction to be effected, or the nature of the services and the 
location where they are to be provided;

(c) The desired or required time for the supply of the goods or for the completion of the 
construction, or the timetable for the provision of the services;

(d) The criteria and procedures to be used for evaluating the qualifications of suppliers or 
contractors, in conformity with article 6 (1) (b);

(e) A declaration, which may not later be altered, that suppliers or contractors may 
participate in the procurement proceedings regardless of nationality, or a declaration that 
participation is limited on the basis of nationality pursuant to article 8 (1), as the case may 
be;

(f) The means of obtaining the solicitation documents and the place from which they may 
be obtained;

(g) The price, if any, charged by the procuring entity for the solicitation documents;

(h) The currency and means of payment for the solicitation documents;

(i) The language or languages in which the solicitation documents are available;

(j) The place and deadline for the submission of tenders.

(2) An invitation to prequalify shall contain, at a minimum, the information referred to in paragraph (1) 
(a) to (e), (g), (h) and, if it is already known, (j), as well as the following information:



(a) The means of obtaining the prequalification documents and the place from which they 
may be obtained;

(b) The price, if any, charged by the procuring entity for the prequalification documents;

(c) The currency and terms of payment for the prequalification documents;

(d) The language or languages in which the prequalification documents are available;

(e) The place and deadline for the submission of applications to prequalify.

 

Article 26. Provision of solicitation documents

The procuring entity shall provide the solicitation documents to suppliers or contractors in accordance 
with the procedures and requirements specified in the invitation to tender. If prequalification 
proceedings have been engaged in, the procuring entity shall provide a set of solicitation documents to 
each supplier or contractor that has been prequalified and that pays the price, if any, charged for those 
documents. The price that the procuring entity may charge for the solicitation documents shall reflect 
only the cost of printing them and providing them to suppliers or contractors.

Article 27. Contents of solicitation documents

The solicitation documents shall include, at a minimum, the following information:

(a) Instructions for preparing tenders;

(b) The criteria and procedures, in conformity with the provisions of article 6, relative to 
the evaluation of the qualifications of suppliers or contractors and relative to the further 
demonstration of qualifications pursuant to article 34 (6);

(c) The requirements as to documentary evidence or other information that must be 
submitted by suppliers or contractors to demonstrate their qualifications;

(d) The nature and required technical and quality characteristics, in conformity with article 
16, of the goods, construction or services to be procured, including, but not limited to, 
technical specifications, plans, drawings and designs as appropriate; the quantity of the 
goods; any incidental services to be performed; the location where the construction is to 
be effected or the services are to be provided; and the desired or required time, if any, 
when the goods are to be delivered, the construction is to be effected or the services are to 



be provided;

(e) The criteria to be used by the procuring entity in determining the successful tender, 
including any margin of preference and any criteria other than price to be used pursuant to 
article 34 (4) (b), (c) or (d) and the relative weight of such criteria;

(f) The terms and conditions of the procurement contract, to the extent they are already 
known to the procuring entity, and the contract form, if any, to be signed by the parties;

(g) If alternatives to the characteristics of the goods, construction, services, contractual 
terms and conditions or other requirements set forth in the solicitation documents are 
permitted, a statement to that effect, and a description of the manner in which alternative 
tenders are to be evaluated and compared;

(h) If suppliers or contractors are permitted to submit tenders for only a portion of the 
goods, construction or services to be procured, a description of the portion or portions for 
which tenders may be submitted;

(i) The manner in which the tender price is to be formulated and expressed, including a 
statement as to whether the price is to cover elements other than the cost of the goods, 
construction or services themselves, such as any applicable transportation and insurance 
charges, customs duties and taxes;

(j) The currency or currencies in which the tender price is to be formulated and expressed;

(k) The language or languages, in conformity with article 29, in which tenders are to be 
prepared;

(l) Any requirements of the procuring entity with respect to the issuer and the nature, 
form, amount and other principal terms and conditions of any tender security to be 
provided by suppliers or contractors submitting tenders, and any such requirements for 
any security for the performance of the procurement contract to be provided by the 
supplier or contractor that enters into the procurement contract, including securities such 
as labour and materials bonds;

(m) If a supplier or contractor may not modify or withdraw its tender prior to the deadline 
for the submission of tenders without forfeiting its tender security, a statement to that 
effect;

(n) The manner, place and deadline for the submission of tenders, in conformity with 
article 30;



(o) The means by which, pursuant to article 28, suppliers or contractors may seek 
clarifications of the solicitation documents, and a statement as to whether the procuring 
entity intends, at this stage, to convene a meeting of suppliers or contractors;

(p) The period of time during which tenders shall be in effect, in conformity with article 
31;

(q) The place, date and time for the opening of tenders, in conformity with article 33;

(r) The procedures to be followed for opening and examining tenders;

(s) The currency that will be used for the purpose of evaluating and comparing tenders 
pursuant to article 34 (5) and either the exchange rate that will be used for the conversion 
of tenders into that currency or a statement that the rate published by a specified financial 
institution prevailing on a specified date will be used;

(t) References to this Law, the procurement regulations and other laws and regulations 
directly pertinent to the procurement proceedings, provided, however, that the omission of 
any such reference shall not constitute grounds for review under article 52 or give rise to 
liability on the part of the procuring entity;

(u) The name, functional title and address of one or more officers or employees of the 
procuring entity who are authorized to communicate directly with and to receive 
communications directly from suppliers or contractors in connection with the procurement 
proceedings, without the intervention of an intermediary;

(v) Any commitments to be made by the supplier or contractor outside of the procurement 
contract, such as commitments relating to countertrade or to the transfer of technology;

(w) Notice of the right provided under article 52 of this Law to seek review of an unlawful 
act or decision of, or procedure followed by, the procuring entity in relation to the 
procurement proceedings;

(x) If the procuring entity reserves the right to reject all tenders pursuant to article 12, a 
statement to that effect;

(y) Any formalities that will be required once a tender has been accepted for a 
procurement contract to enter into force, including, where applicable, the execution of a 
written procurement contract pursuant to article 36, and approval by a higher authority or 
the Government and the estimated period of time following the dispatch of the notice of 
acceptance that will be required to obtain the approval;



(z) Any other requirements established by the procuring entity in conformity with this 
Law and the procurement regulations relating to the preparation and submission of tenders 
and to other aspects of the procurement proceedings.

 

Article 28. Clarifications and modifications of solicitation documents

(1) A supplier or contractor may request a clarification of the solicitation documents from the procuring 
entity. The procuring entity shall respond to any request by a supplier or contractor for clarification of 
the solicitation documents that is received by the procuring entity within a reasonable time prior to the 
deadline for the submission of tenders. The procuring entity shall respond within a reasonable time so as 
to enable the supplier or contractor to make a timely submission of its tender and shall, without 
identifying the source of the request, communicate the clarification to all suppliers or contractors to 
which the procuring entity has provided the solicitation documents.

(2) At any time prior to the deadline for submission of tenders, the procuring entity may, for any reason, 
whether on its own initiative or as a result of a request for clarification by a supplier or contractor, 
modify the solicitation documents by issuing an addendum. The addendum shall be communicated 
promptly to all suppliers or contractors to which the procuring entity has provided the solicitation 
documents and shall be binding on those suppliers or contractors.

(3) If the procuring entity convenes a meeting of suppliers or contractors, it shall prepare minutes of the 
meeting containing the requests submitted at the meeting for clarification of the solicitation documents, 
and its responses to those requests, without identifying the sources of the requests. The minutes shall be 
provided promptly to all suppliers or contractors to which the procuring entity provided the solicitation 
documents, so as to enable those suppliers or contractors to take the minutes into account in preparing 
their tenders.

 

SECTION II. SUBMISSION OF TENDERS

Article 29. Language of tenders

Tenders may be formulated and submitted in any language in which the solicitation documents have 
been issued or in any other language that the procuring entity specifies in the solicitation documents.

 

Article 30. Submission of tenders



(1) The procuring entity shall fix the place for, and a specific date and time as the deadline for, the 
submission of tenders.

(2) If, pursuant to article 28, the procuring entity issues a clarification or modification of the solicitation 
documents, or if a meeting of suppliers or contractors is held, it shall, prior to the deadline for the 
submission of tenders, extend the deadline if necessary to afford suppliers or contractors reasonable time 
to take the clarification or modification, or the minutes of the meeting, into account in their tenders.

(3) The procuring entity may, in its absolute discretion, prior to the deadline for the submission of 
tenders, extend the deadline if it is not possible for one or more suppliers or contractors to submit their 
tenders by the deadline owing to any circumstance beyond their control.

(4) Notice of any extension of the deadline shall be given promptly to each supplier or contractor to 
which the procuring entity provided the solicitation documents.

(5) (a) Subject to subparagraph (b), a tender shall be submitted in writing, signed and in a 
sealed envelope;

(b) Without prejudice to the right of a supplier or contractor to submit a tender in the form 
referred to in subparagraph (a), a tender may alternatively be submitted in any other form 
specified in the solicitation documents that provides a record of the content of the tender 
and at least a similar degree of authenticity, security and confidentiality;

(c) The procuring entity shall, on request, provide to the supplier or contractor a receipt 
showing the date and time when its tender was received.

(6) A tender received by the procuring entity after the deadline for the submission of tenders shall not be 
opened and shall be returned to the supplier or contractor that submitted it.

 

Article 31. Period of effectiveness of tenders; modification and withdrawal of tenders

(1) Tenders shall be in effect during the period of time specified in the solicitation documents.

(2) (a) Prior to the expiry of the period of effectiveness of tenders, the procuring entity may request 
suppliers or contractors to extend the period for an additional specified period of time. A supplier or 
contractor may refuse the request without forfeiting its tender security, and the effectiveness of its tender 
will terminate upon the expiry of the unextended period of effectiveness;

(b) Suppliers or contractors that agree to an extension of the period of effectiveness of 



their tenders shall extend or procure an extension of the period of effectiveness of tender 
securities provided by them or provide new tender securities to cover the extended period 
of effectiveness of their tenders. A supplier or contractor whose tender security is not 
extended, or that has not provided a new tender security, is considered to have refused the 
request to extend the period of effectiveness of its tender.

(3) Unless otherwise stipulated in the solicitation documents, a supplier or contractor may modify or 
withdraw its tender prior to the deadline for the submission of tenders without forfeiting its tender 
security. The modification or notice of withdrawal is effective if it is received by the procuring entity 
prior to the deadline for the submission of tenders.

 

Article 32. Tender securities

(1) When the procuring entity requires suppliers or contractors submitting tenders to provide a tender 
security:

(a) The requirement shall apply to all such suppliers or contractors;

(b) The solicitation documents may stipulate that the issuer of the tender security and the 
confirmer, if any, of the tender security, as well as the form and terms of the tender 
security, must be acceptable to the procuring entity;

(c) Notwithstanding the provisions of subparagraph (b) of this paragraph, a tender security 
shall not be rejected by the procuring entity on the grounds that the tender security was 
not issued by an issuer in this State if the tender security and the issuer otherwise conform 
to requirements set forth in the solicitation documents (, unless the acceptance by the 
procuring entity of such a tender security would be in violation of a law of this State);

(d) Prior to submitting a tender, a supplier or contractor may request the procuring entity 
to confirm the acceptability of a proposed issuer of a tender security, or of a proposed 
confirmer, if required; the procuring entity shall respond promptly to such a request;

(e) Confirmation of the acceptability of a proposed issuer or of any proposed confirmer 
does not preclude the procuring entity from rejecting the tender security on the ground 
that the issuer or the confirmer, as the case may be, has become insolvent or otherwise 
lacks creditworthiness;

(f) The procuring entity shall specify in the solicitation documents any requirements with 
respect to the issuer and the nature, form, amount and other principal terms and conditions 
of the required tender security; any requirement that refers directly or indirectly to conduct 



by the supplier or contractor submitting the tender shall not relate to conduct other than:

(i) Withdrawal or modification of the tender after the deadline for 
submission of tenders, or before the deadline if so stipulated in the 
solicitation documents;

(ii) Failure to sign the procurement contract if required by the procuring 
entity to do so;

(iii) Failure to provide a required security for the performance of the 
contract after the tender has been accepted or to comply with any other 
condition precedent to signing the procurement contract specified in the 
solicitation documents.

(2) The procuring entity shall make no claim to the amount of the tender security, and shall promptly 
return, or procure the return of, the tender security document, after whichever of the following that 
occurs earliest:

(a) The expiry of the tender security;

(b) The entry into force of a procurement contract and the provision of a security for the 
performance of the contract, if such a security is required by the solicitation documents;

(c) The termination of the tendering proceedings without the entry into force of a 
procurement contract;

(d) The withdrawal of the tender prior to the deadline for the submission of tenders, unless 
the solicitation documents stipulate that no such withdrawal is permitted.

 

SECTION III. EVALUATION AND COMPARISON OF TENDERS

Article 33. Opening of tenders

(1) Tenders shall be opened at the time specified in the solicitation documents as the deadline for the 
submission of tenders, or at the deadline specified in any extension of the deadline, at the place and in 
accordance with the procedures specified in the solicitation documents.

(2) All suppliers or contractors that have submitted tenders, or their representatives, shall be permitted 
by the procuring entity to be present at the opening of tenders.



(3) The name and address of each supplier or contractor whose tender is opened and the tender price 
shall be announced to those persons present at the opening of tenders, communicated on request to 
suppliers or contractors that have submitted tenders but that are not present or represented at the opening 
of tenders, and recorded immediately in the record of the tendering proceedings required by article 11.

Article 34. Examination, evaluation and comparison of tenders

(1) (a) The procuring entity may ask suppliers or contractors for clarifications of their tenders in order to 
assist in the examination, evaluation and comparison of tenders. No change in a matter of substance in 
the tender, including changes in price and changes aimed at making an unresponsive tender responsive, 
shall be sought, offered or permitted;

(b) Notwithstanding subparagraph (a) of this paragraph, the procuring entity shall correct 
purely arithmetical errors that are discovered during the examination of tenders. The 
procuring entity shall give prompt notice of any such correction to the supplier or 
contractor that submitted the tender.

(2) (a) Subject to subparagraph (b) of this paragraph, the procuring entity may regard a tender as 
responsive only if it conforms to all requirements set forth in the tender solicitation documents;

(b) The procuring entity may regard a tender as responsive even if it contains minor 
deviations that do not materially alter or depart from the characteristics, terms, conditions 
and other requirements set forth in the solicitation documents or if it contains errors or 
oversights that are capable of being corrected without touching on the substance of the 
tender. Any such deviations shall be quantified, to the extent possible, and appropriately 
taken account of in the evaluation and comparison of tenders.

(3) The procuring entity shall not accept a tender:

(a) If the supplier or contractor that submitted the tender is not qualified;

(b) If the supplier or contractor that submitted the tender does not accept a correction of an 
arithmetical error made pursuant to paragraph (1) (b) of this article;

(c) If the tender is not responsive;

(d) In the circumstances referred to in article 15.

(4) (a) The procuring entity shall evaluate and compare the tenders that have been accepted in order to 
ascertain the successful tender, as defined in subparagraph (b) of this paragraph, in accordance with the 
procedures and criteria set forth in the solicitation documents. No criterion shall be used that has not 



been set forth in the solicitation documents;

(b) The successful tender shall be:

(i) The tender with the lowest tender price, subject to any margin of 
preference applied pursuant to subparagraph (d) of this paragraph; or

(ii) If the procuring entity has so stipulated in the solicitation documents, 
the lowest evaluated tender ascertained on the basis of criteria specified in 
the solicitation documents, which criteria shall, to the extent practicable, be 
objective and quantifiable, and shall be given a relative weight in the 
evaluation procedure or be expressed in monetary terms wherever 
practicable;

(c) In determining the lowest evaluated tender in accordance with subparagraph (b) (ii) of 
this paragraph, the procuring entity may consider only the following:

(i) The tender price, subject to any margin of preference applied pursuant to 
subparagraph (d) of this paragraph;

(ii) The cost of operating, maintaining and repairing the goods or 
construction, the time for delivery of the goods, completion of construction 
or provision of the services, the functional characteristics of the goods or 
construction, the terms of payment and of guarantees in respect of the 
goods, construction or services;

(iii) The effect that acceptance of a tender would have on the balance of 
payments position and foreign exchange reserves of [this State], the 
countertrade arrangements offered by suppliers or contractors, the extent of 
local content, including manufacture, labour and materials, in goods, 
construction or services being offered by suppliers or contractors, the 
economic-development potential offered by tenders, including domestic 
investment or other business activity, the encouragement of employment, 
the reservation of certain production for domestic suppliers, the transfer of 
technology and the development of managerial, scientific and operational 
skills [... (the enacting State may expand subparagraph (iii) by including 
additional criteria)]; and

(iv) National defence and security considerations;

(d) If authorized by the procurement regulations, (and subject to approval by ... (the 
enacting State designates an organ to issue the approval),) in evaluating and comparing 



tenders a procuring entity may grant a margin of preference for the benefit of tenders for 
construction by domestic contractors or for the benefit of tenders for domestically 
produced goods or for the benefit of domestic suppliers of services. The margin of 
preference shall be calculated in accordance with the procurement regulations and 
reflected in the record of the procurement proceedings.

(5) When tender prices are expressed in two or more currencies, the tender prices of all tenders shall be 
converted to the same currency, and according to the rate specified in the solicitation documents 
pursuant to article 27 (s), for the purpose of evaluating and comparing tenders.

(6) Whether or not it has engaged in prequalification proceedings pursuant to article 7, the procuring 
entity may require the supplier or contractor submitting the tender that has been found to be the 
successful tender pursuant to paragraph (4) (b) of this article to demonstrate again its qualifications in 
accordance with criteria and procedures conforming to the provisions of article 6. The criteria and 
procedures to be used for such further demonstration shall be set forth in the solicitation documents. 
Where prequalification proceedings have been engaged in, the criteria shall be the same as those used in 
the prequalification proceedings.

(7) If the supplier or contractor submitting the successful tender is requested to demonstrate again its 
qualifications in accordance with paragraph (6) of this article but fails to do so, the procuring entity shall 
reject that tender and shall select a successful tender, in accordance with paragraph (4) of this article, 
from among the remaining tenders, subject to the right of the procuring entity, in accordance with article 
12 (1), to reject all remaining tenders.

(8) Information relating to the examination, clarification, evaluation and comparison of tenders shall not 
be disclosed to suppliers or contractors or to any other person not involved officially in the examination, 
evaluation or comparison of tenders or in the decision on which tender should be accepted, except as 
provided in article 11.

 

Article 35. Prohibition of negotiations with suppliers or contractors

No negotiations shall take place between the procuring entity and a supplier or contractor with respect to 
a tender submitted by the supplier or contractor.

 

Article 36. Acceptance of tender and entry into force of procurement contract

(1) Subject to articles 12 and 34 (7), the tender that has been ascertained to be the successful tender 
pursuant to article 34 (4) (b) shall be accepted. Notice of acceptance of the tender shall be given 



promptly to the supplier or contractor submitting the tender.

(2) (a) Notwithstanding the provisions of paragraph (4) of this article, the solicitation documents may 
require the supplier or contractor whose tender has been accepted to sign a written procurement contract 
conforming to the tender. In such cases, the procuring entity (the requesting ministry) and the supplier or 
contractor shall sign the procurement contract within a reasonable period of time after the notice referred 
to in paragraph (1) of this article is dispatched to the supplier or contractor;

(b) Subject to paragraph (3) of this article, where a written procurement contract is required to be signed 
pursuant to subparagraph (a) of this paragraph, the procurement contract enters into force when the 
contract is signed by the supplier or contractor and by the procuring entity. Between the time when the 
notice referred to in paragraph (1) of this article is dispatched to the supplier or contractor and the entry 
into force of the procurement contract, neither the procuring entity nor the supplier or contractor shall 
take any action that interferes with the entry into force of the procurement contract or with its 
performance.

(3) Where the solicitation documents stipulate that the procurement contract is subject to approval by a 
higher authority, the procurement contract shall not enter into force before the approval is given. The 
solicitation documents shall specify the estimated period of time following dispatch of the notice of 
acceptance of the tender that will be required to obtain the approval. A failure to obtain the approval 
within the time specified in the solicitation documents shall not extend the period of effectiveness of 
tenders specified in the solicitation documents pursuant to article 31 (1) or the period of effectiveness of 
tender securities that may be required pursuant to article 32 (1).

(4) Except as provided in paragraphs (2) (b) and (3) of this article, a procurement contract in accordance 
with the terms and conditions of the accepted tender enters into force when the notice referred to in 
paragraph (1) of this article is dispatched to the supplier or contractor that submitted the tender, provided 
that it is dispatched while the tender is in force. The notice is dispatched when it is properly addressed or 
otherwise directed and transmitted to the supplier or contractor, or conveyed to an appropriate authority 
for transmission to the supplier or contractor, by a mode authorized by article 9.

(5) If the supplier or contractor whose tender has been accepted fails to sign a written procurement 
contract, if required to do so, or fails to provide any required security for the performance of the 
contract, the procuring entity shall select a successful tender in accordance with article 34 (4) from 
among the remaining tenders that are in force, subject to the right of the procuring entity, in accordance 
with article 12 (1), to reject all remaining tenders. The notice provided for in paragraph (1) of this article 
shall be given to the supplier or contractor that submitted that tender.

(6) Upon the entry into force of the procurement contract and, if required, the provision by the supplier 
or contractor of a security for the performance of the contract, notice of the procurement contract shall 
be given to other suppliers or contractors, specifying the name and address of the supplier or contractor 
that has entered into the contract and the contract price.



 

CHAPTER IV.  PRINCIPAL METHOD FOR PROCUREMENT OF SERVICES

Article 37. Notice of solicitation of proposals

(1) A procuring entity shall solicit proposals for services or, where applicable, applications to prequalify 
by causing a notice seeking expression of interest in submitting a proposal or in prequalifying, as the 
case may be, to be published in ... (the enacting State specifies the official gazette or other official 
publication in which the notice is to be published). The notice shall contain, at a minimum, the name and 
address of the procuring entity, a brief description of the services to be procured, the means of obtaining 
the request for proposals or prequalification documents and the price, if any, charged for the request for 
proposals or for the prequalification documents.

(2) The notice shall also be published, in a language customarily used in international trade, in a 
newspaper of wide international circulation or in a relevant trade or professional publication of wide 
international circulation except where participation is limited solely to domestic suppliers or contractors 
pursuant to article 8 (1) or where, in view of the low value of the services to be procured, the procuring 
entity decides that only domestic suppliers or contractors are likely to be interested in submitting 
proposals.

(3) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) where 
direct solicitation is necessary for reasons of economy and efficiency, the procuring entity need not 
apply the provisions of paragraphs (1) and (2) of this article in a case where:

(a) The services to be procured are available only from a limited number of suppliers or 
contractors, provided that it solicits proposals from all those suppliers or contractors; or

(b) The time and cost required to examine and evaluate a large number of proposals would 
be disproportionate to the value of the services to be procured, provided that it solicits 
proposals from a sufficient number of suppliers or contractors to ensure effective 
competition; or

(c) Direct solicitation is the only means of ensuring confidentiality or is required by 
reason of the national interest, provided that it solicits proposals from a sufficient number 
of suppliers or contractors to ensure effective competition.

(4) The procuring entity shall provide the request for proposals, or the prequalification documents, to 
suppliers or contractors in accordance with the procedures and requirements specified in the notice or, in 
cases in which paragraph (3) applies, directly to participating suppliers or contractors. The price that the 
procuring entity may charge for the request for proposals or the prequalification documents shall reflect 



only the cost of printing and providing them to suppliers or contractors. If prequalification proceedings 
have been engaged in, the procuring entity shall provide the request for proposals to each supplier or 
contractor that has been prequalified and that pays the price charged, if any.

 

Article 38. Contents of requests for proposals for services

The request for proposals shall include, at a minimum, the following information:

(a) The name and address of the procuring entity;

(b) The language or languages in which proposals are to be prepared; 

(c) The manner, place and deadline for the submission of proposals; 

(d) If the procuring entity reserves the right to reject all proposals, a statement to that 
effect;

(e) The criteria and procedures, in conformity with the provisions of article 6, relative to 
the evaluation of the qualifications of suppliers or contractors and relative to the further 
demonstration of qualifications pursuant to article 7 (8);

(f) The requirements as to documentary evidence or other information that must be 
submitted by suppliers or contractors to demonstrate their qualifications;

(g) The nature and required characteristics of the services to be procured to the extent 
known, including, but not limited to, the location where the services are to be provided 
and the desired or required time, if any, when the services are to be provided;

(h) Whether the procuring entity is seeking proposals as to various possible ways of 
meeting its needs;

(i) If suppliers or contractors are permitted to submit proposals for only a portion of the 
services to be procured, a description of the portion or portions for which proposals may 
be submitted;

(j) The currency or currencies in which the proposal price is to be formulated or 
expressed, unless the price is not a relevant criterion;

(k) The manner in which the proposal price is to be formulated or expressed, including a 



statement as to whether the price is to cover elements other than the cost of the services, 
such as reimbursement for transportation, lodging, insurance, use of equipment, duties or 
taxes, unless the price is not a relevant criterion;

(l) The procedure selected pursuant to article 41 (1) for ascertaining the successful 
proposal;

(m) The criteria to be used in determining the successful proposal, including any margin 
of preference to be used pursuant to article 39 (2), and the relative weight of such criteria;

(n) The currency that will be used for the purpose of evaluating and comparing proposals, 
and either the exchange rate that will be used for the conversion of proposal prices into 
that currency or a statement that the rate published by a specified financial institution 
prevailing on a specified date will be used;

(o) If alternatives to the characteristics of the services, contractual terms and conditions or 
other requirements set forth in the request for proposals are permitted, a statement to that 
effect and a description of the manner in which alternative proposals are to be evaluated 
and compared;

(p) The name, functional title and address of one or more officers or employees of the 
procuring entity who are authorized to communicate directly with and to receive 
communications directly from suppliers or contractors in connection with the procurement 
proceedings, without the intervention of an intermediary;

(q) The means by which, pursuant to article 40, suppliers or contractors may seek 
clarifications of the request for proposals, and a statement as to whether the procuring 
entity intends, at this stage, to convene a meeting of suppliers or contractors;

(r) The terms and conditions of the procurement contract, to the extent that they are 
already known to the procuring entity, and the contract form, if any, to be signed by the 
parties;

(s) References to this Law, the procurement regulations and other laws and regulations 
directly pertinent to the procurement proceedings, provided, however, that the omission of 
any such reference shall not constitute grounds for review under article 52 or give rise to 
liability on the part of the procuring entity;

(t) Notice of the right provided under article 52 to seek review of an unlawful act or 
decision of, or procedure followed by, the procuring entity in relation to the procurement 
proceedings;



(u) Any formalities that will be required once the proposal has been accepted for a 
procurement contract to enter into force, including, where applicable, the execution of a 
written procurement contract, and approval by a higher authority or the Government and 
the estimated period of time following dispatch of the notice of acceptance that will be 
required to obtain the approval;

(v) Any other requirements established by the procuring entity in conformity with this 
Law and the procurement regulations relating to the preparation and submission of 
proposals and to other aspects of the procurement proceedings.

 

Article 39. Criteria for the evaluation of proposals

(1) The procuring entity shall establish criteria for evaluating the proposals and determine the relative 
weight to be accorded to each such criterion and the manner in which they are to be applied in the 
evaluation of proposals. Those criteria shall be notified to suppliers or contractors in the request for 
proposals and may concern only the following:

(a) The qualifications, experience, reputation, reliability and professional and managerial 
competence of the supplier or contractor and of the personnel to be involved in providing 
the services;

(b) The effectiveness of the proposal submitted by the supplier or contractor in meeting 
the needs of the procuring entity;

(c) The proposal price, subject to any margin of preference applied pursuant to paragraph 
(2), including any ancillary or related costs;

(d) The effect that the acceptance of a proposal will have on the balance of payments 
position and foreign exchange reserves of [this State], the extent of participation by local 
suppliers and contractors, the economic development potential offered by the proposal, 
including domestic investment or other business activity, the encouragement of 
employment, the transfer of technology, the development of managerial, scientific and 
operational skills and the countertrade arrangements offered by suppliers or contractors (... 
(the enacting State may expand subparagraph (d) by including additional criteria));

(e) National defence and security considerations.

(2) If authorized by the procurement regulations (and subject to approval by ... (each State designates an 
organ to issue the approval),) in evaluating and comparing the proposals, a procuring entity may grant a 
margin of preference for the benefit of domestic suppliers of services, which shall be calculated in 



accordance with the procurement regulations and reflected in the record of the procurement proceedings.

 

Article 40. Clarification and modification of requests for proposals

(1) A supplier or contractor may request a clarification of the request for proposals from the procuring 
entity. The procuring entity shall respond to any request by a supplier or contractor for clarification of 
the request for proposals that is received by the procuring entity within a reasonable time prior to the 
deadline for the submission of proposals. The procuring entity shall respond within a reasonable time so 
as to enable the supplier or contractor to make a timely submission of its proposal and shall, without 
identifying the source of the request, communicate the clarification to all suppliers or contractors to 
which the procuring entity has provided the request for proposals.

(2) At any time prior to the deadline for submission of proposals, the procuring entity may, for any 
reason, whether on its own initiative or as a result of a request for clarification by a supplier or 
contractor, modify the request for proposals by issuing an addendum. The addendum shall be 
communicated promptly to all suppliers or contractors to which the procuring entity has provided the 
request for proposals and shall be binding on those suppliers or contractors.

(3) If the procuring entity convenes a meeting of suppliers or contractors, it shall prepare minutes of the 
meeting containing the requests submitted at the meeting for clarification of the request for proposals, 
and its responses to those requests, without identifying the sources of the requests. The minutes shall be 
provided promptly to all suppliers or contractors participating in the procurement proceedings, so as to 
enable those suppliers or contractors to take the minutes into account in preparing their proposals.

 

Article 41. Choice of selection procedure

(1) The procuring entity, in ascertaining the successful proposal, shall use the procedure provided for in 
article 42 (2) (a), 42 (2) (b), 43 or 44 that has been notified to suppliers or contractors in the request for 
proposals.

(2) The procuring entity shall include in the record required under article 11 a statement of the grounds 
and circumstances on which it relied to justify the use of a selection procedure pursuant to paragraph (1) 
of this article.

(3) Nothing in this chapter shall prevent the procuring entity from resorting to an impartial panel of 
external experts in the selection procedure.

 



Article 42. Selection procedure without negotiation

(1) Where the procuring entity, in accordance with article 41 (1), uses the procedure provided for in this 
article, it shall establish a threshold with respect to quality and technical aspects of the proposals in 
accordance with the criteria other than price as set out in the request for proposals and rate each proposal 
in accordance with such criteria and the relative weight and manner of application of those criteria as set 
forth in the request for proposals. The procuring entity shall then compare the prices of the proposals 
that have attained a rating at or above the threshold.

(2) The successful proposal shall then be:

(a) The proposal with the lowest price; or

(b) The proposal with the best combined evaluation in terms of the criteria other than price 
referred to in paragraph (1) of this article and the price.

 

Article 43. Selection procedure with simultaneous negotiations

(1) Where the procuring entity, in accordance with article 41 (1), uses the procedure provided for in this 
article, it shall engage in negotiations with suppliers or contractors that have submitted acceptable 
proposals and may seek or permit revisions of such proposals, provided that the opportunity to 
participate in negotiations is extended to all such suppliers or contractors.

(2) Following completion of negotiations, the procuring entity shall request all suppliers or contractors 
remaining in the proceedings to submit, by a specified date, a best and final offer with respect to all 
aspects of their proposals.

(3) In the evaluation of proposals, the price of a proposal shall be considered separately and only after 
completion of the technical evaluation.

(4) Any award by the procuring entity shall be made to the supplier or contractor whose proposal best 
meets the needs of the procuring entity as determined in accordance with the criteria for evaluating the 
proposals as well as with the relative weight and manner of application of those criteria as set forth in 
the request for proposals.

 

Article 44. Selection procedure with consecutive negotiations



Where the procuring entity, in accordance with article 41 (1), uses the procedure provided for in this 
article, it shall engage in negotiations with suppliers and contractors in accordance with the following 
procedure:

(a) Establish a threshold in accordance with article 42 (1);

(b) Invite for negotiations on the price of its proposal the supplier or contractor that has 
attained the best rating in accordance with article 42 (1);

(c) Inform the suppliers or contractors that attained ratings above the threshold that they 
may be considered for negotiation if the negotiations with the suppliers or contractors with 
better ratings do not result in a procurement contract;

(d) Inform the other suppliers or contractors that they did not attain the required threshold;

(e) If it becomes apparent to the procuring entity that the negotiations with the supplier or 
contractor invited pursuant to subparagraph (b) of this article will not result in a 
procurement contract, inform that supplier or contractor that it is terminating the 
negotiations;

(f) The procuring entity shall then invite for negotiations the supplier or contractor that 
attained the second best rating; if the negotiations with that supplier or contractor do not 
result in a procurement contract, the procuring entity shall invite the other suppliers or 
contractors for negotiations on the basis of their ranking until it arrives at a procurement 
contract or rejects all remaining proposals.

 

Article 45. Confidentiality

The procuring entity shall treat proposals in such a manner as to avoid the disclosure of their contents to 
competing suppliers or contractors. Any negotiations pursuant to article 43 or 44 shall be confidential 
and, subject to article 11, one party to the negotiations shall not reveal to any other person any technical, 
price or other information relating to the negotiations without the consent of the other party.

 

CHAPTER V. PROCEDURES FOR ALTERNATIVE METHODS OF PROCUREMENT

 



Article 46. Two-stage tendering

(1) The provisions of chapter III of this Law shall apply to two-stage tendering proceedings except to the 
extent those provisions are derogated from in this article.

(2) The solicitation documents shall call upon suppliers or contractors to submit, in the first stage of the 
two-stage tendering proceedings, initial tenders containing their proposals without a tender price. The 
solicitation documents may solicit proposals relating to the technical, quality or other characteristics of 
the goods, construction or services as well as to contractual terms and conditions of supply, and, where 
relevant, the professional and technical competence and qualifications of the suppliers or contractors.

(3) The procuring entity may, in the first stage, engage in negotiations with any supplier or contractor 
whose tender has not been rejected pursuant to articles 12, 15 or 34 (3) concerning any aspect of its 
tender.

(4) In the second stage of the two-stage tendering proceedings, the procuring entity shall invite suppliers 
or contractors whose tenders have not been rejected to submit final tenders with prices with respect to a 
single set of specifications. In formulating those specifications, the procuring entity may delete or 
modify any aspect, originally set forth in the solicitation documents, of the technical or quality 
characteristics of the goods, construction or services to be procured, and any criterion originally set forth 
in those documents for evaluating and comparing tenders and for ascertaining the successful tender, and 
may add new characteristics or criteria that conform with this Law. Any such deletion, modification or 
addition shall be communicated to suppliers or contractors in the invitation to submit final tenders. A 
supplier or contractor not wishing to submit a final tender may withdraw from the tendering proceedings 
without forfeiting any tender security that the supplier or contractor may have been required to provide. 
The final tenders shall be evaluated and compared in order to ascertain the successful tender as defined 
in article 34 (4) (b).

 

Article 47. Restricted tendering

(1) (a) When the procuring entity engages in restricted tendering on the grounds referred to in article 20 
(a), it shall solicit tenders from all suppliers and contractors from whom the goods, construction or 
services to be procured are available;

(b) When the procuring entity engages in restricted tendering on the grounds referred to in 
article 20 (b), it shall select suppliers or contractors from whom to solicit tenders in a non-
discriminatory manner and it shall select a sufficient number of suppliers or contractors to 
ensure effective competition.

(2) When the procuring entity engages in restricted tendering, it shall cause a notice of the restricted-



tendering proceeding to be published in ... (each enacting State specifies the official gazette or other 
official publication in which the notice is to be published).

(3) The provisions of chapter III of this Law, except article 24, shall apply to restricted-tendering 
proceedings, except to the extent that those provisions are derogated from in this article.

 

Article 48. Request for proposals

(1) Requests for proposals shall be addressed to as many suppliers or contractors as practicable, but to at 
least three, if possible.

(2) The procuring entity shall publish in a newspaper of wide international circulation or in a relevant 
trade publication or technical or professional journal of wide international circulation a notice seeking 
expressions of interest in submitting a proposal, unless for reasons of economy or efficiency the 
procuring entity considers it undesirable to publish such a notice; the notice shall not confer any rights 
on suppliers or contractors, including any right to have a proposal evaluated.

(3) The procuring entity shall establish the criteria for evaluating the proposals and determine the 
relative weight to be accorded to each such criterion and the manner in which they are to be applied in 
the evaluation of the proposals. The criteria shall concern:

(a) The relative managerial and technical competence of the supplier or contractor;

(b) The effectiveness of the proposal submitted by the supplier or contractor in meeting 
the needs of the procuring entity; and

(c) The price submitted by the supplier or contractor for carrying out its proposal and the 
cost of operating, maintaining and repairing the proposed goods or construction.

(4) A request for proposals issued by a procuring entity shall include at least the following information:

(a) The name and address of the procuring entity;

(b) A description of the procurement need including the technical and other parameters to 
which the proposal must conform, as well as, in the case of procurement of construction, 
the location of any construction to be effected and, in the case of services, the location 
where they are to be provided;

(c) The criteria for evaluating the proposal, expressed in monetary terms to the extent 



practicable, the relative weight to be given to each such criterion and the manner in which 
they will be applied in the evaluation of the proposal; and

(d) The desired format and any instructions, including any relevant timetables applicable 
in respect of the proposal.

(5) Any modification or clarification of the request for proposals, including modification of the criteria 
for evaluating proposals referred to in paragraph (3) of this article, shall be communicated to all 
suppliers or contractors participating in the request-for-proposals proceedings.

(6) The procuring entity shall treat proposals in such a manner so as to avoid the disclosure of their 
contents to competing suppliers or contractors.

(7) The procuring entity may engage in negotiations with suppliers or contractors with respect to their 
proposals and may seek or permit revisions of such proposals, provided that the following conditions are 
satisfied:

(a) Any negotiations between the procuring entity and a supplier or contractor shall be 
confidential;

(b) Subject to article 11, one party to the negotiations shall not reveal to any other person 
any technical, price or other market information relating to the negotiations without the 
consent of the other party;

(c) The opportunity to participate in negotiations is extended to all suppliers or contractors 
that have submitted proposals and whose proposals have not been rejected.

(8) Following completion of negotiations, the procuring entity shall request all suppliers or contractors 
remaining in the proceedings to submit, by a specified date, a best and final offer with respect to all 
aspects of their proposals.

(9) The procuring entity shall employ the following procedures in the evaluation of proposals:

(a) Only the criteria referred to in paragraph (3) of this article as set forth in the request for 
proposals shall be considered;

(b) The effectiveness of a proposal in meeting the needs of the procuring entity shall be 
evaluated separately from the price;

(c) The price of a proposal shall be considered by the procuring entity only after 
completion of the technical evaluation.



(10) Any award by the procuring entity shall be made to the supplier or contractor whose proposal best 
meets the needs of the procuring entity as determined in accordance with the criteria for evaluating the 
proposals set forth in the request for proposals, as well as with the relative weight and manner of 
application of those criteria indicated in the request for proposals.

 

Article 49. Competitive negotiation

(1) In competitive negotiation proceedings, the procuring entity shall engage in negotiations with a 
sufficient number of suppliers or contractors to ensure effective competition.

(2) Any requirements, guidelines, documents, clarifications or other information relative to the 
negotiations that are communicated by the procuring entity to a supplier or contractor shall be 
communicated on an equal basis to all other suppliers or contractors engaging in negotiations with the 
procuring entity relative to the procurement.

(3) Negotiations between the procuring entity and a supplier or contractor shall be confidential, and, 
except as provided in article 11, one party to those negotiations shall not reveal to any other person any 
technical, price or other market information relating to the negotiations without the consent of the other 
party.

(4) Following completion of negotiations, the procuring entity shall request all suppliers or contractors 
remaining in the proceedings to submit, by a specified date, a best and final offer with respect to all 
aspects of their proposals. The procuring entity shall select the successful offer on the basis of such best 
and final offers.

 

Article 50. Request for quotations

(1) The procuring entity shall request quotations from as many suppliers or contractors as practicable, 
but from at least three, if possible. Each supplier or contractor from whom a quotation is requested shall 
be informed whether any elements other than the charges for the goods or services themselves, such as 
any applicable transportation and insurance charges, customs duties and taxes, are to be included in the 
price.

(2) Each supplier or contractor is permitted to give only one price quotation and is not permitted to 
change its quotation. No negotiations shall take place between the procuring entity and a supplier or 
contractor with respect to a quotation submitted by the supplier or contractor.



(3) The procurement contract shall be awarded to the supplier or contractor that gave the lowest-priced 
quotation meeting the needs of the procuring entity.

 

Article 51. Single-source procurement

In the circumstances set forth in article 22 the procuring entity may procure the goods, construction or 
services by soliciting a proposal or price quotation from a single supplier or contractor.

 

CHAPTER VI. REVIEW*

Article 52. Right to review

(1) Subject to paragraph (2) of this article, any supplier or contractor that claims to have suffered, or that 
may suffer, loss or injury due to a breach of a duty imposed on the procuring entity by this Law may 
seek review in accordance with articles 53 to [57].

(2) The following shall not be subject to the review provided for in paragraph (1) of this article:

(a) The selection of a method of procurement pursuant to articles 18 to 22;

(b) The choice of a selection procedure pursuant to article 41 (1);

(c) The limitation of procurement proceedings in accordance with article 8 on the basis of 
nationality;

(d) A decision by the procuring entity under article 12 to reject all tenders, proposals, 
offers or quotations;

(e) A refusal by the procuring entity to respond to an expression of interest in participating 
in request-for-proposals proceedings pursuant to article 48 (2);

(f) An omission referred to in article 27 (t) or article 38 (s).

________________________ 

* States enacting the Model Law may wish to incorporate the articles on review without change or with 
only such minimal changes as are necessary to meet particular important needs. However, because of 



constitutional or other considerations, States might not, to one degree or another, see fit to incorporate 
those articles. In such cases, the articles on review may be used to measure the adequacy of existing 
review procedures.

 

Article 53. Review by procuring entity (or by approving authority)

(1) Unless the procurement contract has already entered into force, a complaint shall, in the first 
instance, be submitted in writing to the head of the procuring entity. (However, if the complaint is based 
on an act or decision of, or procedure followed by, the procuring entity, and that act, decision or 
procedure was approved by an authority pursuant to this Law, the complaint shall instead be submitted 
to the head of the authority that approved the act, as the case may be.)

(2) The head of the procuring entity (or of the approving authority) shall not entertain a complaint, 
unless it was submitted within 20 days of when the supplier or contractor submitting it became aware of 
the circumstances giving rise to the complaint or of when that supplier or contractor should have become 
aware of those circumstances, whichever is earlier.

(3) The head of the procuring entity (or of the approving authority) need not entertain a complaint, or 
continue to entertain a complaint, after the procurement contract has entered into force.

(4) Unless the complaint is resolved by mutual agreement of the supplier or contractor that submitted it 
and the procuring entity, the head of the procuring entity (or of the approving authority) shall, within 30 
days after the submission of the complaint, issue a written decision. The decision shall:

(a) State the reasons for the decision; and

(b) If the complaint is upheld in whole or in part, indicate the corrective measures that are 
to be taken.

(5) If the head of the procuring entity (or of the approving authority) does not issue a decision by the 
time specified in paragraph (4) of this article, the supplier or contractor submitting the complaint (or the 
procuring entity) is entitled immediately thereafter to institute proceedings under article [54 or 57]. 
Upon the institution of such proceedings, the competence of the head of the procuring entity (or of the 
approving authority) to entertain the complaint ceases.

(6) The decision of the head of the procuring entity (or of the approving authority) shall be final unless 
proceedings are instituted under article [54 or 57].

 



Article 54. Administrative review*

(1) A supplier or contractor entitled under article 52 to seek review may submit a complaint to [insert 
name of administrative body]:

(a) If the complaint cannot be submitted or entertained under article 53 because of the 
entry into force of the procurement contract, and provided that the complaint is submitted 
within 20 days after the earlier of the time when the supplier or contractor submitting it 
became aware of the circumstances giving rise to the complaint or the time when that 
supplier or contractor should have become aware of those circumstances;

(b) If the head of the procuring entity does not entertain the complaint because the 
procurement contract has entered into force, provided that the complaint is submitted 
within 20 days after the issuance of the decision not to entertain the complaint;

(c) Pursuant to article 53 (5), provided that the complaint is submitted within 20 days after 
the expiry of the period referred to in article 53 (4); or

(d) If the supplier or contractor claims to be adversely affected by a decision of the head 
of the procuring entity (or of the approving authority) under article 53, provided that the 
complaint is submitted within 20 days after the issuance of the decision.

_______________________

* States where hierarchical administrative review of administrative actions, decisions and procedures is 
not a feature of the legal system may omit article 54 and provide only for judicial review (article 57).

 

(2) Upon receipt of a complaint, the [insert name of administrative body] shall give notice of the 
complaint promptly to the procuring entity (or to the approving authority).

(3) The [insert name of administrative body] may [grant] [recommend]** one or more of the following 
remedies, unless it dismisses the complaint:

(a) Declare the legal rules or principles that govern the subject-matter of the complaint;

(b) Prohibit the procuring entity from acting or deciding unlawfully or from following an 
unlawful procedure;

(c) Require the procuring entity that has acted or proceeded in an unlawful manner, or that 



has reached an unlawful decision, to act or to proceed in a lawful manner or to reach a 
lawful decision;

(d) Annul in whole or in part an unlawful act or decision of the procuring entity, other 
than any act or decision bringing the procurement contract into force;

(e) Revise an unlawful decision by the procuring entity or substitute its own decision for 
such a decision, other than any decision bringing the procurement contract into force;

(f) Require the payment of compensation for

Option I

Any reasonable costs incurred by the supplier or contractor submitting the 
complaint in connection with the procurement proceedings as a result of an 
unlawful act or decision of, or procedure followed by, the procuring entity;

Option II

Loss or injury suffered by the supplier or contractor submitting the 
complaint in connection with the procurement proceedings;

(g) Order that the procurement proceedings be terminated.

(4) The [insert name of administrative body] shall within 30 days issue a written decision concerning the 
complaint, stating the reasons for the decision and the remedies granted, if any.

(5) The decision shall be final unless an action is commenced under article 57.

__________________

** Optional language is presented in order to accommodate those States where review bodies do not 
have the power to grant the remedies listed below but can make recommendations.

 

Article 55. Certain rules applicable to review proceedings under article 53 [and article 54]

(1) Promptly after the submission of a complaint under article 53 [or article 54], the head of the 
procuring entity (or of the approving authority) [, or the [insert name of administrative body], as the case 
may be,] shall notify all suppliers or contractors participating in the procurement proceedings to which 



the complaint relates of the submission of the complaint and of its substance.

(2) Any such supplier or contractor or any governmental authority whose interests are or could be 
affected by the review proceedings has a right to participate in the review proceedings. A supplier or 
contractor that fails to participate in the review proceedings is barred from subsequently making the 
same type of claim.

(3) A copy of the decision of the head of the procuring entity (or of the approving authority) [, or of the 
[insert name of administrative body], as the case may be,] shall be furnished within five days after the 
issuance of the decision to the supplier or contractor submitting the complaint, to the procuring entity 
and to any other supplier or contractor or governmental authority that has participated in the review 
proceedings. In addition, after the decision has been issued, the complaint and the decision shall be 
promptly made available for inspection by the general public, provided, however, that no information 
shall be disclosed if its disclosure would be contrary to law, would impede law enforcement, would not 
be in the public interest, would prejudice legitimate commercial interests of the parties or would inhibit 
fair competition.

 

Article 56. Suspension of procurement proceedings

(1) The timely submission of a complaint under article 53 [or article 54] suspends the procurement 
proceedings for a period of seven days, provided that the complaint is not frivolous and contains a 
declaration the contents of which, if proven, demonstrate that the supplier or contractor will suffer 
irreparable injury in the absence of a suspension, it is probable that the complaint will succeed and the 
granting of the suspension would not cause disproportionate harm to the procuring entity or to other 
suppliers or contractors.

(2) When the procurement contract enters into force, the timely submission of a complaint under article 
54 shall suspend performance of the procurement contract for a period of seven days, provided the 
complaint meets the requirements set forth in paragraph (1) of this article.

(3) The head of the procuring entity (or of the approving authority) [, or the [insert name of 
administrative body],] may extend the suspension provided for in paragraph (1) of this article, [and the 
[insert name of administrative body] may extend the suspension provided for in paragraph (2) of this 
article,] in order to preserve the rights of the supplier or contractor submitting the complaint or 
commencing the action pending the disposition of the review proceedings, provided that the total period 
of suspension shall not exceed 30 days.

(4) The suspension provided for by this article shall not apply if the procuring entity certifies that urgent 
public interest considerations require the procurement to proceed. The certification, which shall state the 
grounds for the finding that such urgent considerations exist and which shall be made a part of the 



record of the procurement proceedings, is conclusive with respect to all levels of review except judicial 
review.

(5) Any decision by the procuring entity under this article and the grounds and circumstances therefor 
shall be made part of the record of the procurement proceedings.

 

Article 57. Judicial review

The [insert name of court or courts] has jurisdiction over actions pursuant to article 52 and petitions for 
judicial review of decisions made by review bodies, or of the failure of those bodies to make a decision 
within the prescribed time-limit, under article 53 [or 54].
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INTRODUCTION

History and purpose of UNCITRAL Model Law on Procurement of Goods, Construction and 
Services

1. At its nineteenth session, in 1986, the United Nations Commission on International Trade Law 
(UNCITRAL) decided to undertake work in the area of procurement. The UNCITRAL Model Law on 
Procurement of Goods and Construction, and its accompanying Guide to Enactment, were adopted by 
the Commission at its twenty-sixth session (Vienna, 5-23 July 1993). The Model Law on Procurement of 
Goods and Construction is intended to serve as a model for States for the evaluation and modernization 
of their procurement laws and practices and the establishment of procurement legislation where none 
presently exists. The text of the Model Law on Procurement of Goods and Construction is set forth in 
annex I to the report of UNCITRAL on the work of its twenty-sixth session (Official Records of the 
General Assembly, Forty-eighth Session, Supplement No. 17 (A/48/17)).



2. On the understanding that certain aspects of the procurement of services were governed by different 
considerations from those that governed the procurement of goods or construction, a decision had been 
made to limit the work at the initial stage to the formulation of model legislative provisions on the 
procurement of goods and construction. At the twenty-sixth session, having completed work on model 
statutory provisions on procurement of goods and construction, the Commission decided to proceed with 
the elaboration of model statutory provisions on procurement of services. Accordingly, at the twenty-
seventh session (New York, 31 May-17 June 1994), the Commission discussed additions and changes to 
the Model Law on Procurement of Goods and Construction that would need to be made so as to 
encompass procurement of services and adopted the UNCITRAL Model Law on Procurement of Goods, 
Construction and Services (hereinafter referred to as the "Model Law"), without thereby superseding the 
earlier text, whose scope is limited to goods and construction. The text of the Model Law is set forth in 
annex I to the report of UNCITRAL on the work of its twenty-seventh session (Official Records of the 
General Assembly, Forty-ninth Session, Supplement No. 17 (A/49/17)). At the same session, the 
Commission also adopted the present Guide as a companion to the Model Law.

3. The decision by UNCITRAL to formulate model legislation on procurement was taken in response to 
the fact that in a number of countries the existing legislation governing procurement is inadequate or 
outdated. This results in inefficiency and ineffectiveness in the procurement process, patterns of abuse, 
and the failure of the public purchaser to obtain adequate value in return for the expenditure of public 
funds. While sound laws and practices for public sector procurement are necessary in all countries, this 
need is particularly felt in many developing countries, as well as in countries whose economies are in 
transition. In those countries, a substantial portion of all procurement is engaged in by the public sector. 
Much of such procurement is in connection with projects that are part of the essential process of 
economic and social development. Those countries in particular suffer from a shortage of public funds to 
be used for procurement. It is thus critical that procurement be carried out in the most advantageous way 
possible. The utility of the Model Law is enhanced in States whose economic systems are in transition, 
since reform of the public procurement system is a cornerstone of the law reforms being undertaken to 
increase the market orientation of the economy.

4. Furthermore, the Model Law may help to remedy disadvantages that stem from the fact that 
inadequate procurement legislation at the national level creates obstacles to international trade, a 
significant amount of which is linked to procurement. Disparities among and uncertainty about national 
legal regimes governing procurement may contribute to limiting the extent to which Governments can 
access the competitive price and quality benefits available through procurement on an international 
basis. At the same time, the ability and willingness of suppliers and contractors to sell to foreign 
Governments is hampered by the inadequate or divergent state of national procurement legislation in 
many countries. 

5. UNCITRAL is an organ of the United Nations General Assembly established to promote the 
harmonization and unification of international trade law, so as to remove unnecessary obstacles to 
international trade caused by inadequacies and divergences in the law affecting trade. Over the past 
quarter of a century, UNCITRAL, whose membership consists of States from all regions and of all 
levels of economic development, has implemented its mandate by formulating international conventions 



(the United Nations Conventions on Contracts for the International Sale of Goods, on the Limitation 
Period in the International Sale of Goods, on Carriage of Goods by Sea ("Hamburg Rules"), on Liability 
of Terminal Operators in International Trade, and on International Bills of Exchange and International 
Promissory Notes), model laws (in addition to the UNCITRAL Model Law on Procurement of Goods, 
Construction and Services, the UNCITRAL Model Laws on International Commercial Arbitration and 
International Credit Transfers), the UNCITRAL Arbitration Rules, the UNCITRAL Conciliation Rules, 
and legal guides (on construction contracts, countertrade transactions and electronic funds transfers). 

Purpose of this Guide

6. In preparing and adopting the Model Law, the Commission was mindful that the Model Law would be 
a more effective tool for States modernizing their procurement legislation if background and explanatory 
information would be provided to executive branches of Governments and to parliaments to assist them 
in using the Model Law. The Commission was also aware of the likelihood that the Model Law would 
be used in a number of States with limited familiarity with the type of procurement procedures in the 
Model Law.

7. The information presented in the Guide is intended to explain why the provisions in the Model Law 
have been included as essential minimum features of a modern procurement law designed to achieve the 
objectives set forth in the Preamble to the Model Law. Such information might assist States also in 
exercising the options provided for in the Model Law and in considering which, if any, of the provisions 
of the Model Law might have to be varied to take into account particular national circumstances. For 
example, options have been included on issues that were expected in particular to be treated differently 
from State to State such as: the definition of the term "procuring entity", which involves the scope of 
application of the Model Law; imposition of the requirement of a higher approval for certain key 
decisions and actions in the procurement proceedings; methods of procurement other than tendering for 
exceptional cases in the case of goods or construction, or, in the case of services, methods other than the 
principal method for procurement of services; and the form of and remedies available under review 
procedures. Furthermore, taking into account that the Model Law is a "framework" law providing only a 
minimum skeleton of essential provisions and envisaging the issuance of procurement regulations, the 
Guide identifies and discusses possible areas to be addressed by regulation rather than by statute. 

I. MAIN FEATURES OF THE MODEL LAW

A. Objectives

8. The objectives of the Model Law, which include maximizing competition, according fair treatment to 
suppliers and contractors bidding to do Government work, and enhancing transparency and objectivity, 
are essential for fostering economy and efficiency in procurement and for curbing abuses. With the 
procedures prescribed in the Model Law incorporated in its national legislation, an enacting State may 
create an environment in which the public is assured that the Government purchaser is likely to spend 
public funds with responsibility and accountability and thus to obtain fair value, and an environment in 



which parties offering to sell to the Government are confident of obtaining fair treatment.

B. Scope of the Model Law

9. The Model Law as adopted by UNCITRAL at its twenty-seventh session is designed to be applicable 
to the procurement of goods, construction and services. Within that basic scope of application, the 
objectives of the Model Law are best served by the widest possible application of the Model Law. Thus, 
although there is provision made in the Model Law for exclusion of defence and security related 
procurement, as well as other sectors that might be indicated by the enacting State in the law or its 
implementing procurement regulations, an enacting State might decide not to enact in its legislation 
substantial restrictions on the scope of application of the Model Law. In order to facilitate the widest 
possible application of the Model Law, it is provided in article 1(3) that, even in the excluded sectors, it 
is possible, at the discretion of the procuring entity, to apply the Model Law. It is also important to note 
that article 3 gives deference to the international obligations of the enacting State at the 
intergovernmental level. It provides that such international obligations (e.g., loan or grant agreements 
with multilateral and bilateral aid agencies containing specific procedural requirements for the funds 
involved; procurement directives of regional economic integration groupings) prevail over the Model 
Law to the extent of any inconsistent requirements. 

10. The Model Law sets forth procedures to be used by procuring entities in selecting the supplier or 
contractor with whom to enter into a given procurement contract. The Model Law does not purport to 
address the contract performance or implementation phase. Accordingly, one will not find in the Model 
Law provisions on issues arising in the contract implementation phase, issues such as contract 
administration, resolution of performance disputes or contract termination. The enacting State would 
have to ensure that adequate laws and structures are available to deal with the implementation phase of 
the procurement process. 

11. To take account of certain differences between the procurement of goods and construction and the 
procurement of services, the Model Law sets forth in chapter IV a set of procedures especially designed 
for the procurement of services. The main differences referred to above in paragraph 2 arise from the 
fact that, unlike the procurement of goods and construction, procurement of services typically involves 
the supply of an intangible object whose quality and exact content may be difficult to quantify. The 
precise quality of the services provided may be largely dependent on the skill and expertise of the 
suppliers or contractors. Thus, unlike procurement of goods and construction where price is the 
predominant criterion in the evaluation process, the price of services is often not considered as important 
a criterion in the evaluation and selection process as the quality and competence of the suppliers or 
contractors. Chapter IV is intended to provide procedures that reflect these differences.

C. A "framework" law to be supplemented by procurement regulations

12. The Model Law is intended to provide all the essential procedures and principles for conducting 
procurement proceedings in the various types of circumstances likely to be encountered by procuring 



entities. However, it is a "framework" law that does not itself set forth all the rules and regulations that 
may be necessary to implement those procedures in an enacting State. Accordingly, the Model Law 
envisages the issuance by enacting States of "procurement regulations" to fill in the procedural details 
for procedures authorized by the Model Law and to take account of the specific, possibly changing 
circumstances at play in the enacting State -- without compromising the objectives of the Model Law. 

13. It should be noted that the procurement proceedings in the Model Law, beyond raising matters of 
procedure to be addressed in the implementing procurement regulations, may raise certain legal 
questions the answers to which will not necessarily be found in the Model Law, but rather in other 
bodies of law. Such other bodies of law may include, for example, the applicable administrative, 
contract, criminal and judicial-procedure law.

D. Procurement methods in the Model Law

14. The Model Law presents several procurement methods to enable the procuring entity to deal with the 
varying circumstances that it might encounter, as well as to take account of the multiplicity of methods 
that are used in practice in different States. This enables an enacting State to aim for as broad an 
application of the Model Law as possible. As the rule for normal circumstances in procurement of goods 
or construction, the Model Law mandates the use of tendering, the method of procurement widely 
recognized as generally most effective in promoting competition, economy and efficiency in 
procurement, as well as the other objectives set forth in the Preamble. For normal circumstances in the 
procurement of services, the Model Law prescribes the use of the "principal method for procurement of 
services" (chapter IV), which is designed to give due weight in the evaluation process to the 
qualifications and expertise of the service providers. For the exceptional circumstances in which 
tendering is not appropriate or feasible for procurement of goods or construction, the Model Law offers 
alternative methods of procurement; it also does so for the circumstances in which resort to the principal 
method for procurement of services is not appropriate or feasible.

15. However, as mentioned in the footnote to article 18 of the Model Law, States may choose not to 
incorporate all of the alternative methods of procurement into their national law. While an enacting State 
would wish to retain request for quotations and single-source procurement, it need not incorporate all of 
the methods set forth in article 19. Furthermore, since the procedures for the methods in article 19 are in 
many respects similar to the procedures in the principal method for procurement of services (chapter 
IV), the enacting State may choose not to extend to procurement of services a method in article 19 that it 
has incorporated for use in procurement of goods and construction.

Tendering

16. Some of the key features of tendering as provided for in the Model Law include: as a general rule, 
unrestricted solicitation of participation by suppliers or contractors; comprehensive description and 
specification in solicitation documents of the goods, construction or services to be procured, thus 
providing a common basis on which suppliers and contractors are to prepare their tenders; full disclosure 



to suppliers or contractors of the criteria to be used in evaluating and comparing tenders and in selecting 
the successful tender (i.e., price alone, or a combination of price and some other technical or economic 
criteria); strict prohibition against negotiations between the procuring entity and suppliers or contractors 
as to the substance of their tenders; public opening of tenders at the deadline for submission of tenders; 
and disclosure of any formalities required for entry into force of the procurement contract.

Principal method for procurement of services

17. Since the principal method for procurement of services (chapter IV) is the method of procurement to 
be used in typical circumstances in the procurement of services, chapter IV contains procedures that 
promote competition, objectivity and transparency, while taking account of the predominant weight 
accorded to the qualifications and expertise of the service providers in the evaluation process. The main 
features of the principal method for procurement of services include, for example, unrestricted 
solicitation of suppliers and contractors as the general rule, and predisclosure in the request for proposals 
of the criteria for evaluation of proposals and predisclosure of the selection procedure, among the three 
options available, to be used in the selection process. According to the first selection procedure, which is 
set forth in article 42, the procuring entity subjects proposals that obtain a technical rating above a set 
threshold to a straightforward price competition. The second selection procedure (article 43) provides a 
method by which the procuring entity negotiates with suppliers and contractors, after which they submit 
their best and final offers, a process akin to the request for proposals procedure in article 48. Under the 
third selection procedure (article 44), the procuring entity holds negotiations solely on price with the 
supplier or contractor who obtained the highest technical rating. Under this procedure, the procuring 
entity may negotiate with the other suppliers or contractors in a sequential fashion, one by one, on the 
basis of their rating, but only after terminating negotiations with the previous, higher-ranked supplier or 
contractor, which negotiations, once terminated, may not be reopened.

Two-stage tendering, request for proposals, competitive negotiation

18. For cases in the procurement of goods and construction in which it is not feasible for the procuring 
entity to formulate specifications to the degree of precision or finality required for tendering 
proceedings, as well as for a number of other special circumstances referred to in article 19(1), the 
Model Law offers three options for incorporation into national law. These include two-stage tendering, 
request for proposals, and competitive negotiation. Whichever of those three procurement methods have 
been included by the enacting State in its law might also be used for procurement of services. However, 
for one of these other methods to be used, the condition for its use would have to be present. All three of 
those methods of procurement have been included for consideration by enacting States because practice 
varies as to the method used in circumstances of the type in question. A situation in which it is not 
feasible for the procuring entity to formulate precise or final specifications may arise in two types of 
cases. The first is when the procuring entity has not determined the exact manner in which to meet a 
particular need and therefore seeks proposals as to various possible solutions (e.g., it has not decided 
upon the type of material to be used for building a bridge). The second case is the procurement of high 
technology items such as large passenger aircraft or sophisticated computer equipment. In the latter type 
of exceptional case, because of the technical sophistication and complexity of the goods, it might be 



considered undesirable, from the standpoint of obtaining the best value, for the procuring entity to 
proceed on the basis of specifications it has drawn up in the absence of negotiations with suppliers and 
contractors as to the exact capabilities and possible variations of what is being offered. 

19. No hierarchy has been assigned to the three methods set forth in article 19, and an enacting State, 
though it should incorporate at least one of those methods, may choose not to incorporate all of them 
into its procurement law. While each of those three methods shares the common feature of providing the 
procuring entity with an opportunity to negotiate with suppliers and contractors with a view to settling 
upon technical specifications and contractual terms, they employ different procedures for selecting a 
supplier or contractor. 

20. Two-stage tendering, in its first stage, provides an opportunity for the procuring entity to solicit 
various proposals relating to the technical, quality or other characteristics of the procurement as well as 
to the contractual terms and conditions of its supply. Upon the conclusion of that first stage, the 
procuring entity finalizes the specifications and, on the basis of those specifications, in the second stage, 
conducts a regular tendering proceeding subject to the rules set forth in chapter III of the Model Law. 
Request for proposals is a procedure in which the procuring entity typically approaches a limited number 
of suppliers or contractors and solicits various proposals, negotiates with them as to possible changes in 
the substance of their proposals, requests "best and final offers" from them and then assesses and 
compares those best and final offers in accordance with the predisclosed evaluation criteria, the relative 
weight and manner of application of which have also been predisclosed to the suppliers or contractors. 
By contrast to two-stage tendering, at no stage in request-for-proposals proceedings does a procuring 
entity conduct a tendering proceeding. Competitive negotiation differs from both two-stage tendering 
and request for proposals in that it is by its nature a relatively unstructured method of procurement, for 
which the Model Law therefore provides few specific procedures and rules, beyond those found in the 
applicable general provisions. The Model Law also provides, in article 19(2), that competitive 
negotiation may be used in cases of urgency as an alternative to single-source procurement (see 
comment 4 on article 19).

Restricted tendering

21. For two types of exceptional cases, the Model Law offers restricted tendering, a method of 
procurement that differs from tendering only in that it permits the procuring entity to extend the 
invitation to tender to a limited number of suppliers or contractors. These are the case of technically 
complex or specialized goods, construction or services available from only a limited number of suppliers 
and the case of procurement of such a low value that economy and efficiency is served by restricting the 
number of tenders that would have to be considered by the procuring entity. 

Request-for-quotations, single-source procurement

22. For cases of low-value procurement of standardized goods or services, the Model Law offers the 
request-for-quotations method, which involves a simplified, accelerated procedure fitting the relatively 



low value involved. Under this method, which is sometimes referred to in practice as "shopping", the 
procuring entity solicits quotations from a small number of suppliers and selects the lowest-priced, 
responsive offer. Lastly, for exceptional circumstances such as urgency due to catastrophic events and 
the availability of goods, construction or services from only one supplier or contractor, the Model Law 
offers single-source procurement.

E. Qualifications of suppliers and contractors

23. The Model Law includes provisions designed to ensure that the suppliers and contractors with whom 
the procuring entity contracts are qualified to perform the procurement contracts awarded to them and 
that create a procedural climate conducive to fairness and participation by qualified suppliers and 
contractors in procurement proceedings. Article 6, in addition to requiring that, no matter which method 
of procurement is utilized, suppliers and contractors must be qualified in order to enter into a 
procurement contract, specifies the criteria and procedures that the procuring entity may use to assess 
the qualifications of suppliers and contractors, requires the pre-disclosure to suppliers and contractors of 
the criteria to be used for the evaluation of their qualifications, and requires the application of the same 
criteria to all suppliers or contractors participating in the procurement proceedings. While those 
provisions aim at equal treatment and prevention of arbitrariness, the procuring entity is afforded 
sufficient flexibility to determine the exact extent to which it is appropriate to examine qualifications in 
a given procurement proceeding. In addition to those basic provisions on qualifications, the Model Law 
provides procedures for pre-qualification of suppliers and contractors at early stages of procurement 
proceedings, as well as on re-confirmation at later stages of the qualifications of suppliers and 
contractors that had been pre-qualified.

F. Provisions on international participation in procurement proceedings

24. In line with the mandate of UNCITRAL to promote international trade, and with the notion 
underlying the Model Law that the wider the degree of competition the better the value received for 
expenditures from the public purse, the Model Law provides that, as a general rule, suppliers and 
contractors are to be permitted to participate in procurement proceedings without regard to nationality 
and that foreign suppliers and contractors should not otherwise be subject to discrimination. In the 
contexts of tendering proceedings and the principal method for procurement of services, that general rule 
is given effect by a number of procedures designed, for example, to ensure that invitations to tender or to 
submit proposals and invitations to prequalify are issued in such a manner that they will reach and be 
understood by an international audience of suppliers and contractors. 

25. At the same time, the Model Law recognizes that enacting States may wish in some cases to restrict 
foreign participation with a view in particular to protecting certain vital economic sectors of their 
national industrial capacity against deleterious effects of unbridled foreign competition. Such restrictions 
are subject to the requirement in article 8(1) that the imposition of the restriction by the procuring entity 
should be based only on grounds specified in the procurement regulations or should be pursuant to other 
provisions of law. That requirement is meant to promote transparency and to prevent arbitrary and 



excessive resort to restriction of foreign participation. The reference in article 8 to exclusions of 
suppliers or contractors on the basis of nationality pursuant to provisions in the procurement regulations 
or other provisions of law, supported also by article 3 on the primacy of international obligations of the 
enacting State, also permits the Model Law to take account of cases in which the funds being used are 
derived from a bilateral tied-aid arrangement. Such an arrangement would require that procurement with 
the funds should be from suppliers and contractors in the donor country. Similarly, recognition is 
thereby given to restrictions on the basis of nationality that may result, for example, from regional 
economic integration groupings that accord national treatment to suppliers and contractors from other 
States members of the regional economic grouping, as well as to restrictions arising from economic 
sanctions imposed by the United Nations Security Council.

26. It may be noted that the Model Law provides in article 34(4)(d) and 39(2) for the use of the 
technique referred to as the "margin of preference" in favour of local suppliers and contractors. By way 
of this technique, the Model Law provides the enacting State with a mechanism for balancing the 
objectives of international participation in procurement proceedings and fostering national industrial 
capacity, without resorting to purely domestic procurement. The margin of preference permits the 
procuring entity to select the lowest-priced tender or, in the case of services, the proposal of a local 
supplier or contractor when the difference in price between that tender or proposal and the overall 
lowest-priced tender or proposal falls within the range of the margin of preference. It allows the 
procuring entity to favour local suppliers and contractors that are capable of approaching internationally 
competitive prices, and it does so without simply excluding foreign competition. It is important not to 
allow total insulation from foreign competition so as not to perpetuate lower levels of economy, 
efficiency and competitiveness of the concerned sectors of national industry. Accordingly, the margin of 
preference could be a preferable means of fostering the competitiveness of local suppliers and 
contractors, not only as effective and economic providers for the procurement needs of the procuring 
entity, but also as a source of competitive exports. 

27. Aside from cases of domestic procurement that result from requirements of law referred to above in 
paragraph 25, in which the procuring entity may dispense with the special measures in the Model Law 
designed to facilitate international participation, the Model Law also permits the procuring entity 
engaging in tendering proceedings or using the principal method for procurement of services to forgo 
those procedures in the case of low-value procurement in which there is unlikely to be interest on the 
part of foreign suppliers or contractors. At the same time, the Model Law recognizes that in such cases 
of low-value procurement the procuring entity would not have any legal or economic interest in 
precluding the participation of foreign suppliers and contractors, since a blanket exclusion of foreign 
suppliers and contractors in such cases might unnecessarily deprive it of the possibility of obtaining a 
better price. It may be noted that for the purposes of determining what is a low-value procurement 
contract, the threshold level as regards procurement of goods and construction might be higher than that 
for procurement of services.

G. Prior-approval requirement for use of exceptional procedures

28. The Model Law provides that certain important actions and decisions by the procuring entity, in 



particular those involving the use of exceptional procedures (e.g., use of a procurement method other 
than tendering for the procurement of goods and construction or, in the case of services, a method other 
than the principal method for procurement of services or other than tendering), should be subject to prior 
approval by a higher authority. The advantage of a prior-approval system is that it fosters the detection 
of errors and problems before certain actions and final decisions are taken. In addition, it may provide an 
added measure of uniformity in a national procurement system, particularly where the enacting State has 
an otherwise decentralized procurement system. However, the prior-approval requirement is presented in 
the Model Law as an option. This is because a prior-approval system is not traditionally applied in all 
countries, in particular where control over the procurement practices is exercised primarily through audit.

29. The references in the Model Law to approval requirements leave it up to the enacting State to 
designate the organ or organs responsible for issuing the various approvals. The authority exercised as 
well as the organ exercising the approval function may differ. An approval function may be vested in an 
organ or authority that is wholly autonomous of the procuring entity (e.g., ministry of finance or of 
commerce, or central procurement board) or, alternatively, it may be vested in a separate supervisory 
organ of the procuring entity itself. In the case of procuring entities that are autonomous of the 
governmental or administrative structure of the State, such as some State-owned commercial enterprises, 
States may find it preferable for the approval function to be exercised by an organ or authority that is 
part of the governmental or administrative apparatus in order to ensure that the public policies sought to 
be advanced by the Model Law are given due effect. In any case, it is important that the organ or 
authority be able to exercise its functions impartially and effectively and be sufficiently independent of 
the persons or department involved in the procurement proceedings. It may be preferable for the 
approval function to be exercised by a committee of persons, rather than by one single person.

H. Review procedures

30. An important safeguard of proper adherence to procurement rules is that suppliers and contractors 
have the right to seek review of actions by the procuring entity in violation of those rules. Such a review 
process, which is set forth in chapter VI, helps to make the Model Law to an important degree self-
policing and self-enforcing, since it provides an avenue for review to suppliers and contractors, who 
have a natural interest in monitoring compliance by procuring entities with the provisions of the Model 
Law.

31. The Model Law recognizes that, because of considerations relating to the nature and structure of 
legal systems and systems of administration, which are closely linked to the question of review of 
governmental actions, States might, to one degree or another, see fit to adapt the articles in chapter VI in 
line with those considerations. Because of this special circumstance, the provisions on review are of a 
more skeletal nature than other portions of the Model Law. What is crucial is that, whatever the exact 
form of review procedures, an adequate opportunity and effective procedures for review should be 
provided. Furthermore, it is recognized that the articles in the Model Law on review may be used by the 
enacting State merely to measure the adequacy of existing review procedures. 



32. As to their content, the provisions establish in the first place that suppliers and contractors have a 
right to seek review. In the first instance, that review is to be sought from the procuring entity itself, in 
particular where the procurement contract is yet to be awarded. That initial step has been included so as 
to facilitate economy and efficiency, since in many cases, in particular prior to the awarding of the 
procurement contract, the procuring entity may be quite willing to correct procedural errors, of which it 
may even not have been aware. The Model Law also provides for review by higher administrative 
organs of Government, where such a procedure would be consistent with constitutional, administrative 
and judicial structures. Finally, the Model Law affirms the right to judicial review, but does not go 
beyond that to address matters of judicial-procedure law, which are left to the applicable national law. 

33. In order to strike a workable balance between, on the one hand, the need to preserve the rights of 
suppliers and contractors and the integrity of the procurement process and, on the other hand, the need to 
limit disruption of the procurement process, chapter VI includes a number of restrictions on the review 
procedures that it establishes. These include: limitation of the right to review under the Model Law to 
suppliers and contractors; time limits for filing of applications for review and for disposition of cases, 
including any suspension of the procurement proceedings that may apply at the level of administrative 
review; exclusion from the review procedures of a number of decisions that are left to the discretion of 
the procuring entity and that do not directly involve questions of the fairness of treatment accorded 
suppliers and contractors (e.g., selection of a method of procurement; the limitation of participation in 
procurement proceedings on the basis of nationality in accordance with article 8).

I. Record requirement

34. One of the principal mechanisms for promoting adherence to the procedures set forth in the Model 
Law and for facilitating the accountability of the procuring entity to supervisory bodies in Government, 
to suppliers and contractors, and to the public at large is the requirement set forth in article 11 that the 
procuring entity maintain a record of the key decisions and actions taken by the procuring entity during 
the course of the procurement proceedings. Article 11 provides rules as to which specific actions and 
decisions are to be reflected in the record. It also establishes rules as to which portions of the record are, 
at least under the Model Law, to be made available to the general public, and which portions of the 
record are to be disclosed only to suppliers and contractors.

J. Other provisions

35. The Model Law also includes a variety of other provisions designed to support the objectives and 
procedures of the Model Law. These include provisions on: public accessibility of laws and regulations 
relating to procurement; form of communications between the procuring entity and suppliers and 
contractors; documentary evidence provided by suppliers and contractors concerning their 
qualifications; public notification of procurement-contract awards; mandatory rejection of a tender or 
offer in case of improper inducements from suppliers and contractors; manner of formulating 
specifications for goods or construction to be procured; language of documents for solicitation of 
tenders, proposals, offers or quotations; procedures to be followed in the various procurement methods 



available under the Model Law (e.g., for tendering proceedings: provision on contents of solicitation 
documents; tender securities; opening of tenders; examination, evaluation and comparison of tenders; 
rejection of all tenders; and entry into force of the procurement contract). 

K. Proper administrative structure for implementation of the Model Law

36. The Model Law sets forth only the procedures to be followed in selecting the supplier or contractor 
with whom the contract will be concluded. The Model Law assumes that the enacting State has in place, 
or will put into place, the proper institutional and bureaucratic structures and human resources necessary 
to operate and administer the type of procurement procedures provided for in the Model Law.

37. In addition to designating the organ or authority to perform the approval function referred to above 
in paragraphs 28 and 29, an enacting State may find it desirable to provide for the overall supervision of 
and control over procurement to which the Model Law applies. An enacting State may vest all of those 
functions in a single organ or authority (e.g., ministry of finance or of commerce, or central procurement 
board), or they may be allocated among two or more organs or authorities. The functions might include, 
for example, some or all of those mentioned here: 

(a) Supervising overall implementation of procurement law and regulations. This 
may include, for example, issuance of procurement regulations, monitoring 
implementation of the procurement law and regulations, making recommendations for 
their improvement, and issuing interpretations of those laws. In some cases, e.g., in the 
case of high-value procurement contracts, the organ might be empowered to review the 
procurement proceedings to ensure that they have conformed to the Model Law and to the 
procurement regulations, before the contract can enter into existence.

(b) Rationalization and standardization of procurement and of procurement 
practices. This may include, for example, co-ordinating procurement by procuring entities, 
and preparing standardized procurement documents, specifications and conditions of 
contract.

(c) Monitoring procurement and the functioning of the procurement law and 
regulations from the standpoint of broader Government policies. This may include, 
for example, examining the impact of procurement on the national economy, rendering 
advice on the effect of particular procurement on prices and other economic factors, and 
verifying that a particular procurement falls within the programmes and policies of the 
Government. The organ or authority may be charged with issuance of approvals for 
particular procurement prior to the commencement of the procurement proceedings. 

(d) Training of procurement officers. The organ or authority could also be responsible 
for training the procurement officers and other civil servants involved in operating the 
procurement system. 



38. The organ or authority to exercise administrative and oversight functions in a particular enacting 
State, and the precise functions that the organ or authority is to exercise, will depend, for example, on 
the governmental, administrative and legal systems in the State, which vary widely from country to 
country. The system of administrative control over procurement should be structured with the objectives 
of economy and efficiency in mind, since systems that are excessively costly or burdensome either to the 
procuring entity or to participants in procurement proceedings, or that result in undue delays in 
procurement, will be counterproductive. In addition, excessive control over decision-making by officials 
who carry out the procurement proceedings could in some cases stifle their ability to act effectively.

39. It may be noted that a State enacting the Model Law does not thereby commit itself to any particular 
administrative structure; neither does the adoption of such legislation necessarily commit the enacting 
State to increased Government expenditures. 

40. It may be noted that a variety of the institutional, staff development and training, and policy issues 
affecting public procurement, in particular in developing countries, are discussed in Improving Public 
Procurement Systems, Guide No. 23 issued by the International Trade Centre UNCTAD/GATT 
(Geneva). 

L. Assistance from UNCITRAL Secretariat

41. In line with its training and assistance activities, the UNCITRAL secretariat may provide technical 
consultations for Governments preparing legislation based on the UNCITRAL Model Law on 
Procurement of Goods, Construction and Services, as it may for Governments considering legislation 
based on other UNCITRAL model laws, or considering adhesion to one of the international trade law 
conventions prepared by UNCITRAL. 

42. Further information concerning the Model Law, as well as the Guide, and other model laws and 
conventions developed by UNCITRAL, may be obtained from the secretariat at the address below. The 
secretariat welcomes comments concerning the Model Law and the Guide, as well as information 
concerning enactment of legislation based on the Model Law.

International Trade Law Branch 
Office of Legal Affairs, United Nations 
Vienna International Centre, P. O. Box 500 
A-1400, Vienna, Austria 
Fax: (43-1) 21345 5813 
Phone: (43-1) 21345-4060 

  

II. ARTICLE-BY-ARTICLE REMARKS



PREAMBLE

The reason for including in the Model Law a statement of objectives is to provide guidance in the 
interpretation and application of the Model Law. Such a statement of objectives does not itself create 
substantive rights or obligations for procuring entities or for contractors or suppliers. It is recommended 
that, in States in which it is not the practice to include preambles, the statement of objectives should be 
incorporated in the body of the provisions of the Law. 

 

CHAPTER I. GENERAL PROVISIONS

Article 1. Scope of application

1. The purpose of article 1 is to delineate the scope of application of the Model Law. The approach used 
in the Model Law is to provide in principle for the coverage of all types of procurement, but at the same 
time to recognize that an enacting State may wish to exempt certain types of procurement from 
coverage. The provision limits exclusions of the Model Law to cases provided for either by the Law 
itself or by regulation. This is done so that exclusions would not be made in a secretive or informal 
manner. In order to expand as far as possible the application of the Model Law, article 1(3) provides for 
complete or partial application of the Model Law even to excluded sectors. It may be further noted that, 
despite the exclusion in article 1(2)(a) of procurement involving national defence or security, it is not the 
intent of the Model Law to suggest that an enacting State that was prepared as a general rule to apply the 
Model Law to such procurement should not do so. 

2. It is recommended that application of the Model Law be made as wide as possible. Particular caution 
should be used in excluding the application of the Model Law by way of the procurement regulations, 
since such exclusions by means of administrative rather than legislative action may be seen as negatively 
affecting the objectives of the Model Law. Furthermore, the broad variety of procedures available under 
the Model Law to deal with the different types of situations that may arise in procurement may make it 
less necessary to exclude the procedures provided in the Model Law. States excluding the application of 
the Model Law by way of procurement regulations should take note of article 5.

Article 2. Definitions

1. The Model Law is intended to cover primarily procurement by governmental units and other entities 
and enterprises within the public sector. Which exactly those entities are will differ from State to State 
due to differences in the allocation of legislative competence among different levels of Government. 
Accordingly, subparagraph (b)(i), defining the term "procuring entity", presents options as to the levels 
of Government to be covered. Option I brings within the scope of the Model Law all governmental 
departments, agencies, organs and other units within the enacting State, pertaining to the central 
Government as well as to provincial, local or other governmental subdivisions of the enacting State. This 



Option would be adopted by non-federal States, and by federal States that could legislate for their 
subdivisions. Option II would be adopted by States that enact the Model Law only with respect to organs 
of the national Government. 

2. In subparagraph (b)(ii), the enacting State may extend application of the Model Law to certain entities 
or enterprises that are not considered part of the Government, if it has an interest in requiring those 
entities to conduct procurement in accordance with the Model Law. In deciding which, if any, entities to 
cover, the enacting State may consider factors such as the following:

(a) whether the Government provides substantial public funds to the entity, provides a 
guarantee or other security to secure payment by the entity in connection with its 
procurement contract, or otherwise supports the obligations of the procuring entity under 
the contract;

(b) whether the entity is managed or controlled by the Government or whether the 
Government participates in the management or control of the entity;

(c) whether the Government grants to the entity an exclusive licence, monopoly or quasi-
monopoly for the sale of the goods that the entity sells or the services that it provides;

(d) whether the entity is accountable to the Government or to the public treasury in respect 
of the profitability of the entity;

(e) whether an international agreement or other international obligation of the State 
applies to procurement engaged in by the entity; 

(f) whether the entity has been created by special legislative action in order to perform 
activities in the furtherance of a legally-mandated public purpose and whether the public 
law applicable to Government contracts applies to procurement contracts entered into by 
the entity.

3. Editorial language has been included at the end of the definitions of "goods" and of "services" in 
subparagraphs (c) and (e) indicating that a State may wish to refer specifically in those definitions to 
categories of items that would be treated as goods or services, as the case may be, and whose 
classification might otherwise be unclear. The intent of this technique is to provide clarity with respect 
to what is and what is not to be treated as "goods" or "services" and it is therefore not meant to be used 
to limit the scope of application of the Model Law, which can be done by way of article 1(2)(b). Such an 
added degree of specificity might be considered desirable by the enacting State, in particular in view of 
the open-ended definition of services. For example, the enacting state may wish to specify the definition 
under which printing would fall, or the classification of other items, such as real estate, that might be 
made subject to the procurement law but whose classification would not be readily apparent.



Article 3. International obligations of this State relating to procurement [and intergovernmental 
agreements within (this State)]

1. An enacting State may be subject to international agreements or obligations with respect to 
procurement. For example, a number of States are parties to the GATT Agreement on Government 
Procurement, and the members of the European Union are bound by directives on procurement 
applicable throughout the geographic region. Similarly, the members of regional economic groupings in 
other parts of the world may be subject to procurement directives applied by their regional groupings. In 
addition, many international lending institutions and national development funding agencies have 
established guidelines or rules governing procurement with funds provided by them. In their loan or 
funding agreements with those institutions and agencies, borrowing or recipient countries undertake that 
proceedings for procurement with those funds will conform to the respective guidelines or rules. The 
purpose of subparagraphs (a) and (b) is to provide that the requirements of the international agreement, 
or other international obligation at the intergovernmental level, are to be applied; but in all other respects 
the procurement is to be governed by the Model Law. 

2. Optional subparagraph (c) permits a federal State enacting the Model Law to give precedence over the 
Model Law to intergovernmental agreements concerning matters covered by the Model Law concluded 
between the national Government and one or more subdivisions of the State, or between any two or 
more such subdivisions. Such a clause might be used in enacting States in which the national 
Government does not possess the power to legislate for its subdivisions with respect to matters covered 
by the Model Law.

Article 4. Procurement regulations

1. As noted in paragraphs 7 and 12 of section I of the Guide, the Model Law is a "framework law", 
setting forth basic legal rules governing procurement that are intended to be supplemented by 
regulations promulgated by the appropriate organ or authority of the enacting State. The "framework 
law" technique enables an enacting State to tailor its detailed rules governing procurement procedures to 
its own particular needs and circumstances within the overall framework established by the Law. Thus, 
various provisions of the Model Law expressly provide for supplementation by procurement regulations. 
Furthermore, the enacting State may decide to supplement other provisions of the Model Law even 
though they do not expressly refer to the procurement regulations. In both cases, the regulations should 
be consistent with the Model Law.

2. Examples of procedures for which the elaboration of more detailed rules in the procurement 
regulations may be useful include: application of the Model Law to excluded sectors (article 1(2)); 
prequalification proceedings (article 7(3)(v)); the manner of publication of the notice of procurement-
contract awards (article 14); limitation of the quantity of procurement carried out in cases of urgency 
using a procurement method other than tendering (to the quantity that is required to deal with the urgent 
circumstances); details concerning the procedures for soliciting tenders or applications to prequalify 
(article 24); requirements relating to the preparation and submission of tenders (article 27(z)); and, in 



procurement of services, rules to guard against conflicts of interest in a determination to use single 
source procurement for reasons of compatibility with previous services.

3. In some cases failure to issue procurement regulations when the regulations are referred to in the 
Model Law may deprive the procuring entity of authority to take the particular actions in question. 
These cases include: limitation of participation in procurement proceedings on the ground of nationality 
(article 8(1)); use of the request-for-quotations method of procurement, since that method may be used 
only below threshold levels set in the procurement regulations (article 21); and authority and procedures 
for application of a margin of preference in favour of national suppliers or contractors (article 34(4)(d) 
and 39(2)). 

Article 5. Public accessibility of legal texts

1. This article is intended to promote transparency in the laws, regulations and other legal texts relating 
to procurement by requiring public accessibility to those legal texts. Inclusion of this article may be 
considered important not only in States in which such a requirement is not already found in its existing 
administrative law, but even in States in which such a requirement was already found in the existing 
applicable law. In the latter case, the legislature may consider that a provision in the procurement law 
itself would help to focus the attention of both procuring entities and suppliers and contractors on the 
requirement of adequate public disclosure of legal texts concerned with procurement procedures. 

2. In many countries there exist official publications in which laws, regulations and administrative 
rulings and directives are routinely published. The texts referred to in the present article could be 
published in those publications. Where there do not exist publications for one or more of those 
categories of texts, the texts should be promptly made accessible to the public, including foreign 
suppliers and contractors, in another appropriate manner.

Article 6. Qualifications of suppliers and contractors

The function and broad outlines of article 6 have been noted in paragraph 23 of section I of the Guide. 
Paragraph (1)(b)(v) of article 6 refers to disqualification of suppliers and contractors pursuant to 
administrative suspension or disbarment proceedings. Such administrative proceedings -- in which 
alleged wrongdoers should be given some procedural rights such as an opportunity to disprove the 
charges -- are commonly used to suspend or disbar suppliers and contractors found guilty of wrongdoing 
such as faulty accounting, default in contractual performance, or fraud. It may be noted that the Model 
Law leaves it to the enacting State to determine the period of time for which a criminal offence of the 
type referred to in paragraph (1)(b)(v) should disqualify a supplier or contractor from being considered 
for a procurement contract. 

Article 7. Prequalification proceedings

1. Prequalification proceedings are intended to eliminate, early in the procurement proceedings, 



suppliers or contractors that are not suitably qualified to perform the contract. Such a procedure may be 
particularly useful for the purchase of complex or high-value goods, construction or services, and may 
even be advisable for purchases that are of a relatively low value but involve a very specialized nature. 
The reason for this is that the evaluation and comparison of tenders, proposals and offers in those cases 
is much more complicated, costly and time-consuming. The use of prequalification proceedings may 
narrow down the number of tenders, proposals or offers that the procuring entity must evaluate and 
compare. In addition, competent suppliers and contractors are sometimes reluctant to participate in 
procurement proceedings for high-value contracts, where the cost of preparing the tender, proposal or 
offer may be high, if the competitive field is too large and where they run the risk of having to compete 
with unrealistic tenders, proposals or offers submitted by unqualified or disreputable suppliers or 
contractors. 

2. The prequalification procedures set forth in article 7 are made subject to a number of important 
safeguards. These safeguards include the subjugation of prequalification procedures to the limitations 
contained in article 6, in particular as to assessment of qualifications, and the procedures found in 
paragraphs (2) through (7) of article 7. This set of procedural safeguards is included to ensure that 
prequalification procedures are conducted only on non-discriminatory terms and conditions that are fully 
disclosed to participating suppliers or contractors, and that otherwise ensure at least a required minimum 
level of transparency and facilitate the exercise by a supplier or contractor that has not been prequalified 
of its right to review. 

3. The purpose of article 7(8) is to provide for reconfirmation, at a later stage of the procurement 
proceedings, of the qualifications of suppliers or contractors that had been prequalified. Such "post-
qualification proceedings" are intended to permit the procuring entity to ascertain whether the 
qualification information submitted by a supplier or a contractor at the time of pre-qualification remains 
valid and accurate. The procedural requirements for post-qualification are designed to safeguard both the 
interests of suppliers and contractors in receiving fair treatment and the interest of the procuring entity in 
entering into procurement contracts only with qualified suppliers and contractors.

Article 8. Participation by suppliers or contractors

As noted in paragraphs 24 to 27 of section I of the Guide, making provision for international 
procurement proceedings has important advantages. Therein is found a description of the general 
approach and rationale of the provisions in the Model Law on international participation of suppliers and 
contractors in procurement proceedings, including the manner in which the general principle of 
international participation may be limited to take into account differing applicable legal obligations and 
the margin of preference in favour of local suppliers and contractors. 

Article 9. Form of communications

1. Article 9 is intended to provide certainty as to the required form of communications between the 
procuring entity and suppliers and contractors provided for under the Model Law. The essential 



requirement, subject to other provisions of the Model Law, is that a communication must be in a form 
that provides a record of its content. This approach is designed not to tie communication to the use of 
paper, taking into account that communications are increasingly carried out through means such as 
electronic data interchange ("EDI"). In view in particular of the as yet uneven availability and use of non-
traditional means of communication such as EDI, paragraph (3) has been included as a safeguard against 
discrimination against or among suppliers and contractors on the basis of the form of communication 
that they use. 

2. Obviously, article 9 does not purport to answer all the technical and legal questions that may be raised 
by the use of EDI or other non-traditional methods of communication in the context of procurement 
proceedings, and different areas of the law would apply to ancillary questions such as the electronic 
issuance of a tender security and other matters that are beyond the sphere of "communications" under the 
Model Law. 

3. In order to permit the procuring entity and suppliers and contractors to avoid unnecessary delays, 
paragraph (2) permits certain specified types of communications to be made on a preliminary basis 
through means, in particular telephone, that do not leave a record of the content of the communication, 
provided that the preliminary communication is immediately followed by a confirming communication 
in a form that leaves a record of the content of the confirming communication. 

Article 10. Rules concerning documentary evidence provided by suppliers or contractors

1. In order to facilitate participation by foreign suppliers and contractors, article 10 bars the imposition 
of any requirements as to the legalization of documentary evidence provided by suppliers and 
contractors as to their qualifications other than those provided for in the laws of the enacting State 
relating to the legalization of documents of the type in question. The article does not require that all 
documents provided by contractors and suppliers are to be legalized. Rather, it recognizes that States 
have laws concerning the legalization of documents and establishes the principle that no additional 
formalities specific to procurement proceedings should be imposed.

2. It may be noted that the expression "the laws of this State" is meant to refer not only to the statutes, 
but also to the implementing regulations as well as to the treaty obligations of the enacting State. In 
some States such a general reference to "laws" would suffice to indicate that all of the above-mentioned 
sources of law were being referred to. However, in other States a more detailed reference to the various 
sources of law would be warranted in order to make it clear that reference was being made not merely to 
statutes. 

Article 11. Record of procurement proceedings

1. One of the most important ways to promote transparency and accountability is to include provisions 
requiring that the procuring entity maintain a record of the procurement proceedings. A record 
summarizes key information concerning the procurement proceedings. It facilitates the exercise of the 



right of aggrieved suppliers and contractors to seek review. That in turn will help to ensure that the 
procurement law is, to the extent possible, self-policing and self-enforcing. Furthermore, adequate 
record requirements in the procurement law will facilitate the work of Government bodies exercising an 
audit or control function and promote the accountability of procuring entities to the public at large as 
regards the disbursement of public funds. The rationale behind limiting disclosure of information 
required to be disclosed under article 11 (1)(d) to that which is known to the procuring entity is that 
there may be procurement proceedings in which not all proposals would be fully developed or finalized 
by the proponents, in particular where some of the proposals did not survive to the final stages of the 
procurement proceedings. The reference in this paragraph to "a basis for determining the price" is meant 
to reflect the possibility that in some instances, particularly in procurement of services, the tenders, 
proposals, offers or quotations would contain a formula by which the price could be determined rather 
than an actual price quotation.

2. An aspect of enacting record requirements is to specify the extent and the recipients of the disclosure. 
Setting the parameters of disclosure involves balancing factors such as: the general desirability, from the 
standpoint of the accountability of procuring entities, of broad disclosure; the need to provide suppliers 
and contractors with information necessary to permit them to assess their performance in the 
proceedings and to detect instances in which there are legitimate grounds for seeking review; and the 
need to protect the confidential trade information of suppliers and contractors. In view of these 
considerations, article 11 provides two levels of disclosure. It mandates disclosure to any member of the 
general public of the information referred to in article 11(1)(a) and (b) -- basic information geared to the 
accountability of the procuring entity to the general public. Disclosure of more detailed information 
concerning the conduct of the procurement proceedings is mandated for the benefit of suppliers and 
contractors, since that information is necessary to enable them to monitor their relative performance in 
the procurement proceedings and to monitor the conduct of the procuring entity in implementing the 
requirements of the Model Law.

3. As mentioned above, among the necessary objectives of disclosure provisions is to avoid the 
disclosure of confidential trade information of suppliers and contractors. That is true in particular with 
respect to what is disclosed concerning the evaluation and comparison of tenders, proposals, offers and 
quotations, as excessive disclosure of such information may be prejudicial to the legitimate commercial 
interests of suppliers and contractors. Accordingly, the information referred to in paragraph (1)(e) 
involves only a summary of the evaluation and comparison of tenders, proposals, offers or quotations, 
while paragraph (3)(b) restricts the disclosure of more detailed information that exceeds what would be 
disclosed in such a summary. 

4. The purpose of requiring disclosure to the suppliers or contractors at the time when the decision is 
made to accept a particular tender, proposal or offer is to give efficacy to the right to review under 
article 52. Delaying disclosure until entry into force of the procurement contract might deprive 
aggrieved suppliers and contractors of a meaningful remedy. 

5. The limited disclosure scheme in paragraphs (2) and (3) does not preclude the applicability to certain 
parts of the record of other statutes in the enacting State that confer on the public at large a general right 



to obtain access to Government records. Disclosure of the information in the record to legislative or 
parliamentary oversight bodies may be mandated pursuant to the law applicable in the enacting State. 

Article 12. Rejection of all tenders, proposals, offers or quotations

1. The purpose of article 12 is to enable the procuring entity to reject all tenders, proposals, offers or 
quotations. Inclusion of this provision is important because a procuring entity may need to do so for 
reasons of public interest, such as where there appears to have been a lack of competition or to have 
been collusion in the procurement proceedings, where the procuring entity's need for the goods, 
construction or services ceases, or where the procurement can no longer take place due to a change in 
Government policy or a withdrawal of funding. Public law in some countries may restrict the exercise of 
this right, e.g., by prohibiting actions constituting an abuse of discretion or a violation of fundamental 
principles of justice. 

2. The requirement in paragraph (3) that notice of the rejection of all tenders, proposals, offers or 
quotations be given to suppliers or contractors that submitted them, together with the requirement in 
paragraph (1) that the grounds for the rejection be communicated upon request to those suppliers or 
contractors, is designed to foster transparency and accountability. Paragraph (1) does not require the 
procuring entity to justify the grounds that it cites for the rejection. This approach is based on the 
premise that the procuring entity should be free to abandon the procurement proceedings on economic, 
social or political grounds which it need not justify. The protection of this power is further buttressed by 
the fact that the decision of the procuring entity to reject all tenders, proposals, offers or quotations is not 
subject, in accordance with article 52(2)(d), to the right to review provided by the Model Law; it is also 
supported by paragraph (2), which provides that the procuring entity is to incur no liability towards 
suppliers or contractors, such as compensation for their costs of preparing and submitting tenders, 
proposals, offers or quotations, solely by virtue of its invoking paragraph (1). The potentially harsh 
effects of article 12 are mitigated by permitting the procuring entity to reject all tenders, proposals, 
offers or quotations only if the right to do so has been reserved in the solicitation documents. 

Article 13. Entry into force of the procurement contract

Article 13 is included because, from the standpoint of transparency, it is important for suppliers and 
contractors to know in advance the manner of entry into force of the procurement contract. In the 
context of tendering, article 36 sets forth detailed rules applicable to the entry into force of the 
procurement contract, which is reflected in paragraph (1). However, no rules on entry into force of the 
procurement contract are provided for the other methods of procurement in view of the varying 
circumstances that may surround the use of other procurement methods and the procedurally less 
detailed treatment of them in the Model Law. It is expected that, in most instances, entry into force of 
the procurement contract for the other methods of procurement will be determined in accordance with 
other bodies of law, such as the contract or administrative law of the enacting State. In order to ensure an 
adequate degree of transparency, however, it is provided for those other methods that the procuring 
entity predisclose to the suppliers and contractors the rules that will be applicable to the entry into force 



of the procurement contract.

Article 14. Public notice of procurement contract awards

1. In order to promote transparency in the procurement process, and the accountability of the procuring 
entity to the public at large for its use of public funds, article 14 requires publication of a notice of award 
of the procurement contract. This obligation is separate from the notice of award required to be given 
pursuant to article 36(6) to suppliers and contractors that have participated in tendering proceedings, and 
independent from the requirement that information of that nature in the record should be made available 
to the general public under article 11(2). The Model Law does not specify the manner of publication of 
the notice, which is left to the enacting State and which paragraph (2) suggests may be dealt with in the 
procurement regulations. 

2. In order to avoid the disproportionately onerous effects that such a publication requirement might 
have on the procuring entity were the notice requirement to apply to all procurement contracts no matter 
how low their value, the enacting State is given the option in paragraph (3) of setting a monetary-value 
threshold below which the publication requirement would not apply. However, since the monetary-value 
threshold might be subject to periodic changes, for example, due to inflation, it might be preferable to 
set out the threshold in the procurement regulations, the amendment of which would presumably be less 
complicated than an amendment of the statute. 

Article 15. Inducements from suppliers or contractors

1. Article 15 contains an important safeguard against corruption: the requirement of rejection of a tender, 
proposal, offer or quotation if the supplier or contractor in question attempts to improperly influence the 
procuring entity. A procurement law cannot be expected to eradicate completely such abusive practices. 
However, the procedures and safeguards in the Model Law are designed to promote transparency and 
objectivity in the procurement proceedings and thereby to reduce corruption. In addition, the enacting 
State should have in place generally an effective system of sanctions against corruption by Government 
officials, including employees of procuring entities, and by suppliers and contractors, which would 
apply also to the procurement process. 

2. To guard against abusive application of article 15, rejection is made subject to approval, to a record 
requirement and to a duty of prompt disclosure to the alleged wrongdoer. The latter is designed to permit 
exercise of the right to review. 

Article 16. Rules concerning description of goods, construction or services

The purpose of including article 16 is to make clear the importance of the principle of clarity, 
completeness and objectivity in the description of the goods, construction or services to be procured in 
prequalification documents, solicitation documents and other documents for solicitation of proposals, 
offers or quotations. Descriptions with those characteristics encourage participation by suppliers and 



contractors in procurement proceedings, enable suppliers and contractors to formulate tenders, 
proposals, offers and quotations that meet the needs of the procuring entity, and enable suppliers and 
contractors to forecast the risks and costs of their participation in procurement proceedings and of the 
performance of the contracts to be concluded, and thus to offer their most advantageous prices and other 
terms and conditions. Furthermore, properly prepared descriptions in solicitation documents enable 
tenders to be evaluated and compared on a common basis, which is one of the essential requirements of 
the tendering method. They also contribute to transparency and reduce possibilities of erroneous, 
arbitrary or abusive actions or decisions by the procuring entity. Furthermore, application of the rule that 
specifications should be written so as not to favour particular contractors or suppliers will make it more 
likely that the procurement needs of the procuring entity may be filled by a greater number of suppliers 
or contractors, thereby facilitating the use of as competitive a method of procurement as is feasible under 
the circumstances and in particular helping to limit abusive resort to single-source procurement. 

Article 17. Language

1. The function of the bracketed language at the end of the chapeau is to facilitate participation in 
procurement proceedings by helping to make the prequalification documents, solicitation documents and 
other documents for solicitation of proposals, offers or quotations understandable to foreign suppliers 
and contractors. The reference to a language customarily used in international trade need not be adopted 
by an enacting State whose official language is one customarily used in international trade. 
Subparagraphs (a) and (b) have been incorporated in order to provide the procuring entity with the 
flexibility needed to waive application of the foreign language requirement in cases in which 
participation is restricted to domestic suppliers or contractors and in cases in which, while there is no 
such restriction imposed, foreign suppliers or contractors are not expected to be interested in 
participating. 

2. In States in which solicitation documents are issued in more than one language, it would be advisable 
to include in the procurement law, or in the procurement regulations, a rule to the effect that a supplier 
or contractor should be able to base its rights and obligations on either language version. The procuring 
entity might also be called upon to make it clear in the solicitation documents that both language 
versions are of equal weight.

 

CHAPTER II. METHODS OF PROCUREMENT AND THEIR CONDITIONS FOR USE

Article 18. Methods of procurement

1. Article 18 establishes the rule, already discussed in paragraph 14 of section I of the Guide, that, for 
the procurement of goods or construction, tendering is the method of procurement to be used normally, 
while the principal method for procurement of services, as set out in chapter IV, is the method to be used 
normally for procurement of services. For those exceptional cases of procurement of goods or 



construction in which tendering, even if feasible, is not judged by the procuring entity to be the method 
most apt to provide the best value, the Model Law provides a number of other methods of procurement. 
In the case of services, the procuring entity may use tendering where it is feasible to formulate detailed 
specifications and the nature of the services allows for tendering (for example, general building 
management services); furthermore, it may use one of the other methods of procurement available under 
the Model Law if the conditions for its use are met.

2. Article 18(4) sets forth the requirement that a decision to use a method of procurement other than 
tendering in the case of goods or construction, or, in the case of services, a method of procurement other 
than the principal method for procurement of services, should be supported in the record by a statement 
of the grounds and circumstances underlying that decision. That requirement is included because the 
decision to use an exceptional method of procurement, rather than the method that is normally required 
(i.e., tendering for goods or construction, or the principal method for procurement of services) should 
not be made secretly or informally.

Article 19. Conditions for use of two-stage tendering, request for proposals or competitive 
negotiation

1. As noted in paragraph 18 of section I of the Guide, for the circumstances specified in article 19(1), the 
Model Law provides the enacting State with a choice among three different methods of procurement 
other than tendering or the principal method for procurement of services -- two-stage tendering, request 
for proposals, and competitive negotiation. As further noted in paragraph 19 of section I of the Guide, an 
enacting State need not necessarily enact each of the three methods for the common circumstances 
referred to in article 19 or even enact more than one of them. An enacting State might decide not to 
enact more than one of the methods in view of the uncertainty likely to be encountered by procuring 
entities in trying to discern the most appropriate method from among two or three similar methods. In 
deciding which of the three methods to enact, a decisive criterion for the enacting State might be that, 
from the standpoint of transparency, competition and objectivity in the selection process, two-stage 
tendering and request for proposals are likely to offer more than competitive negotiation, with its high 
degree of flexibility and possibly higher risk of corruption. At least one of the three methods should be 
enacted, since the cases in question might otherwise only be dealt with through the least competitive of 
the procurement methods, single-source procurement. 

2. The enacting State also might decide not to extend to procurement of services the methods of 
procurement set forth in article 19. The rationale behind such a decision could be a determination that 
the principal method for procurement of services (chapter IV) already contains procedures that are in 
many respects similar to the procedures for the methods of procurement set forth in article 19.

3. It may be noted that in the cases referred to in article 19(1)(a), in which it is not feasible for the 
procuring entity to formulate specifications for the goods or construction or, in the case of services, to 
identify their characteristics, the procuring entity, before deciding to use a method of procurement other 
than tendering, might wish to consider whether the specifications could be prepared with the assistance 



of consultants. 

4. Subparagraphs (b) and (c) of article 22(1) (single-source procurement), referring, respectively, to 
cases of non-catastrophic and catastrophic urgency, are identical to subparagraphs (a) and (b) of article 
19(2), which permit the use of competitive negotiation in such cases of urgency. The purpose of this 
overlap is to permit the procuring entity to decide which of the two methods best suits the circumstances 
at hand. For both procurement methods, the urgency cases contemplated are intended to be truly 
exceptional, and not merely cases of convenience. In the application of the Model Law to procurement 
involving national defence or national security and in cases of research contracts for the procurement of 
a prototype, the procuring entity is, for similar reasons, given a choice between the methods of 
procurement provided for in article 19 and single-source procurement. Thus, an enacting State may, 
even if it does not enact competitive negotiation for the circumstances referred to in paragraph (1), enact 
competitive negotiation for the circumstances referred to in paragraph (2). 

Article 20. Conditions for use of restricted tendering

1. Article 20 has been included in order to enable the procuring entity, in exceptional cases, to solicit 
participation only from a limited number of suppliers or contractors. Inclusion of this method in the 
Model Law is not intended to encourage its use. On the contrary, strict and narrow conditions for use 
have been included for restricted tendering since the unjustified resort to that method of procurement 
would impair fundamentally the objectives of the Model Law. 

2. In order to give effect to the purpose of article 20 to limit the use of restrictive tendering to truly 
exceptional cases while maintaining the appropriate degree of competition, minimum solicitation 
requirements are set forth in article 47(1) that are tailored specifically to each of the two types of cases 
reflected in the conditions for use in article 20. When resort is made to restricted tendering on the 
ground, referred to in article 20(a), of a limited number of suppliers or contractors being available, all 
the suppliers or contractors that could provide the goods, construction or services are required to be 
invited to participate; when the ground is the low value of the procurement contract, the case referred to 
in article 20(b), suppliers or contractors should be invited in a non-discriminatory manner and in a 
sufficient number to ensure effective competition. 

Article 21. Conditions for use of request for quotations

1. The request-for-quotations method of procurement provides a method of procurement appropriate for 
low-value purchases of standardized goods or services. In such cases, engaging in tendering 
proceedings, which can be costly and time-consuming, may not be justified. Article 21(2), however, 
strictly limits the use of this method to procurement of a value below the threshold set in the 
procurement regulations. In enacting article 21, it should be made clear that use of request for quotations 
is not mandatory for procurement below the threshold value. It may indeed be advisable in certain cases 
that fall below the threshold to use tendering or one of the other methods of procurement. This may be 
the case, for example, when an initial low-value procurement would have the long- term consequence of 



committing the procuring entity to a particular type of technological system. 

2. Paragraph (2) gives added and important effect to the intended limited scope for the use of request for 
quotations. It does so by prohibiting the artificial division of packages of goods or services for the 
purpose of circumventing the value limit on the use of request for quotations with a view to avoiding use 
of the more competitive methods of procurement, a prohibition that is essential to the objectives of the 
Model Law. 

Article 22. Conditions for use of single-source procurement

1. In view of the non-competitive character of single-source procurement, its use is strictly limited to the 
exceptional circumstances set forth in article 22. 

2. Paragraph (2) has been included in order to permit the use of single-source procurement in cases of 
serious economic emergency in which such procurement would avert serious harm. A case of this type 
may be, for example, where an enterprise employing most of the labor force in a particular region or city 
is threatened with closure unless it obtains a procurement contract. 

3. Paragraph (2) contains safeguards to ensure that it does not give rise to more than a very exceptional 
use of single-source procurement. As regards the approval requirement mentioned in paragraph (2), it 
may be noted that enacting States that incorporate the over-all approval requirement for the use of single-
source procurement might not necessarily have to incorporate the approval requirement referred to in 
paragraph (2). At the same time, however, it would have to be recognized that the decision to use single-
source procurement in the economic emergency type of circumstance referred to would and should 
ordinarily be taken at the highest levels of Government.

 

CHAPTER III. TENDERING PROCEEDINGS

SECTION I. SOLICITATION OF TENDERS AND OF APPLICATIONS TO PREQUALIFY

 

Article 23. Domestic tendering

As pointed out in paragraph 27 of section I of the Guide, article 23 has been included in order to specify 
the exceptional cases in which application of various procedures in the Model Law to solicit foreign 
participation in the tendering proceedings would not be required.

Article 24. Procedures for soliciting tenders or applications to prequalify



1. In order to promote transparency and competition, article 24 sets forth the minimum publicity 
procedures to be followed for soliciting tenders and applications to prequalify from an audience wide 
enough to provide an effective level of competition. Including these procedures in the procurement law 
enables interested suppliers and contractors to identify, simply by reading the procurement law, 
publications they may monitor in order to stay abreast of procurement opportunities in the enacting 
State. In view of the objective of the Model Law of fostering participation in procurement proceedings 
without regard to nationality and maximizing competition, article 24(2) requires publication of the 
invitations also in a publication of international circulation. One possible medium of such publication is 
Development Business, published by the United Nations Department of Public Information.

2. The publicity requirements in the Model Law are only minimum requirements. The procurement 
regulations may require procuring entities to publicize the invitation to tender or the invitation to 
prequalify by additional means that would promote widespread awareness by suppliers and contractors 
of procurement proceedings. These might include, for example, posting the invitation on official notice 
boards, and circulating it to chambers of commerce, to foreign trade missions in the country of the 
procuring entity and to trade missions abroad of the country of the procuring entity. 

Article 25. Contents of invitation to tender and invitation to prequalify

In order to promote efficiency and transparency, article 25 requires that invitations to tender as well as 
invitations to prequalify contain the information required for suppliers or contractors to be able to 
ascertain whether the goods, construction or services being procured are of a type that they can provide 
and, if so, how they can participate in the tendering proceedings. The specified information requirements 
are only the required minimum so as not to preclude the procuring entity from including additional 
information that it considers appropriate. 

Article 26. Provision of solicitation documents

Solicitation documents are intended to provide suppliers or contractors with the information they need to 
prepare their tenders and to inform them of the rules and procedures according to which the tendering 
proceedings will be conducted. Article 26 has been included in order to ensure that all suppliers or 
contractors that have expressed an interest in participating in the tendering proceedings and that comply 
with the procedures set forth by the procuring entity are provided with solicitation documents. The 
purpose of including a provision concerning the price to be charged for the solicitation documents is to 
enable the procuring entity to recover its costs of printing and providing those documents, but to avoid 
excessively high charges that could inhibit qualified suppliers or contractors from participating in the 
tendering proceedings. 

Article 27. Contents of solicitation documents

1. Article 27 contains a listing of the information required to be included in the solicitation documents. 
An indication in the procurement law of those requirements is useful to ensure that the solicitation 



documents include the information necessary to provide a basis for enabling suppliers and contractors to 
submit tenders that meet the needs of the procuring entity and that the procuring entity can compare in 
an objective and fair manner. Many of the items listed in article 27 are regulated or dealt with in other 
provisions of the Model Law. The enumeration in this article of items that are required to be in the 
solicitation documents, including all items the inclusion of which is expressly provided for elsewhere in 
the Model Law, is useful because it enables procuring entities to use the article as a "check-list" in 
preparing the solicitation documents. 

2. One category of items listed in article 27 concerns instructions for preparing and submitting tenders 
(subparagraphs (a), (i) through (r), and (t); issues such as the form, and manner of signature, of tenders 
and the manner of formulation of the tender price). The purpose of including these provisions is to limit 
the possibility that qualified suppliers or contractors would be placed at a disadvantage or even rejected 
due to lack of clarity as to how the tenders should be prepared. Other items in article 27 concern in 
particular the manner in which the tenders will be evaluated; their disclosure is required to achieve 
transparency and fairness in the tendering proceedings. 

3. The Model Law recognizes that, for procurement actions that are separable into two or more distinct 
elements (e.g., the procurement of different types of laboratory apparatus; the procurement of a 
hydroelectric plant consisting of the construction of a dam and the supply of a generator), a procuring 
entity may wish to permit suppliers or contractors to submit tenders either for the entirety of the 
procurement or for one or more portions thereof. That approach might enable the procuring entity to 
maximize economy by procuring either from a single supplier or contractor or from a combination of 
them, depending on which approach the tenders revealed to be more cost effective. Permitting partial 
tenders may also facilitate participation by smaller suppliers or contractors, who may have the capacity 
to submit tenders only for certain portions of the procurement. Article 27(h) is included to make the 
tender evaluation stage as objective, transparent and efficient as possible, since the procuring entity 
should not be permitted to divide the entirety of the procurement into separate contracts merely as it sees 
fit after tenders are submitted. 

Article 28. Clarifications and modifications of solicitation documents

1. The purpose of article 28 is to establish procedures for clarification and modification of the 
solicitation documents in a manner that will foster efficient, fair and successful conduct of tendering 
proceedings. The right of the procuring entity to modify the solicitation documents is important in order 
to enable the procuring entity to obtain what is required to meet its needs. Article 28 provides that 
clarifications, together with the questions that gave rise to the clarifications, and modifications must be 
communicated by the procuring entity to all suppliers or contractors to whom the procuring entity 
provided solicitation documents. It would not be sufficient to simply permit them to have access to 
clarifications upon request since they would have no independent way of finding out that a clarification 
had been made. 

2. The rule governing clarifications is meant to ensure that the procuring entity responds to a timely 



request for clarification in time for the clarification to be taken into account in the preparation and 
submission of tenders. Prompt communication of clarifications and modifications also enables suppliers 
or contractors to exercise their right under article 31(3) to modify or withdraw their tenders prior to the 
deadline for submission of tenders, unless that right has been superseded by a stipulation in the 
solicitation documents. Similarly, minutes of meetings of suppliers or contractors convened by the 
procuring entity must be communicated to them promptly so that those minutes too can be taken into 
account in the preparation of tenders. 

 

SECTION II. SUBMISSION OF TENDERS

Article 29. Language of tenders

Article 29 provides that tenders may be formulated in any language in which the solicitation documents 
have been formulated or in any other language specified in the solicitation documents. This rule, which 
is linked to the general language rule in article 17, has been included in order to facilitate participation 
by foreign suppliers and contractors. 

Article 30. Submission of tenders

1. An important element in fostering participation and competition is the granting to suppliers and 
contractors of a sufficient period of time to prepare their tenders. Article 30 recognizes that the length of 
that period of time may vary from case to case, depending upon a variety of factors such as the 
complexity of the procurement, the extent of subcontracting anticipated, and the time needed for 
transmitting tenders. Thus, it is left up to the procuring entity to fix the deadline by which tenders must 
be submitted, taking into account the circumstances of the given procurement. An enacting State may 
wish to establish in the procurement regulations minimum periods of time that the procuring entity must 
allow for the submission of tenders. 

2. In order to promote competition and fairness, paragraph (2) requires the procuring entity to extend the 
deadline in the exceptional case of late issuance of clarifications or modifications of the solicitation 
documents, or of late issuance of minutes of a meeting of suppliers or contractors. Paragraph (3) permits, 
but does not compel, the procuring entity to extend the deadline for submission of tenders in other cases, 
i.e., when one or more suppliers or contractors are unable to submit their tenders on time due to any 
circumstances beyond their control. This is designed to protect the level of competition when a 
potentially important element of that competition would otherwise be precluded from participation. It 
may be noted that an extension of the deadline in the circumstances referred to in paragraph (2) is 
required rather than discretionary, and would thus be subject to the right to review. By contrast, an 
extension under paragraph (3) is, as indicated in paragraph (3), absolutely discretionary and therefore 
intended to be beyond the right to review provided for in article 52.



3. The requirement in paragraph (5)(a) that tenders are to be submitted in writing is subject to the 
exception in subparagraph (b) permitting the use of a form of communication other than writing, such as 
electronic data interchange (EDI), provided that the form used is one that provides a record of the 
content of the communication. Additional safeguards are included to protect the integrity of the 
procurement proceedings, as well as the particular interests of the procuring entity and of suppliers and 
contractors: that the use of a form other than writing must be permitted by the solicitation documents; 
that suppliers and contractors must always be given the right to submit tenders in writing, an important 
safeguard against discrimination in view of the uneven availability of non-traditional means of 
communication such as EDI; and that the alternative form must be one that provides at least a similar 
degree of authenticity, security and confidentiality. It may be further noted that the implementation of 
paragraph (5) to accommodate the submission of tenders in non-traditional forms would necessitate 
elaboration of special rules and techniques to guard the confidentiality of tenders and to prevent 
"opening" of the tenders prior to the deadline for submission of tenders, and to deal with other issues 
that might arise when a tender is submitted other than in writing (e.g., the form that the tender security 
would take). 

4. The rule in paragraph (6) prohibiting the consideration of late tenders is intended to promote economy 
and efficiency in procurement and the integrity of and confidence in the procurement process. Permitting 
the consideration of late tenders after the commencement of the opening might enable suppliers or 
contractors to learn of the contents of other tenders before submitting their own tenders. This could lead 
to higher prices and could facilitate collusion between suppliers or contractors. It would also be unfair to 
the other suppliers or contractors. In addition, it could interfere with the orderly and efficient process of 
opening tenders. 

Article 31. Period of effectiveness of tenders; modification and withdrawal of tenders

1. Article 31 has been included to make it clear that the procuring entity should stipulate in the 
solicitation documents the period of time that tenders are to remain in effect. 

2. It is of obvious importance that the length of the period of effectiveness of tenders should be 
stipulated in the solicitation documents, taking into account the circumstances peculiar to the particular 
tendering proceeding. It would not be a viable solution to fix in a procurement law a generally 
applicable long period of effectiveness hoping to cover the needs of most if not all tendering 
proceedings. This would be inefficient since for many cases the period would be longer than necessary. 
Excessively long periods of effectiveness may result in higher tender prices since suppliers or 
contractors would have to include in their prices an increment to compensate for the costs and risks to 
which they would be exposed during such a period (e.g., tied capacity and inability to tender elsewhere; 
the risks of higher manufacturing or construction costs).

3. Paragraph (2)(b) has been included to enable the procuring entity to deal with delays in the tendering 
proceedings by requesting extensions of the tender validity period. The procedure is not compulsory on 
suppliers and contractors, so as not to force them to remain bound to their tenders for unexpectedly long 



durations -- a risk that would discourage suppliers and contractors from participating or drive up their 
tender prices. In order to prolong, where necessary, also the protection afforded by tender securities, it is 
provided that a supplier or contractor failing to obtain a security to cover the extended validity period of 
the tender is considered as having refused to extend the validity period of its tender. 

4. Paragraph (3) is an essential companion of the provisions in article 28 concerning clarifications and 
modifications of the solicitation documents. This is because it permits suppliers and contractors to 
respond to clarifications and modifications of solicitation documents, or to other circumstances, either 
by modifying their tenders, if necessary, or by withdrawing them if they so choose. Such a rule 
facilitates participation, while protecting the interests of the procuring entity by permitting forfeiture of 
the tender security for modification or withdrawal following the deadline for submission of tenders. 
However, in order to take account of a contrary approach found in the existing law and practice of some 
States, paragraph (3) permits the procuring entity to depart from the general rule and to impose forfeiture 
of the tender security for modifications and withdrawals prior to the deadline for submission of tenders, 
but only if so stipulated in the solicitation documents. (See also the remarks under article 46.) 

Article 32. Tender securities

1. The procuring entity may suffer losses if suppliers or contractors withdraw tenders or if a procurement 
contract with the supplier or contractor whose tender had been accepted is not concluded due to the fault 
of that supplier or contractor (e.g., the costs of new procurement proceedings and losses due to delays in 
procurement). Article 32 authorizes the procuring entity to require the suppliers or contractors 
participating in the tendering proceedings to post a tender security so as to cover such losses and to 
discourage them from defaulting. Procuring entities are not required to impose tender security 
requirements in all tendering proceedings. Tender securities are usually important when the procurement 
is of high-value goods or construction. In the procurement of low-value items, though it may be of 
importance to require a tender security in some cases, the risks faced by the procuring entity and its 
potential losses are generally low, and the cost of providing a tender security -- which will normally be 
reflected in the contract price -- will be less justified. 

2. Safeguards have been included to ensure that a tender-security requirement is only imposed fairly and 
for the intended purpose. That purpose is to secure the obligation of suppliers or contractors to enter into 
a procurement contract on the basis of the tenders they have submitted and to post a security for 
performance of the procurement contract, if required to do so. 

3. Paragraph (1)(c) has been included to remove unnecessary obstacles to the participation of foreign 
suppliers and contractors that could arise if they were restricted to providing securities issued by 
institutions in the enacting State. However, there is optional language at the end of paragraph (1)(c) 
providing flexibility on this point for procuring entities in States in which acceptance of tender securities 
not issued in the enacting State would be a violation of law. 

4. The reference to confirmation of the tender security is intended to take account of the practice in some 



States of requiring local confirmation of a tender security issued abroad. The reference, however, is not 
intended to encourage such a practice, in particular since the requirement of local confirmation could 
constitute an obstacle to participation by foreign suppliers and contractors in tendering proceedings (e.g., 
difficulties in obtaining the local confirmation prior to the deadline for submission of tenders and added 
costs for foreign suppliers and contractors). 

5. Paragraph (2) has been included in order to provide clarity and certainty as to the point of time after 
which the procuring entity may not make a claim under the tender security. While the retention by the 
beneficiary of a guarantee instrument beyond the expiry date of the guarantee should not be regarded as 
extending the validity period of the guarantee, the requirement that the security be returned is of 
particular importance in the case of a security in the form of a deposit of cash or in some other similar 
form. The clarification is also useful since there remain some national laws in which, contrary to what is 
generally expected, a demand for payment is timely even though made after the expiry of the security, as 
long as the contingency covered by the security occurred prior to the expiry. As does article 31(3), 
paragraph (2)(d) reflects that the procuring entity may avail itself, by way of a stipulation in the 
solicitation documents, of an exception to the general rule that withdrawal or modification of a tender 
prior to the deadline for submission of tenders is not subject to forfeiture of the tender security. 

 

SECTION III. EVALUATION AND COMPARISON OF TENDERS

Article 33. Opening of tenders

1. The rule in paragraph (1) is intended to prevent time gaps between the deadline for submission of 
tenders and the opening of tenders. Such gaps may create opportunities for misconduct (e.g., disclosure 
of the contents of tenders prior to the designated opening time) and deprive suppliers and contractors of 
an opportunity to minimize that risk by submitting a tender at the last minute, immediately prior to the 
opening of tenders. 

2. Paragraph (2) sets forth the rule that the procuring entity must permit all suppliers or contractors that 
have submitted tenders, or their representatives, to be present at the opening of tenders. This rule 
contributes to transparency of the tendering proceedings. It enables suppliers and contractors to observe 
that the procurement laws and regulations are being complied with and helps to promote confidence that 
decisions will not be taken on an arbitrary or improper basis. For similar reasons, paragraph (3) requires 
that at such an opening the names of suppliers or contractors that have submitted tenders, as well as the 
prices of their tenders, are to be announced to those present. With the same objectives in view, provision 
is also made for the communication of that information to participating suppliers or contractors that were 
not present or represented at the opening of tenders. 

Article 34. Examination, evaluation and comparison of tenders



1. The purpose of paragraph (1) is to enable the procuring entity to seek from suppliers or contractors 
clarifications of their tenders in order to assist in the examination, evaluation and comparison of tenders, 
while making it clear that this should not involve changes in the substance of tenders. Paragraph (1)(b), 
which refers to the correction of purely arithmetical errors, is not intended to refer to abnormally low 
tender prices that are suspected to result from misunderstandings or to other errors not apparent on the 
face of the tender. Enactment of the related notice requirement is important since, in paragraph (3)(b), 
provision is made for the mandatory rejection of the tender if the correction is not accepted. 

2. Paragraph (2) sets forth the rule to be followed in determining whether tenders are responsive and 
permits a tender to be regarded as responsive even if it contains minor deviations. Permitting the 
procuring entity to consider tenders with minor deviations promotes participation and competition in 
tendering proceedings. Quantification of such minor deviations is required so that tenders may be 
compared objectively in a way that reflects positively on tenders that do comply to a full degree. 

3. Although ascertaining the successful tender on the basis of the tender price alone provides the greatest 
objectivity and predictability, in some tendering proceedings the procuring entity may wish to select a 
tender not purely on the basis of the price factor. Accordingly, the Model Law enables the procuring 
entity to select the "lowest evaluated tender", i.e., one that is selected on the basis of criteria in addition 
to price. Paragraph (4)(c)(ii) and (iii) list such criteria. The criteria in paragraph (4)(c)(iii) related to 
economic-development objectives have been included because, in some countries, particularly 
developing countries and countries whose economies are in transition, it is important for procuring 
entities to be able to take into account criteria that permit the evaluation and comparison of tenders in 
the context of economic development objectives. It is envisaged in the Model Law that some enacting 
States may wish to list additional such criteria. However, caution is advisable in expanding the list of 
non-price criteria set forth in paragraph (4)(c)(iii) in view of the risk that such other criteria may pose to 
the objectives of good procurement practice. Criteria of this type are sometimes less objective and more 
discretionary than those referred to in paragraph (4)(c)(i) and (ii), and therefore their use in evaluating 
and comparing tenders could impair competition and economy in procurement, and reduce confidence in 
the procurement process. 

4. Requiring that the non-price criteria should be objective and quantifiable to the extent practicable, and 
that they be given a relative weight in the evaluation procedure or be expressed in monetary terms, is 
aimed at enabling tenders to be evaluated objectively and compared on a common basis. This reduces 
the scope for discretionary or arbitrary decisions. The enacting State may wish to spell out in the 
procurement regulations how such factors are to be formulated and applied. One possible method is to 
quantify in monetary terms the various aspects of each tender in relation to the criteria set forth in the 
solicitation documents and to combine that quantification with the tender price. The tender resulting in 
the lowest evaluated price would be regarded as the successful tender. 

Another method may be to assign relative weightings (e.g., "coefficients" or "merit points") to the 
various aspects of each tender in relation to the criteria set forth in the solicitation documents. The 
tender with the most favourable aggregate weighting would be the lowest evaluated tender. 



5. Paragraph (4)(d) permits a procuring entity to grant a margin of preference to domestic tenders, but 
makes its availability contingent upon rules for calculation to be set forth in the procurement regulations. 
(See paragraph 26 of section I of the Guide concerning the reasons for using a margin of preference as a 
technique for achieving national economic objectives while still preserving competition.) It should be 
noted, however, that States that are parties to the GATT Agreement on Government Procurement and 
member States of regional economic integration groupings such as the European Union may be 
restricted in their ability to accord such preferential treatment. In order to promote transparency, resort to 
the margin of preference may be made only if authorized by the procurement regulations and approved 
by the approving authority. Furthermore, the use of the margin of preference is required to be 
predisclosed in the solicitation documents and reflected in the record of the procurement proceedings. 

6. The envisaged procurement regulations setting forth rules concerning the calculation and application 
of a margin of preference could also establish criteria for qualifying as a "domestic" contractor or 
supplier and for qualifying goods as "domestically produced" (e.g., that they contain a minimum 
domestic content or value added) and fix the amount of the margin of preference, which might be 
different for goods and for construction. As to the mechanics of applying the margin of preference, this 
may be done, for example, by deducting from the tender prices of all tenders import duties and taxes 
levied in connection with the supply of the goods or construction, and adding to the resulting tender 
prices, other than those that are to benefit from the margin of preference, the amount of the margin of 
preference or the actual import duty, whichever is less. 

7. The rule in paragraph (5) on conversion of tender prices to a single currency for the purposes of 
comparison and evaluation of tenders is included to promote accuracy and objectivity in the decision of 
the procuring entity (see article 27(s)).

8. Paragraph (6) has been included in order to enable procuring entities to require the supplier or 
contractor submitting the successful tender to reconfirm its qualifications. This may be of particular 
utility in procurement proceedings of a long duration, in which the procuring entity may wish to verify 
whether qualification information submitted at an earlier stage remains valid. Use of reconfirmation is 
left discretionary since the need for it depends on the circumstances of each tendering proceeding. In 
order to make the reconfirmation procedure effective and transparent, paragraph (7) mandates the 
rejection of a tender upon failure of the supplier or contractor to reconfirm and establishes the 
procedures to be followed by the procuring entity to select a successful tender in such a case. 

Article 35. Prohibition of negotiations with suppliers or contractors

Article 35 contains a clear prohibition against negotiations between the procuring entity and a supplier 
or contractor concerning a tender submitted by the supplier or contractor. This rule has been included 
because such negotiations might result in an "auction", in which a tender offered by one supplier or 
contractor is used to apply pressure on another supplier or contractor to offer a lower price or an 
otherwise more favourable tender. Many suppliers and contractors refrain from participating in tendering 
proceedings where such techniques are used or, if they do participate, they raise their tender prices in 



anticipation of the negotiations. 

Article 36. Acceptance of tender and entry into force of procurement contract

1. The purpose of paragraph (1) is to state clearly the rule that the tender ascertained to be the successful 
one pursuant to article 34(4)(b) is to be accepted and that notice of the acceptance is to be given 
promptly to the supplier or contractor that submitted the tender. Absent the provision in paragraph (4) on 
entry into force of the procurement contract, the entry into force of the procurement contract would be 
governed by general legal rules, which in many cases might not provide solutions appropriate for the 
procurement context.

2. The Model Law provides for different methods of entry into force of the procurement contract in the 
context of tendering proceedings, in recognition that enacting States may differ as to the preferred 
method and that, even within a single enacting State, different entry-into-force methods may be 
employed in different circumstances. Depending upon its preferences and traditions, an enacting State 
may wish to incorporate one or more of these methods. 

3. Under one method (set forth in paragraph (4)), absent a contrary indication in the solicitation 
documents, the procurement contract enters into force upon dispatch of the notice of acceptance to the 
supplier or contractor that submitted the successful tender. The second method (set forth in paragraph 
(2)), ties the entry into force of the procurement contract to the signature by the supplier or contractor 
submitting the successful tender of a written procurement contract conforming to the tender. Paragraph 
(2) contains an optional reference to "the requesting ministry" as a signatory to the procurement contract 
in order to take into account that in some States the procurement contract is signed on behalf of the 
Government by the ministry for whose use the goods, construction or services were destined, but which 
did not itself conduct the procurement proceedings nor act as the procuring entity within the meaning of 
the Model Law. In States with such a procurement practice, procurement proceedings may be conducted 
by a central entity such as a central procurement or tendering board. 

4. A third method of entry into force (set forth in paragraph (3)), provides for entry into force upon 
approval of the procurement contract by a higher authority. In States in which this provision is enacted, 
further details may be provided in the procurement regulations as to the type of circumstances in which 
the approval would be required (e.g., only for procurement contracts above a specified value). The 
reference in paragraph (3) to stipulation of the approval requirement in the solicitation documents is 
included to give a clear statement of the role of the solicitation documents in giving notice to suppliers 
or contractors of formalities required for entry into force of the procurement contract. The requirement 
that the solicitation documents disclose the estimated period of time required to obtain the approval and 
the provision that a failure to obtain the approval within the estimated time should not be deemed to 
extend the validity period of the successful tender or of any tender security are designed to establish a 
balance taking into account the rights and obligations of suppliers and contractors. They are designed in 
particular to exclude the possibility that a selected supplier or contractor would remain committed to the 
procuring entity for a potentially indefinite period of time with no assurance of the eventual entry into 



force of the procurement contract. 

5. The rationale behind linking entry into force of the procurement contract to dispatch rather than to 
receipt of the notice of acceptance is that the former approach is more appropriate to the particular 
circumstances of tendering proceedings. In order to bind the supplier or contractor to a procurement 
contract, including to obligate it to sign any written procurement contract, the procuring entity has to 
give notice of acceptance while the tender is in force. Under the "receipt" approach, if the notice was 
properly transmitted, but the transmission was delayed, lost or misdirected owing to no fault of the 
procuring entity, so that the notice was not received before the expiry of the period of effectiveness of 
the tender, the procuring entity would lose its right to bind the supplier or contractor. Under the 
"dispatch" approach, that right of the procuring entity is preserved. In the event of a delay, loss or 
misdirection of the notice, the supplier or contractor might not learn before the expiration of the validity 
period of its tender that the tender had been accepted; but in most cases that consequence would be less 
severe than the loss of the right of the procuring entity to bind the supplier or contractor. 

6. In order to promote the objectives of good procurement practice, paragraph (5) makes it clear that, in 
the event that the supplier or contractor whose tender the procuring entity has selected fails to sign a 
procurement contract in accordance with paragraph (2), the selection of another tender from among the 
remaining tenders must be in accordance with the provisions normally applicable to the selection of 
tenders, subject to the right of the procuring entity to reject all tenders. 

 

CHAPTER IV. PRINCIPAL METHOD FOR PROCUREMENT OF SERVICES

This chapter presents the procurement method normally to be used in procurement of services. Since, as 
noted in paragraph 11 of section I of the Guide, the main difference between procurement of goods and 
construction and procurement of services is in the evaluation and selection process, the features of 
chapter IV that differ most markedly from tendering are to be found in articles 42, 43 and 44 on the 
selection procedures. Otherwise, the articles in this chapter, for example on solicitation of proposals and 
on contents of the request for proposals, generally parallel provisions on analogous points in chapter III, 
on tendering proceedings. This is because tendering and the principal method for procurement of 
services are the methods to be used in the bulk of procurement and, as such, are designed to maximize 
economy and efficiency in procurement and promote the other objectives set forth in the Preamble.

Article 37. Notice of solicitation of proposals

1. In line with the objective of the Model Law of fostering competition in procurement, and since the 
principal method for procurement of services is the one typically to be used, article 37 is aimed at 
ensuring that as many suppliers and contractors as possible get the opportunity to become aware of the 
procurement proceedings and to express their interest in participating. As is the case also in tendering 
proceedings, this is achieved by providing that the notice seeking expressions of interest should be 



publicized widely. 

2. However, recognizing that in certain instances generally parallel to those reflected in the conditions 
for use of restricted tendering (article 20), the requirement of open solicitation might be unwarranted or 
might defeat the objectives of economy and efficiency, paragraph (3) sets out those cases where the 
procuring entity may engage in direct solicitation. The enacting State may wish to establish in the 
procurement regulations the value threshold below which procuring entities need not, in accordance with 
paragraphs (2) and (3) of the article, resort to open solicitation. The level at which the threshold would 
be set for services might be lower than the level at which it would be set for goods and construction. In 
deciding to engage in direct solicitation, the procuring entity should give consideration as to whether it 
will reject any unsolicited proposals or as to the manner in which it would consider any such proposals.

Article 38. Contents of requests for proposals for services

1. Article 38 contains a list of the minimum information that should be contained in the request for 
proposals in order to assist the suppliers or contractors in preparing their proposals and to enable the 
procuring entity to compare the proposals on an equal basis. In view of the predominant role of the 
principal method for procurement of services, article 38 is largely parallel in level of detail and in 
substance to the provisions on the required contents of solicitation documents in tendering proceedings 
(article 27).

2. Paragraphs (g) and (h) reflect the fact that, in many instances of procurement of services, the full 
nature and characteristics of the services to be procured might not be known to the procuring entity. 
Since, as discussed in paragraph 11 of section I of the Guide, the proposal price might not always be a 
relevant criterion in the procurement of services, paragraphs (j) and (k) are only applicable if price is a 
relevant criterion in the selection process.

Article 39. Criteria for the evaluation of proposals

1. Article 39 sets out the permissible range of criteria that the procuring entity may apply in evaluating 
the proposals. As is the case elsewhere in the Model Law where such types of criteria are listed, for 
example, article 48(3), the procuring entity is not required necessarily to apply each of the criteria in 
every instance of procurement. In the interests of transparency, however, the procuring entity is to apply 
the same criteria to all proposals in a given procurement proceeding and it is precluded from applying 
criteria that have not been predisclosed to the suppliers or contractors in the request for proposals.

2. In reflecting the importance of the skill and expertise of the suppliers and contractors in the bulk of 
the cases of procurement of services, paragraph (1)(a) lists as one of the criteria the qualifications and 
abilities of the personnel who will be involved in providing the services. This criterion would be 
particularly relevant in the procurement of those services that require a high degree of personal skill and 
knowledge on the part of the service providers, for example, in an engineering consultancy contract. By 
establishing the effectiveness of the proposal in meeting the needs of the procuring entity as one of the 



possible criteria, paragraph (1)(b) enables the procuring entity to disregard a proposal that has been 
inflated with regard to technical and quality aspects beyond what is required by the procuring entity in 
an attempt to obtain a high ranking in the selection process, thereby artificially attempting to put the 
procuring entity in the position of having to negotiate with the proponent of the inflated proposal.

3. Paragraphs (1) (d) and (e), and (2), are similar to provisions applicable to tendering by way of article 
34(4)(c)(iii) and (iv), and (d). The comments in the Guide on those provisions in the context of tendering 
(see paragraphs 3 to 6 of the comments on article 34) are therefore relevant to article 39.

Article 40. Clarification and modification of requests for proposals

Article 40 mirrors the provisions of article 28 on the analogous matter in the context of tendering and the 
comments in the Guide on article 28 are thus relevant to article 40.

Article 41. Choice of selection procedure

1. In articles 42, 43 and 44, three procedures for selecting the successful proposal are provided so as to 
enable the procuring entity, within the context of a proceeding under chapter IV, to utilize a procedure 
that best suits the particular requirements and circumstances of each given case. The choice of a 
particular selection procedure is largely dependent on the type of service being procured and the main 
factors that will be taken into account in the selection process, in particular, whether the procuring entity 
wishes to hold negotiations with suppliers and contractors, and if so, at which stage in the selection 
process. For example, if the services to be procured are of fairly standard nature where no great personal 
skill and expertise is required, the procuring entity may wish to resort to the selection procedure under 
article 42, which is more price oriented and which, like tendering, does not involve negotiations. On the 
other hand, in particular for services of a complex nature in which the personal skill and expertise of the 
supplier or contractor are crucial considerations, the procuring entity may wish to resort to one of the 
procedures in articles 43 or 44, since they permit greater emphasis to be placed on those selection 
criteria and provide for negotiation. 

2. Paragraph (3) makes allowance for the use of an external and impartial panel of experts in the 
selection process, a procedure that is sometimes used by procuring entities, particularly in the 
adjudication of design contests or in procurement of services with a high artistic or aesthetic content. 
Enacting States using such panels may wish to provide further rules in the procurement regulations, with 
regard, for example, to any distinctions that would have to be drawn between panels whose role was 
merely advisory, panels whose role was limited to the aesthetic and artistic aspects of the proposals and 
panels empowered to make decisions that would bind the procuring entity.

Article 42. Selection procedure without negotiation

As mentioned above, the procedure provided for under this article may be more compatible with the 
procurement of services that are of a relatively non-complex nature where the price rather than the 



personal skill and expertise of the suppliers or contractors is the dominant consideration and the 
procuring entity does not wish to negotiate. However, to ensure that the suppliers and contractors 
possess sufficient competence and expertise to perform the procurement contract, the Model Law 
provides that the procuring entity should establish a threshold level by which to measure the non-price 
aspects of the proposals. If this threshold is set at a sufficiently high level, then all the suppliers or 
contractors whose proposals attain a rating at or above the threshold can in all probability provide the 
services at a more or less equivalent level of competence. This allows the procuring entity to be more 
secure in selecting the winning proposal on the basis of price alone in accordance with paragraph (2)(a), 
or, in accordance with paragraph (2)(b), on the basis of the best combined evaluation of price and non-
price aspects. 

Article 43. Selection procedure with simultaneous negotiations

Article 43 sets forth a selection procedure that is akin to the evaluation procedures for the request for 
proposals method under article 48. It is therefore best suited in those circumstances where the procuring 
entity seeks various proposals on how best to meet its procurement needs. By allowing for early 
negotiations with all suppliers or contractors, the procuring entity is able to clarify better what its needs 
are, which can be taken into account by suppliers or contractors when preparing their "best and final 
offers". Paragraph (3) has been included in order to ensure that the price of the proposal is not given 
undue weight in the evaluation process to the detriment of the evaluation of the technical and other 
aspects of the proposal, including the evaluation of the competence of those who will be involved in 
providing the services.

Article 44. Selection procedure with consecutive negotiations

A third procedure for selecting the successful proposal, one that also involves negotiations, and which 
traditionally has been widely used in particular in procurement of intellectual services, is set forth in 
article 44. In this procedure, the procuring entity sets a threshold on the basis of the quality and technical 
aspects of the proposals, and then ranks those proposals that are rated above the threshold, ensuring that 
the suppliers or contractors with whom it will negotiate are capable of providing the services required. 
The procuring entity then holds negotiations with those suppliers or contractors, one at a time, starting 
with the supplier or contractor that was ranked highest, proceeding on the basis of their ranking until it 
concludes a procurement contract with one of them. These negotiations are aimed at ensuring that the 
procuring entity obtains a fair and reasonable price for the services to be provided. The rationale for not 
providing the procuring entity with the ability to reopen negotiations with suppliers or contractors with 
whom it had already terminated negotiations is to avoid open-ended negotiations which could lead to 
abuse and cause unnecessary delay. However, although this has the benefit of imposing a measure of 
discipline in the procurement, it denies the procuring entity the opportunity to reconsider a proposal that 
subsequent negotiations with suppliers or contractors at a later stage would show to have been more 
favourable. Nevertheless, the procuring entity may find such a negotiation procedure, although it does 
not emphasize price competition, appealing in some cases, such as the procurement of architectural and 
engineering services where considerations of technical quality are particularly important.



Article 45. Confidentiality

Article 45 is included because, in order to prevent abuse of the selection procedures and to promote 
confidence in the procurement process, it is important that confidentiality be observed by all parties, 
especially where negotiations are involved. Such confidentiality is important in particular to protect any 
trade or other information that suppliers or contractors might include in their proposals and that they 
would not wish to be made known to their competitors.

 

CHAPTER V. PROCEDURES FOR ALTERNATIVE METHODS OF PROCUREMENT

1. Articles 46 to 51 present procedures to be used for the methods of procurement other than tendering 
or other than the principal method for procurement of services. As noted in paragraphs 18 and 19 of 
section I of the Guide, as well as in comment 1 on article 19, there is an overlap in the conditions for use 
of two-stage tendering, request for proposals and competitive negotiation, and enacting States might not 
wish to enact in their procurement laws each of those three methods. The decision as to which of those 
methods to enact will therefore determine which of articles 46 (procedures for two-stage tendering), 48 
(procedures for request for proposals) and 49 (procedures for competitive negotiation) will be retained.

2. With respect to request for proposals, competitive negotiation, request for quotations and single-
source procurement, chapter V does not provide as full a procedural framework as chapter III does with 
respect to tendering proceedings (as well as two-stage tendering and restricted tendering), and as chapter 
IV does with respect to the principal method for procurement of services. This is mainly because the 
methods of procurement in chapter V involve more procedural flexibility than do tendering or the 
principal method of procurement of services. Some of the questions that for tendering, as well as for two-
stage tendering and restricted tendering, are answered definitively in the Model Law (e.g., entry into 
force of the procurement contract) may be answered for those other methods of procurement in other 
bodies of the applicable law, which procuring entities will generally want to be the law of the State of 
the procuring entity. Where the applicable law is the United Nations Convention on Contracts for the 
International Sale of Goods, matters such as the formation of contract will be subject to the 
internationally uniform rules contained in the Convention. An enacting State may consider it useful to 
incorporate into the procurement law some of those solutions from other bodies of applicable law, as 
well as to supplement chapter V with rules in the procurement regulations. It should also be noted that 
chapters I and VI are generally applicable to all the methods of procurement.

Article 46. Two-stage tendering

The rationale behind the two-stage procedure used in this method of procurement is to combine two 
elements: the flexibility afforded to the procuring entity in the first stage by the ability to negotiate with 
suppliers or contractors in order to arrive at a final set of specifications for what is to be procured, and, 
in the second stage, the high degree of objectivity and competition provided by tendering proceedings 



under chapter III. The general thrust of the provisions of article 46, which establish the specific 
procedures that distinguish two-stage tendering from ordinary tendering proceedings, has been noted in 
paragraph 20 of section I of the Guide. They include the requirement in paragraph (4) that the procuring 
entity should notify all suppliers or contractors remaining for the second stage of any changes made to 
the original specifications and should permit suppliers or contractors to forgo submitting a final tender 
without forfeiture of any tender security that may have been required for entry into the first stage. The 
latter provision is necessary to make the two-stage procedure hospitable to participation by suppliers or 
contractors since, upon the deadline for submission of tenders in the first stage, the suppliers or 
contractors cannot be expected to know what the specifications will be for the second stage. 

Article 47. Restricted tendering

1. As noted in comment 2 on article 20, article 47 sets forth solicitation requirements designed to ensure 
that, in the case of resort to restricted tendering on the grounds referred to in article 20(a), tenders are 
solicited from all suppliers or contractors from whom the goods, construction or services to be procured 
are available, and, in the case of resort to restricted tendering on the grounds referred to in article 20(b), 
from a sufficient number of suppliers or contractors to ensure effective competition. Incorporation of 
those solicitation requirements is an important safeguard to ensure that the use of restricted tendering 
does not subvert the objective of the Model Law of promoting competition. 

2. Paragraph (2) promotes transparency and accountability as regards the decision to use restricted 
tendering by requiring publication of a notice of the restricted tendering in a publication to be specified 
by the enacting State in its procurement law. Also relevant in this regard is the generally applicable rule 
in article 18(4) that the procuring entity include in the record of procurement proceedings a statement of 
the grounds and circumstances relied upon to justify the selection of one of the alternative methods of 
procurement provided for under chapter V. 

3. The function of paragraph (3) is to provide that, beyond the specific procedures set forth in paragraphs 
(1) and (2), the procedures to be applied in restricted tendering are those normally applied to tendering 
proceedings, with the exception of article 24.

Article 48. Request for proposals

1. While request for proposals is a method in which the procuring entity typically solicits proposals from 
a limited number of suppliers or contractors, article 48 contains provisions designed to ensure that a 
sufficient number of suppliers or contractors have an opportunity to express their interest in participating 
in the proceedings and that a sufficient number actually do participate so as to foster adequate 
competition. In that regard, paragraph (1) requires the procuring entity to solicit proposals from as many 
suppliers or contractors as practicable, but from a minimum of three if possible. The companion 
provision in paragraph (2) is designed to potentially widen participation by requiring the procuring 
entity, unless this is not desirable on the grounds of economy and efficiency, to publish in a publication 
of international circulation a notice seeking expressions of interest in participating in the request-for-



proposals proceedings. In order to protect the procurement proceedings from inordinate delays that 
might result if the procuring entity were obligated to admit all suppliers or contractors that responded to 
such a notice, publication of the notice does not confer any rights on suppliers or contractors. 

2. The procurement regulations may set forth further rules for the procuring entity in this type of a notice 
procedure. For example, the practice in some countries is that a request for proposals is sent as a general 
rule to all suppliers or contractors that respond to the notice, unless the procuring entity decides that it 
wishes to send the request for proposals only to a limited number of suppliers or contractors. The 
rationale behind such an approach is that those suppliers or contractors that expressed an interest should 
be given an opportunity to submit proposals and that the number asked to submit proposals should be 
limited only when important administrative reasons can be established. A countervailing consideration is 
that, while the wider notification procedure should not be foregone casually, such a procedure might 
create an extra burden for the procuring entity at a time when it is already busy. 

3. The remainder of article 48 sets forth the essential elements of request-for-proposals proceedings as 
regards the evaluation and comparison of proposals and the selection of the winning proposal. They are 
designed to maximize transparency and fairness in competition, and objectivity in the comparison and 
evaluation of proposals. 

4. The relative managerial and technical competence of the supplier or contractor is included in 
paragraph 3(a) as a possible evaluation factor since the procuring entity might feel more, or less, 
confident in the ability of one particular supplier or contractor than in that of another to implement the 
proposal. This provision should be distinguished from the authority granted to the procuring entity by 
virtue of article 6 not to evaluate or pursue the proposals of suppliers or contractors deemed unreliable or 
incompetent. 

5. The "best and final offer" procedure required by paragraph (8) is intended to maximize competition 
and transparency by providing for a culminating date by which suppliers or contractors are to make their 
best and final offers. That procedure puts an end to the negotiations and freezes all the specifications and 
contract terms offered by suppliers and contractors so as to restrict the undesirable situation in which the 
procuring entity uses the price offer made by one supplier or contractor to pressure another supplier or 
contractor to lower its price. Otherwise, in anticipation of such pressure, suppliers or contractors may be 
led to raise their initial prices.

Article 49. Competitive negotiation

1. Article 49 is a relatively short provision since, subject to the applicable general provisions and rules 
set forth in the Model Law and in the procurement regulations, and subject to any rules of other bodies 
of applicable law, the procuring entity may organize and conduct the negotiations as it sees fit. Those 
rules that are set forth in the present article are intended to allow that freedom to the procuring entity 
while attempting to foster competition in the proceedings and objectivity in the selection and evaluation 
process, in particular by providing in paragraph (4) that the procuring entity should, at the end of the 



negotiations, request suppliers or contractors to submit best and final offers, on the basis of which the 
successful offer is to be selected. 

2. The enacting State may wish to require in the procurement regulations that the procuring entity take 
steps such as the following: establish basic rules and procedures relating to the conduct of the 
negotiations in order to help ensure that they proceed in an efficient manner; prepare various documents 
to serve as a basis for the negotiations, including documents setting forth the desired technical 
characteristics of the goods or construction to be procured, or a description of the nature of services to be 
procured, and the desired contractual terms and conditions; and request the suppliers or contractors with 
whom it negotiates to itemize their prices so as to assist the procuring entity in comparing what is being 
offered by one supplier or contractor during the negotiations with offers from the other suppliers or 
contractors. 

Article 50. Request for quotations

It is important to include in a procurement law minimum procedural requirements for request for 
quotations of the type set forth in the Model Law. They are designed to foster an adequate level and 
quality of competition. With respect to the requirement in paragraph (1) that suppliers from whom 
quotations are requested should be informed as to the charges to be included in the quotation, the 
procuring entity may wish to consider using recognized trade terms, in particular INCOTERMS.

Article 51. Single-source procurement

The Model Law does not prescribe procedures to be followed specifically in single-source procurement. 
This is because single-source procurement is subject to very exceptional conditions of use and involves a 
sole supplier or contractor, thus making the procedure essentially a contract negotiation which it would 
not be appropriate for the Model Law to specifically regulate. It may be noted, however, that the 
provisions of chapter I would be generally applicable to single-source procurement, including article 11 
on record requirements and article 14 on publication of notices of procurement contract awards. 

 

CHAPTER VI. REVIEW

1. An effective means to review acts and decisions of the procuring entity and procedures followed by 
the procuring entity is essential to ensure the proper functioning of the procurement system and to 
promote confidence in that system. Chapter VI of the Model Law sets forth provisions establishing a 
right to review and governing its exercise. 

2. It is recognized that there exist in most States mechanisms and procedures for review of acts of 
administrative organs and other public entities. In some States, review mechanisms and procedures have 
been established specifically for disputes arising in the context of procurement by those organs and 



entities. In other States, those disputes are dealt with by means of the general mechanisms and 
procedures for review of administrative acts. Certain important aspects of proceedings for review, such 
as the forum where review may be sought and the remedies that may be granted, are related to 
fundamental conceptual and structural aspects of the legal system and system of State administration in 
every country. Many legal systems provide for review of acts of administrative organs and other public 
entities before an administrative body that exercises hierarchical authority or control over the organ or 
entity (hereinafter referred to as "hierarchical administrative review"). In legal systems that provide for 
hierarchical administrative review, the question of which body or bodies are to exercise that function in 
respect of acts of particular organs or entities depends largely on the structure of the State 
administration. In the context of procurement, for example, some States provide for review by a body 
that exercises overall supervision and control over procurement in the State (e.g., a central procurement 
board); in other States the review function is performed by the body that exercises financial control and 
oversight over operations of the Government and of the public administration. Some States provide for 
review by the Head of State in certain cases.

3. In some States, the review function in respect of particular types of cases involving administrative 
organs or other public entities is performed by specialized independent administrative bodies whose 
competence is sometimes referred to as "quasi-judicial". Those bodies are not, however, considered in 
those States to be courts within the judicial system.

4. Many national legal systems provide for judicial review of acts of administrative organs and public 
entities. In several of those legal systems judicial review is provided in addition to administrative 
review, while in other systems only judicial review is provided. Some legal systems provide only 
administrative review, and not judicial review. In some legal systems where both administrative and 
judicial review is provided, judicial review may be sought only after opportunities for administrative 
review have been exhausted; in other systems the two means of review are available as options.

5. In view of the above, and in order to avoid impinging upon fundamental conceptual and structural 
aspects of legal systems and systems of State administration, the provisions in chapter VI are of a more 
skeletal nature than other sections of the Model Law. As indicated in the asterisk footnote in the Model 
Law at the head of chapter VI, some States may wish to incorporate the articles on review without 
change or with only minimal changes, while other States might not see fit, to one degree or another, to 
incorporate those articles. In the latter cases, the articles on review may be used to measure the adequacy 
of existing review procedures.

6. In order to enable the provisions to be accommodated within the widely differing conceptual and 
structural frameworks of legal systems throughout the world, only basic features of the right of review 
and its exercise are dealt with. Procurement regulations to be formulated by an enacting State might 
include more detailed rules concerning matters that are not dealt with by the Model Law or by other 
legal rules in the State. In some cases, alternative approaches to the treatment of particular issues have 
been presented. 



7. Chapter VI does not deal with the possibility of dispute resolution through arbitration, since the use of 
arbitration in the context of procurement proceedings is relatively infrequent. Nevertheless, the Model 
Law does not intend to suggest that the procuring entity and the supplier or contractor are precluded 
from submitting to arbitration, in appropriate circumstances, a dispute relating to the procedures in the 
Model Law.

Article 52. Right to review

1. The purpose of article 52 is to establish the basic right to obtain review. Under paragraph (1), the right 
to review appertains only to suppliers and contractors, and not to members of the general public. 
Subcontractors have been intentionally omitted from the ambit of the right to review provided for in the 
Model Law. This limitation is designed to avoid an excessive degree of disruption, which might impact 
negatively on the economy and efficiency of public purchasing. The article does not deal with the 
capacity of the supplier or contractor to seek review or with the nature or degree of interest or detriment 
that is required to be claimed for a supplier or contractor to be able to seek review. Those and other 
issues are left to be resolved in accordance with the relevant legal rules in the enacting State. 

2. The reference in paragraph (1) to article 57 has been placed within square brackets because the article 
number will depend on whether or not the enacting State provides for hierarchical administrative review 
(see comment 1 on article 54).

3. Not all of the provisions of the Model Law impose obligations which, if unfulfilled by the procuring 
entity, give rise under the Model Law to a right to review. Paragraph (2) provides that certain types of 
actions and decisions by the procuring entity which involve an exercise of discretion are not subject to 
the right of review provided for in paragraph (1). The exemption of certain acts and decisions is based 
on a distinction between, on the one hand, requirements and duties imposed on the procuring entity that 
are directed to its relationship with suppliers and contractors and that are intended to constitute legal 
obligations towards suppliers and contractors, and, on the other hand, other requirements that are 
regarded as being only "internal" to the administration, that are aimed at the general public interest, or 
that for other reasons are not intended to constitute legal obligations of the procuring entity towards 
suppliers and contractors. The right to review is generally restricted to cases where the first type of 
requirement is violated by the procuring entity. (See also comment 2 on article 30.)

Article 53. Review by procuring entity (or by approving authority)

1. The purpose of providing for first-instance review by the head of the procuring entity (or of the 
approving authority) is essentially to enable that officer to correct defective acts, decisions or 
procedures. Such an approach can avoid unnecessarily burdening higher levels of review and the 
judiciary with cases that might have been resolved by the parties at an earlier, less disruptive stage. 
References to the approving authority in paragraph (1), as well as elsewhere in article 53 and the other 
articles on review, have been placed in parentheses since they may not be relevant to all enacting States 
(see paragraph 28 of section I of the Guide).



2. The policy rationale behind requiring initiation of review before the procuring entity or the approving 
authority only if the procurement contract has not yet entered into force is that, once the procurement 
contract has entered into force, there are limited corrective measures that the head of the procuring entity 
or of the approving authority could usefully require. The latter cases might better fall within the purview 
of hierarchical administrative review or judicial review. 

3. The purpose of the time limit in paragraph (2) is to ensure that grievances are promptly filed so as to 
avoid unnecessary delays and disruption in the procurement proceedings at a later stage. Paragraph (2) 
does not define the notion of "days" (i.e., whether calendar or working days) since most States have 
enacted interpretation acts that would provide a definition. 

4. Paragraph (3) is a companion provision to paragraph (1), providing that, for the reasons referred to in 
comment 2 on the present article, the head of the procuring entity or of the approving authority need not 
entertain a complaint, or continue to entertain a complaint, once the procurement contract has entered 
into force. 

5. Paragraph (4)(b) leaves it to the head of the procuring entity or of the approving authority to 
determine what corrective measures would be appropriate in each case (subject to any rules on that 
matter contained in the procurement regulations; see also comment 7 on the present article). Possible 
corrective measures might include the following: requiring the procuring entity to rectify the 
procurement proceedings so as to be in conformity with the procurement law, the procurement 
regulations or other applicable rule of law; if a decision has been made to accept a particular tender and 
it is shown that another tender should be accepted, requiring the procuring entity not to issue the notice 
of acceptance to the initially chosen supplier or contractor, but instead to accept that other tender; or 
terminating the procurement proceedings and ordering new proceedings to be commenced. 

6. An enacting State should take the following action with respect to the references within square 
brackets in paragraphs (5) and (6) to article "54 or 57". If the enacting State provides judicial review but 
not hierarchical administrative review (see comment 1 on article 54), the reference should be only to the 
article appearing in this Model Law as article 57. If the enacting State provides both forms of review but 
requires the supplier or contractor submitting the complaint to exhaust the right to hierarchical 
administrative review before seeking judicial review, the reference should be only to article 54. If the 
enacting State provides both forms of review but does not require the right to hierarchical administrative 
review to be exhausted before seeking judicial review, the reference should be to "article 54 or 57".

7. Certain additional rules applicable to review proceedings under this article are set forth in article 55. 
Furthermore, the enacting State may include in the procurement regulations detailed rules concerning 
the procedural requirements to be met by a supplier or contractor in order to initiate the review 
proceedings. For example, such regulations could clarify whether a succinct statement made by telex, 
with evidence to be submitted later, would be regarded as sufficient. The procurement regulations may 
also include detailed rules concerning the conduct of review proceedings under this article (e.g., 
concerning the right of suppliers or contractors participating in the procurement proceedings, other than 



the party submitting the complaint, to participate in the review proceedings (see article 55); the 
submission of evidence; the conduct of the review proceedings; and the corrective measures that the 
head of the procuring entity or of the approving authority may require the procuring entity to take).

8. Review proceedings under this article should be designed to provide an expeditious disposition of the 
complaint. If the complaint cannot be disposed of expeditiously, the proceedings should not unduly 
delay the institution of proceedings for hierarchical administrative review or judicial review. To that 
end, paragraph (4) provides a thirty-day deadline for the issuance by the procuring entity (or by the 
approving authority) of a decision on the complaint; in the absence of a decision, paragraph (5) entitles 
the supplier or contractor that submitted the complaint to initiate administrative review under article 54 
or, if such review is not available in the enacting State, judicial review under article 57. 

Article 54. Administrative review

1. States where hierarchical administrative review of administrative actions, decisions and procedures is 
not a feature of the legal system might choose to omit this article and provide only for judicial review 
(article 57).

2. In some legal systems that provide for both hierarchical administrative review and judicial review, 
proceedings for judicial review may be instituted while administrative review proceedings are still 
pending, or vice versa, and rules are provided as to whether or not, or the extent to which, the judicial 
review proceedings supplant the administrative review proceedings. If the legal system of an enacting 
State that provides both means of review does not have such rules, the State may wish to establish them 
by law or by regulation. 

3. An enacting State that wishes to provide for hierarchical administrative review but that does not 
already have a mechanism for such review in procurement matters should vest the review function in a 
relevant administrative body. The function may be vested in an appropriate existing body or in a new 
body created by the enacting State. The body may, for example, be one that exercises overall supervision 
and control over procurement in the State (e.g., a central procurement board), a relevant body whose 
competence is not restricted to procurement matters (e.g., the body that exercises financial control and 
oversight over the operations of the Government and of the public administration (the scope of the 
review should not, however, be restricted to financial control and oversight)), or a special administrative 
body whose competence is exclusively to resolve disputes in procurement matters, such as a 
"procurement review board". It is important that the body exercising the review function be independent 
of the procuring entity. In addition, if the administrative body is one that, under the Model Law as 
enacted in the State, is to approve certain actions or decisions of, or procedures followed by, the 
procuring entity, care should be taken to ensure that the section of the body that is to exercise the review 
function is independent of the section that is to exercise the approval function.

4. While paragraph (1)(a) establishes time limits for the commencement of administrative review actions 
with reference to the point of time when the complainant became aware of the circumstances in 



question, the Model Law leaves to the applicable law the question of any absolute limitation period for 
the commencement of review. 

5. The suppliers and contractors entitled to institute proceedings under paragraph (1)(d) are not restricted 
to suppliers or contractors who participated in the proceedings before the head of the procuring entity or 
of the approving authority (see article 54(2)), but include any other suppliers or contractors claiming to 
be adversely affected by a decision of the head of the procuring entity or of the approving authority.

6. The requirement in paragraph (2) is included so as to enable the procuring entity or the approving 
authority to carry out its obligation under article 55(1) to notify all suppliers or contractors of the filing 
of a petition for review. 

7. With respect to paragraph (3), the means by which the supplier or contractor submitting the complaint 
establishes its entitlement to a remedy depends upon the substantive and procedural law applicable in the 
review proceedings.

8. Differences exist among national legal systems with respect to the nature of the remedies that bodies 
exercising hierarchical administrative review are competent to grant. In enacting the Model Law, a State 
may include all of the remedies listed in paragraph (3), or only those remedies that an administrative 
body would normally be competent to grant in the legal system of that State. If in a particular legal 
system an administrative body can grant certain remedies that are not already set forth in paragraph (3), 
those remedies may be added to the paragraph. The paragraph should list all of the remedies that the 
administrative body may grant. The approach of the present article, which specifies the remedies that the 
hierarchical administrative body may grant, contrasts with the more flexible approach taken with respect 
to the corrective measures that the head of the procuring entity or of the approving authority may require 
(article 53(4)(b)). The policy underlying the approach in article 53(4)(b) is that the head of the procuring 
entity or of the approving authority should be able to take whatever steps are necessary in order to 
correct an irregularity committed by the procuring entity itself or approved by the approving authority. 
Hierarchical administrative authorities exercising review functions are, in some legal systems, subject to 
more formalistic and restrictive rules with respect to the remedies that they can grant, and the approach 
taken in article 54(3) seeks to avoid impinging on those rules.

9. Optional language is included in the chapeau of paragraph (3) in order to accommodate those States 
where review bodies do not have the power to grant the remedies listed in paragraph (3) but can make 
recommendations. 

10. With respect to the types of losses in respect of which compensation may be required, paragraph (3)
(f) sets forth two alternatives for the consideration of the enacting State. Under Option I, compensation 
may be required in respect of any reasonable costs incurred by the supplier or contractor submitting the 
complaint in connection with the procurement proceedings as a result of the unlawful act, decision or 
procedure. Those costs do not include profit lost because of non-acceptance of a tender, proposal, offer 
or quotation of the supplier or contractor submitting the complaint. The types of losses that are 



compensable under Option II are broader than those under Option I, and might include lost profit in 
appropriate cases. 

11. If the procurement proceedings are terminated pursuant to paragraph (3)(g), the procuring entity may 
institute new procurement proceedings. 

12. There may be cases in which it would be appropriate for a procurement contract that has entered into 
force to be annulled. This might be the case, for example, where a contract was awarded to a particular 
supplier or contractor as a result of fraud. However, as annulment of procurement contracts may be 
particularly disruptive of the procurement process and might not be in the public interest, it has not been 
provided for in the Model Law itself. Nevertheless, the lack of provisions on annulment in the Model 
Law does not preclude the availability of annulment under other bodies of law. Instances in which 
annulment would be appropriate are likely to be adequately dealt with by the applicable contract, 
administrative or criminal law. 

13. If detailed rules concerning proceedings for hierarchical administrative review do not already exist in 
the enacting State, the State may provide such rules by law or in the procurement regulations. Rules may 
be provided, for example, concerning: the right of suppliers and contractors, other than the one 
instituting the review proceedings, to participate in the review proceedings (see article 55(2)); the burden 
of proof; the submission of evidence; and the conduct of the review proceedings. 

14. The overall period of 30 days imposed by paragraph (4) may have to be adjusted in countries in 
which administrative proceedings take the form of quasi-judicial proceedings involving hearings or 
other lengthy procedures. In such countries the difficulties raised by the limitation can be treated in the 
light of the optional character of article 54. 

Article 55. Certain rules applicable to review proceedings under article 53 [and 54]

1. This article applies only to review proceedings before the head of the procuring entity or of the 
approving authority, and before a hierarchical administrative body, but not to judicial review 
proceedings. There exist in many States rules concerning the matters addressed in this article. 

2. References within square brackets in the heading and text of this article to article 54 and to the 
administrative body should be omitted by enacting States that do not provide for hierarchical 
administrative review.

3. The purpose of paragraphs (1) and (2) of this article is to make suppliers or contractors aware that a 
complaint has been submitted concerning procurement proceedings in which they have participated or 
are participating and to enable them to take steps to protect their interests. Those steps may include 
intervention in the review proceedings under paragraph (2), and other steps that may be provided for 
under applicable legal rules. The possibility of broader participation in the review proceedings is 
provided since it is in the interest of the procuring entity to have complaints aired and information 



brought to its attention as early as possible. 

4. While paragraph (2) establishes a fairly broad right of suppliers and contractors to participate in 
review proceedings that they have not themselves generated, the Model Law does not provide detailed 
guidance as to the extent of the participation to be allowed to such third parties (e.g., whether the 
participation of such third parties would be at a full level, including the right to submit statements). 
Enacting States may have to ascertain whether there is a need in their jurisdictions for establishing rules 
to govern such issues. 

5. In paragraph (3), the words "any other supplier or contractor or governmental authority that has 
participated in the review proceedings" refer to suppliers or contractors participating pursuant to 
paragraph (2) and to governmental authorities such as approving authorities.

Article 56. Suspension of procurement proceedings

1. An automatic suspension approach (i.e., suspension of the procurement proceedings triggered by the 
mere filing of a complaint) is followed in the procurement laws of some countries. The purpose of 
suspension is to enable the rights of the supplier or contractor instituting review proceedings to be 
preserved pending the disposition of those proceedings. Without a suspension, a supplier or contractor 
submitting a complaint might not have sufficient time to seek and obtain interim relief. In particular, it 
will usually be important for the supplier or contractor to avoid the entry into force of the procurement 
contract pending disposition of the review proceedings and, if an entitlement to interim relief would 
have to be established, there might not be sufficient time to do so and still avoid entry into force of the 
contract (e.g., where the procurement proceedings are in their final stages). With an automatic 
suspension approach, there is a greater possibility of settlement of complaints at a lower level, short of 
judicial intervention, thus fostering more economical and efficient dispute settlement. At the same time, 
the disadvantage of an automatic suspension approach is that it would increase the extent to which the 
review procedures would result in disruption and delay in the procurement process, thus affecting the 
operations of the procuring entity. 

2. The approach taken in article 56 with regard to suspension is designed to strike a balance between the 
right of the supplier or contractor to have a complaint reviewed and the need of the procuring entity to 
conclude a contract in an economic and efficient way, without undue disruption and delay of the 
procurement process. In the first place, in order to limit the unnecessary triggering of a suspension, the 
suspension provided for in article 56 is not automatic, but is subject to the fulfillment of the conditions 
set forth in paragraph (1). The requirements set forth in paragraph (1) as to the declaration to be made by 
a supplier or contractor in applying for a suspension are not intended to involve an adversarial or 
evidentiary process as this would run counter to the objective of a swift triggering of a suspension upon 
timely filing of a complaint. Rather, what is involved is an ex parte process based on the affirmation by 
the complainant of the existence of certain circumstances, circumstances of the type that must be alleged 
in many legal systems in order to obtain preliminary relief. The requirement that the complaint not be 
frivolous is included since, even in the context of ex parte proceedings, the reviewing body should be 



enabled to look on the face of the complaint to reject frivolous complaints. 

3. In order to mitigate the potentially disruptive effect of a suspension, only a short initial suspension of 
seven days may be triggered through the fairly simple procedure envisaged in article 56. This short 
initial suspension is intended to permit the procuring entity or other reviewing administrative body to 
assess the merits of the complaint and to determine whether a prolongation of the initial suspension 
under paragraph (3) would be warranted. The potential for disruption is further limited by the overall 
thirty-day cap on the total length of the suspension in accordance with paragraph (3). Furthermore, 
paragraph (4) allows avoidance of the suspension in exceptional circumstances if the procuring entity 
certifies that urgent public interest considerations require the procurement to proceed without delay, for 
example, when the procurement involves goods needed urgently at the site of a natural disaster. 

4. Paragraph (2) provides for the suspension for a period of seven days of a procurement contract that 
has already entered into force in the event that a complaint is submitted in accordance with article 54 
and meets the requirements of paragraph (1). This suspension can also be avoided under paragraph (4) 
and, as noted above, is subject to extension up to a thirty-day total period under paragraph (3). 

5. Since, beyond what is contained in article 57, the Model Law does not deal with judicial review, 
article 56 does not purport to address the question of court-ordered suspension, which may be available 
under the applicable law.

Article 57. Judicial review

The purpose of this article is not to limit or to displace the right to judicial review that might be available 
under other applicable law. Rather, its purpose is merely to confirm the right and to confer jurisdiction 
on the specified court or courts over petitions for review commenced pursuant to article 52. This 
includes appeals against decisions of review bodies pursuant to articles 53 and 54, as well as against 
failures by those review bodies to act. The procedural and other aspects of the judicial proceedings, 
including the remedies that may be granted, will be governed by the law applicable to the proceedings. 
The law applicable to the judicial proceedings will govern the question of whether, in the case of an 
appeal of a review decision made pursuant to article 53 or 54, the court is to examine de novo the aspect 
of the procurement proceedings complained of, or is only to examine the legality or propriety of the 
decision reached in the review proceeding. The minimal approach in article 57 has been adopted so as to 
avoid impinging on national laws and procedures relating to judicial proceedings.

 

* * *
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A/RES/48/33
1 February 1994

Forty-eighth session
Agenda item 144

RESOLUTION ADOPTED BY THE GENERAL ASSEMBLY

[on the report of the Sixth Committee (A/48/613)]

48/33. Model Law on Procurement of Goods and Construction
of the United Nations Commission on International
Trade Law

The General Assembly ,

Recalling its resolution 2205 (XXI) of 17 December 1966, by which it
created the United Nations Commission on International Trade Law with a
mandate to further the progressive harmonization and unification of the law of
international trade and in that respect to bear in mind the interests of all
peoples, in particular those of developing countries, in the extensive
development of international trade,

Noting that procurement constitutes a large portion of public
expenditure of most States,

Noting also that a model law on procurement establishing procedures
designed to foster integrity, confidence, fairness and transparency in the
procurement process will also promote economy, efficiency and competition in
procurement and thus lead to increased economic development,

Being of the opinion that the establishment of a model law on
procurement that is acceptable to States with different legal, social and
economic systems contributes to the development of harmonious international
economic relations,

/...



A/RES/48/33
Page 2

Being convinced that the Model Law on Procurement of Goods and
Construction of the United Nations Commission on International Trade Law 1 /
will significantly assist all States, including developing countries and
States whose economies are in transition, in enhancing their existing
procurement laws and formulating procurement laws where none presently exist,

1. Takes note with satisfaction of the completion and adoption by the
United Nations Commission on International Trade Law of the Model Law on
Procurement of Goods and Construction together with the Guide to Enactment of
the Model Law; 2 /

2. Recommends that, in view of the desirability of improvement and
uniformity of the laws of procurement, States give favourable consideration to
the Model Law when they enact or revise their procurement laws;

3. Recommends also that all efforts be made to ensure that the Model
Law together with the Guide become generally known and available.

73rd plenary meeting
9 December 1993

_________

1/ Official Records of the General Assembly, Forty-eighth Session,
Supplement No. 17 (A/48/17), chap. II.

2/ Ibid., paras. 218-258.
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Preamble

WHEREAS the [Government] [Parliament] of ... considers it desirable to regulate procurement of goods 
and of construction so as to promote the objectives of:

(a) maximizing economy and efficiency in procurement;

(b) fostering and encouraging participation in procurement proceedings by suppliers and contractors, 
especially where appropriate, participation by suppliers and contractors regardless of nationality, and 
thereby promoting international trade;

(c) promoting competition among suppliers and contractors for the supply of the goods or construction 
to be procured;

(d) providing for the fair and equitable treatment of all suppliers and contractors;

(e) promoting the integrity of, and fairness and public confidence in, the procurement process; and

(f) achieving transparency in the procedures relating to procurement,

Be it therefore enacted as follows.

 

CHAPTER I. GENERAL PROVISIONS

http://www.un.org/


 

Article 1. Scope of application

(1) This Law applies to all procurement by procuring entities, except as otherwise provided by 
paragraph (2) of this article.

(2) Subject to the provisions of paragraph (3) of this article, this Law does not apply to:

(a) procurement involving national defence or national security;

(b) ... (the enacting State may specify in this Law additional types of procurement to be 
excluded); or

(c) procurement of a type excluded by the procurement regulations.

(3) This Law applies to the types of procurement referred to in paragraph (2) of this article where and to 
the extent that the procuring entity expressly so declares to suppliers or contractors when first soliciting 
their participation in the procurement proceedings.

Article 2. Definitions

For the purposes of this Law:

(a) "procurement" means the acquisition by any means, including by purchase, rental, 
lease or hire-purchase, of goods or of construction, including services incidental to the 
supply of the goods or to the construction if the value of those incidental services does not 
exceed that of the goods or construction themselves;

(b) "procuring entity" means:

Option I for subparagraph (i)

any governmental department, agency, organ or other unit, or any 
subdivision thereof, in this State that engages in procurement, except ...; 
(and)

Option II for subparagraph (i)

any department, agency, organ or other unit, or any subdivision thereof, of 



the ("Government" or other term used to refer to the national Government 
of the enacting State) that engages in procurement, except ...; (and)

(ii) (the enacting State may insert in this subparagraph and, if necessary, in 
subsequent subparagraphs, other entities or enterprises, or categories 
thereof, to be included in the definition of "procuring entity");

(c) "goods" includes raw materials, products, equipment and other physical objects of 
every kind and description, whether in solid, liquid or gaseous form, and electricity; (the 
enacting State may include additional categories of goods)

(d) "construction" means all work associated with the construction, reconstruction, 
demolition, repair or renovation of a building, structure or works, such as site preparation, 
excavation, erection, building, installation of equipment or materials, decoration and 
finishing, as well as drilling, mapping, satellite photography, seismic investigations and 
similar activities incidental to such work if they are provided pursuant to the procurement 
contract;

(e) "supplier or contractor" means, according to the context, any potential party or the 
party to a procurement contract with the procuring entity;

(f) "procurement contract" means a contract between the procuring entity and a supplier or 
contractor resulting from procurement proceedings;

(g) "tender security" means a security provided to the procuring entity to secure the 
fulfilment of any obligation referred to in article 30 (1) (f) and includes such arrangements 
as bank guarantees, surety bonds, stand-by letters of credit, cheques on which a bank is 
primarily liable, cash deposits, promissory notes and bills of exchange;

(h) "currency" includes monetary unit of account.

Article 3. International obligations of this State relating to procurement [and intergovernmental 
agreements within (this State)]

To the extent that this Law conflicts with an obligation of this State under or arising out of any

(a) treaty or other form of agreement to which it is a party with one or more other States,

(b) agreement entered into by this State with an intergovernmental international financing 
institution, or

(c) agreement between the federal Government of [name of federal State] and any 



subdivision or subdivisions of [name of federal State], or between any two or more such 
subdivisions, the requirements of the treaty or agreement shall prevail; but in all other 
respects, the procurement shall be governed by this Law.

Article 4. Procurement regulations

The ... (the enacting State specifies the organ or authority authorized to promulgate the procurement 
regulations) is authorized to promulgate procurement regulations to fulfil the objectives and to carry out 
the provisions of this Law.

Article 5. Public accessibility of legal texts

The text of this Law, procurement regulations and all administrative rulings and directives of general 
application in connection with procurement covered by this Law, and all amendments thereof, shall be 
promptly made accessible to the public and systematically maintained.

Article 6. Qualifications of suppliers and contractors

(1) (a) This article applies to the ascertainment by the procuring entity of the qualifications of suppliers 
or contractors at any stage of the procurement proceedings.

(b) In order to participate in procurement proceedings, suppliers or contractors must 
qualify by meeting such of the following criteria as the procuring entity considers 
appropriate in the particular procurement proceedings:

(i) that they possess the technical competence, financial resources, 
equipment and other physical facilities, managerial capability, reliability, 
experience, and reputation, and the personnel, to perform the procurement 
contract;

(ii) that they have legal capacity to enter into the procurement contract; 

(iii) that they are not insolvent, in receivership, bankrupt or being wound 
up, their affairs are not being administered by a court or a judicial officer, 
their business activities have not been suspended, and they are not the 
subject of legal proceedings for any of the foregoing;

(iv) that they have fulfilled their obligations to pay taxes and social security 
contributions in this State;

(v) that they have not, and their directors or officers have not, been 



convicted of any criminal offence related to their professional conduct or 
the making of false statements or misrepresentations as to their 
qualifications to enter into a procurement contract within a period of ... 
years (the enacting State specifies the period of time) preceding the 
commencement of the procurement proceedings, or have not been otherwise 
disqualified pursuant to administrative suspension or disbarment 
proceedings.

(2) Subject to the right of suppliers or contractors to protect their intellectual property or trade secrets, 
the procuring entity may require suppliers or contractors participating in procurement proceedings to 
provide such appropriate documentary evidence or other information as it may deem useful to satisfy 
itself that the suppliers or contractors are qualified in accordance with the criteria referred to in 
paragraph (1) (b).

(3) Any requirement established pursuant to this article shall be set forth in the prequalification 
documents, if any, and in the solicitation documents or other documents for solicitation of proposals, 
offers or quotations, and shall apply equally to all suppliers or contractors. A procuring entity shall 
impose no criterion, requirement or procedure with respect to the qualifications of suppliers or 
contractors other than those provided for in this article.

(4) The procuring entity shall evaluate the qualifications of suppliers or contractors in accordance with 
the qualification criteria and procedures set forth in the prequalification documents, if any, and in the 
solicitation documents or other documents for solicitation of proposals, offers or quotations.

(5) Subject to articles 8 (1) and 32 (4) (d), the procuring entity shall establish no criterion, requirement 
or procedure with respect to the qualifications of suppliers or contractors that discriminates against or 
among suppliers or contractors or against categories thereof on the basis of nationality.

(6) (a) The procuring entity shall disqualify a supplier or contractor if it finds at any time that the 
information submitted concerning the qualifications of the supplier or contractor was false.

(b) A procuring entity may disqualify a supplier or contractor if it finds at any time that 
the information submitted concerning the qualifications of the supplier or contractor was 
materially inaccurate or materially incomplete.

(c) Other than in a case to which subparagraph (a) of this paragraph applies, a procuring 
entity may not disqualify a supplier or contractor on the ground that information submitted 
concerning the qualifications of the supplier or contractor was inaccurate or incomplete in 
a non-material respect. The supplier or contractor may be disqualified if it fails to remedy 
such deficiencies promptly upon request by the procuring entity.

Article 7. Prequalification proceedings



(1) The procuring entity may engage in prequalification proceedings with a view towards identifying, 
prior to the submission of tenders, proposals or offers in procurement proceedings conducted pursuant to 
chapter III or IV, suppliers and contractors that are qualified. The provisions of article 6 shall apply to 
prequalification proceedings.

(2) If the procuring entity engages in prequalification proceedings, it shall provide a set of 
prequalification documents to each supplier or contractor that requests them in accordance with the 
invitation to prequalify and that pays the price, if any, charged for those documents. The price that the 
procuring entity may charge for the prequalification documents shall reflect only the cost of printing 
them and providing them to suppliers or contractors.

(3) The prequalification documents shall include, at a minimum, the information required to be specified 
in the invitation to tender by article 23 (1) (a) to (e), (h) and, if already known, (j), as well as the 
following information:

(a) instructions for preparing and submitting prequalification applications;

(b) a summary of the principal required terms and conditions of the procurement contract 
to be entered into as a result of the procurement proceedings;

(c) any documentary evidence or other information that must be submitted by suppliers or 
contractors to demonstrate their qualifications;

(d) the manner and place for the submission of applications to prequalify and the deadline 
for the submission, expressed as a specific date and time and allowing sufficient time for 
suppliers or contractors to prepare and submit their applications, taking into account the 
reasonable needs of the procuring entity;

(e) any other requirements that may be established by the procuring entity in conformity 
with this Law and the procurement regulations relating to the preparation and submission 
of applications to prequalify and to the prequalification proceedings.

(4) The procuring entity shall respond to any request by a supplier or contractor for clarification of the 
prequalification documents that is received by the procuring entity within a reasonable time prior to the 
deadline for the submission of applications to prequalify. The response by the procuring entity shall be 
given within a reasonable time so as to enable the supplier or contractor to make a timely submission of 
its application to prequalify. The response to any request that might reasonably be expected to be of 
interest to other suppliers or contractors shall, without identifying the source of the request, be 
communicated to all suppliers or contractors to which the procuring entity provided the prequalification 
documents.



(5) The procuring entity shall make a decision with respect to the qualifications of each supplier or 
contractor submitting an application to prequalify. In reaching that decision, the procuring entity shall 
apply only the criteria set forth in the prequalification documents.

(6) The procuring entity shall promptly notify each supplier or contractor submitting an application to 
prequalify whether or not it has been prequalified and shall make available to any member of the general 
public, upon request, the names of all suppliers or contractors that have been prequalified. Only 
suppliers or contractors that have been prequalified are entitled to participate further in the procurement 
proceedings.

(7) The procuring entity shall upon request communicate to suppliers or contractors that have not been 
prequalified the grounds therefor, but the procuring entity is not required to specify the evidence or give 
the reasons for its finding that those grounds were present.

(8) The procuring entity may require a supplier or contractor that has been prequalified to demonstrate 
again its qualifications in accordance with the same criteria used to prequalify such supplier or 
contractor. The procuring entity shall disqualify any supplier or contractor that fails to demonstrate again 
its qualifications if requested to do so. The procuring entity shall promptly notify each supplier or 
contractor requested to demonstrate again its qualifications as to whether or not the supplier or 
contractor has done so to the satisfaction of the procuring entity.

Article 8. Participation by suppliers or contractors

(1) Suppliers or contractors are permitted to participate in procurement proceedings without regard to 
nationality, except in cases in which the procuring entity decides, on grounds specified in the 
procurement regulations or according to other provisions of law, to limit participation in procurement 
proceedings on the basis of nationality.

(2) A procuring entity that limits participation on the basis of nationality pursuant to paragraph (1) of 
this article shall include in the record of the procurement proceedings a statement of the grounds and 
circumstances on which it relied.

(3) The procuring entity, when first soliciting the participation of suppliers or contractors in the 
procurement proceedings, shall declare to them that they may participate in the procurement proceedings 
regardless of nationality, a declaration which may not later be altered. However, if it decides to limit 
participation pursuant to paragraph (1) of this article, it shall so declare to them.

Article 9. Form of communications

(1) Subject to other provisions of this Law and any requirement of form specified by the procuring entity 
when first soliciting the participation of suppliers or contractors in the procurement proceedings, 
documents, notifications, decisions and other communications referred to in this Law to be submitted by 



the procuring entity or administrative authority to a supplier or contractor or by a supplier or contractor 
to the procuring entity shall be in a form that provides a record of the content of the communication.

(2) Communications between suppliers or contractors and the procuring entity referred to in articles 7 
(4) and (6), 29 (2) (a), 30 (1) (d), 32 (1), 33 (3), 35 (1) and 37 (1) may be made by a means of 
communication that does not provide a record of the content of the communication provided that, 
immediately thereafter, confirmation of the communication is given to the recipient of the 
communication in a form which provides a record of the confirmation.

(3) The procuring entity shall not discriminate against or among suppliers or contractors on the basis of 
the form in which they transmit or receive documents, notifications, decisions or other communications.

Article 10. Rules concerning documentary evidence provided by suppliers or contractors

If the procuring entity requires the legalization of documentary evidence provided by suppliers or 
contractors to demonstrate their qualifications in procurement proceedings, the procuring entity shall not 
impose any requirements as to the legalization of the documentary evidence other than those provided 
for in the laws of this State relating to the legalization of documents of the type in question.

Article 11. Record of procurement proceedings

(1) The procuring entity shall maintain a record of the procurement proceedings containing, at a 
minimum, the following information:

(a) a brief description of the goods or construction to be procured, or of the procurement 
need for which the procuring entity requested proposals or offers;

(b) the names and addresses of suppliers or contractors that submitted tenders, proposals, 
offers or quotations, and the name and address of the supplier or contractor with whom the 
procurement contract is entered into and the contract price;

(c) information relative to the qualifications, or lack thereof, of suppliers or contractors 
that submitted tenders, proposals, offers or quotations;

(d) the price and a summary of the other principal terms and conditions of each tender, 
proposal, offer or quotation and of the procurement contract;

(e) a summary of the evaluation and comparison of tenders, proposals, offers or 
quotations, including the application of any margin of preference pursuant to article 32 (4) 
(d);

(f) if all tenders were rejected pursuant to article 33, a statement to that effect and the 



grounds therefor, in accordance with article 33 (1);

(g) if, in procurement proceedings involving methods of procurement other than 
tendering, those proceedings did not result in a procurement contract, a statement to that 
effect and of the grounds therefor;

(h) the information required by article 13, if a tender, proposal, offer or quotation was 
rejected pursuant to that provision;

(i) in procurement proceedings involving methods of procurement other than tendering, 
the statement required under article 16 (2) of the grounds and circumstances on which the 
procuring entity relied to justify the selection of the method of procurement used;

(j) in procurement proceedings in which the procuring entity, in accordance with article 8 
(1), limits participation on the basis of nationality, a statement of the grounds and 
circumstances relied upon by the procuring entity for imposing the limitation; 

(k) a summary of any requests for clarification of the prequalification or solicitation 
documents, the responses thereto, as well as a summary of any modification of those 
documents.

(2) Subject to article 31 (3), the portion of the record referred to in subparagraphs (a) and (b) of 
paragraph (1) of this article shall, on request, be made available to any person after a tender, proposal, 
offer or quotation, as the case may be, has been accepted or after procurement proceedings have been 
terminated without resulting in a procurement contract.

(3) Subject to article 31 (3), the portion of the record referred to in subparagraphs (c) to (g), and (k), of 
paragraph (1) of this article shall, on request, be made available to suppliers or contractors that 
submitted tenders, proposals, offers or quotations, or applied for prequalification, after a tender, 
proposal, offer or quotation has been accepted or procurement proceedings have been terminated 
without resulting in a procurement contract. Disclosure of the portion of the record referred to in 
subparagraphs (c) to (e), and (k), may be ordered at an earlier stage by a competent court. However, 
except when ordered to do so by a competent court, and subject to the conditions of such an order, the 
procuring entity shall not disclose:

(a) information if its disclosure would be contrary to law, would impede law enforcement, 
would not be in the public interest, would prejudice legitimate commercial interests of the 
parties or would inhibit fair competition;

(b) information relating to the examination, evaluation and comparison of tenders, 
proposals, offers or quotations, and tender, proposal, offer or quotation prices, other than 
the summary referred to in paragraph (1) (e).



(4) The procuring entity shall not be liable to suppliers or contractors for damages owing solely to a 
failure to maintain a record of the procurement proceedings in accordance with the present article.

Article 12. Public notice of procurement contract awards

(1) The procuring entity shall promptly publish notice of procurement contract awards.

(2) The procurement regulations may provide for the manner of publication of the notice required by 
paragraph (1).

(3) Paragraph (1) is not applicable to awards where the contract price is less than [...].

Article 13. Inducements from suppliers or contractors

(Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity shall reject a tender, proposal, offer or quotation if the supplier or contractor that submitted it 
offers, gives or agrees to give, directly or indirectly, to any current or former officer or employee of the 
procuring entity or other governmental authority a gratuity in any form, an offer of employment or any 
other thing of service or value, as an inducement with respect to an act or decision of, or procedure 
followed by, the procuring entity in connection with the procurement proceedings. Such rejection of the 
tender, proposal, offer or quotation and the reasons therefor shall be recorded in the record of the 
procurement proceedings and promptly communicated to the supplier or contractor.

Article 14. Rules concerning description of goods or construction

(1) Any specifications, plans, drawings and designs setting forth the technical or quality characteristics 
of the goods or construction to be procured, and requirements concerning testing and test methods, 
packaging, marking or labelling or conformity certification, and symbols and terminology, that create 
obstacles to participation, including obstacles based on nationality, by suppliers or contractors in the 
procurement proceedings shall not be included or used in the prequalification documents, solicitation 
documents or other documents for solicitation of proposals, offers or quotations.

(2) To the extent possible, any specifications, plans, drawings, designs and requirements shall be based 
on the relevant objective technical and quality characteristics of the goods or construction to be 
procured. There shall be no requirement of or reference to a particular trade mark, name, patent, design, 
type, specific origin or producer unless there is no other sufficiently precise or intelligible way of 
describing the characteristics of the goods or construction to be procured and provided that words such 
as "or equivalent" are included.

(3) (a) Standardized features, requirements, symbols and terminology relating to the technical and 
quality characteristics of the goods or construction to be procured shall be used, where available, in 



formulating any specifications, plans, drawings and designs to be included in the prequalification 
documents, solicitation documents or other documents for solicitation or proposals, offers or quotations;

(b) due regard shall be had for the use of standardized trade terms, where available, in formulating the 
terms and conditions of the procurement contract to be entered into as a result of the procurement 
proceedings and in formulating other relevant aspects of the prequalification documents, solicitation 
documents or other documents for solicitation of proposals, offers or quotations.

Article 15. Language

The prequalification documents, solicitation documents and other documents for solicitation of 
proposals, offers or quotations shall be formulated in ... (the enacting State specifies its official language 
or languages) (and in a language customarily used in international trade except where:

(a) the procurement proceedings are limited solely to domestic suppliers or contractors 
pursuant to article 8 (1), or

(b) the procuring entity decides, in view of the low value of the goods or construction to 
be procured, that only domestic suppliers or contractors are likely to be interested).

 

CHAPTER II. METHODS OF PROCUREMENT AND THEIR CONDITIONS FOR USE

Article 16. Methods of procurement

(1) Except as otherwise provided by this chapter, a procuring entity engaging in procurement shall do so 
by means of tendering proceedings.

(2) A procuring entity may use a method of procurement other than tendering proceedings only pursuant 
to article 17, 18, 19 or 20, and, if it does, it shall include in the record required under article 11 a 
statement of the grounds and circumstances on which it relied to justify the use of that particular method 
of procurement.

Article 17. Conditions for use of two-stage tendering, request for proposals or competitive      negotiation

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in procurement by means of two-stage tendering in accordance with article 36, or 
request for proposals in accordance with article 38, or competitive negotiation in accordance with article 
39, in the following circumstances:



(a) it is not feasible for the procuring entity to formulate detailed specifications for the 
goods or construction and, in order to obtain the most satisfactory solution to its 
procurement needs,

(i) it seeks proposals as to various possible means of meeting its needs; or,

(ii) because of the technical character of the goods or construction, it is 
necessary for the procuring entity to negotiate with suppliers or contractors;

(b) when the procuring entity seeks to enter into a contract for the purpose of research, 
experiment, study or development leading to the procurement of a prototype, except 
where the contract includes the production of goods in quantities sufficient to establish 
their commercial viability or to recover research and development costs;

(c) when the procuring entity applies this Law, pursuant to article 1 (3), to procurement 
involving national defence or national security and determines that the selected method is 
the most appropriate method of procurement; or

(d) when tendering proceedings have been engaged in but no tenders were submitted or all 
tenders were rejected by the procuring entity pursuant to articles 13, 32 (3) or 33, and 
when, in the judgement of the procuring entity, engaging in new tendering proceedings 
would be unlikely to result in a procurement contract.

(2) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) the 
procuring entity may engage in procurement by means of competitive negotiation also when:

(a) there is an urgent need for the goods or construction, and engaging in tendering 
proceedings would therefore be impractical, provided that the circumstances giving rise to 
the urgency were neither foreseeable by the procuring entity nor the result of dilatory 
conduct on its part; or,

(b) owing to a catastrophic event, there is an urgent need for the goods or construction, 
making it impractical to use other methods of procurement because of the time involved in 
using those methods.

Article 18. Conditions for use of restricted tendering

(Subject to approval by ... (the enacting State designates an organ to issue the approval),) the procuring 
entity may, where necessary for reasons of economy and efficiency, engage in procurement by means of 
restricted tendering in accordance with article 37, when:

(a) the goods or construction, by reason of their highly complex or specialized nature, are 



available only from a limited number of suppliers or contractors; or

(b) the time and cost required to examine and evaluate a large number of tenders would be 
disproportionate to the value of the goods or construction to be procured.

Article 19. Conditions for use of request for quotations

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in procurement by means of a request for quotations in accordance with article 40 for 
the procurement of readily available goods that are not specially produced to the particular specifications 
of the procuring entity and for which there is an established market, provided that the estimated value of 
the procurement contract is less than the amount set forth in the procurement regulations.

(2) A procuring entity shall not divide its procurement into separate contracts for the purpose of 
invoking paragraph (1) of this article.

Article 20. Conditions for use of single-source procurement

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval),) a procuring 
entity may engage in single-source procurement in accordance with article 41 when:

(a) the goods or construction are available only from a particular supplier or contractor, or 
a particular supplier or contractor has exclusive rights in respect of the goods or 
construction, and no reasonable alternative or substitute exists;

(b) there is an urgent need for the goods or construction, and engaging in tendering 
proceedings would therefore be impractical, provided that the circumstances giving rise to 
the urgency were neither foreseeable by the procuring entity nor the result of dilatory 
conduct on its part;

(c) owing to a catastrophic event, there is an urgent need for the goods or construction, 
making it impractical to use other methods of procurement because of the time involved in 
using those methods;

(d) the procuring entity, having procured goods, equipment or technology from a supplier 
or contractor, determines that additional supplies must be procured from that supplier or 
contractor for reasons of standardization or because of the need for compatibility with 
existing goods, equipment or technology, taking into account the effectiveness of the 
original procurement in meeting the needs of the procuring entity, the limited size of the 
proposed procurement in relation to the original procurement, the reasonableness of the 
price and the unsuitability of alternatives to the goods in question;



(e) the procuring entity seeks to enter into a contract with the supplier or contractor for the 
purpose of research, experiment, study or development leading to the procurement of a 
prototype, except where the contract includes the production of goods in quantities to 
establish their commercial viability or to recover research and development costs; or

(f) the procuring entity applies this Law, pursuant to article 1 (3), to procurement 
involving national defence or national security and determines that single-source 
procurement is the most appropriate method of procurement.

(2) Subject to approval by ... (the enacting State designates an organ to issue the approval), and 
following public notice and adequate opportunity to comment, a procuring entity may engage in single-
source procurement when procurement from a particular supplier or contractor is necessary in order to 
promote a policy specified in article 32 (4) (c) (iii), provided that procurement from no other supplier or 
contractor is capable of promoting that policy.

 

CHAPTER III. TENDERING PROCEEDINGS

SECTION I. SOLICITATION OF TENDERS AND OF APPLICATIONS TO PREQUALIFY

 

Article 21. Domestic tendering

In procurement proceedings in which

(a) participation is limited solely to domestic suppliers or contractors pursuant to article 8 
(1), or

(b) the procuring entity decides, in view of the low value of the goods or construction to 
be procured, that only domestic suppliers or contractors are likely to be interested in 
submitting tenders, the procuring entity shall not be required to employ the procedures set 
out in articles 22 (2), 23 (1) (h), 23 (1) (i), 23 (2) (c), 23 (2) (d), 25 (j), 25 (k), 25 (s) and 
30 (1) (c) of this Law.

Article 22. Procedures for soliciting tenders or applications to prequalify

(1) A procuring entity shall solicit tenders or, where applicable, applications to prequalify by causing an 
invitation to tender or an invitation to prequalify, as the case may be, to be published in ... (the enacting 
State specifies the official gazette or other official publication in which the invitation to tender or to 
prequalify is to be published).



(2) The invitation to tender or invitation to prequalify shall also be published, in a language customarily 
used in international trade, in a newspaper of wide international circulation or in a relevant trade 
publication or technical journal of wide international circulation.

Article 23. Contents of invitation to tender and invitation to prequalify

(1) The invitation to tender shall contain, at a minimum, the following information:

(a) the name and address of the procuring entity;

(b) the nature and quantity, and place of delivery, of the goods to be supplied or the nature 
and location of the construction to be effected;

(c) the desired or required time for the supply of the goods or for the completion of the 
construction;

(d) the criteria and procedures to be used for evaluating the qualifications of suppliers or 
contractors, in conformity with article 6 (1) (b);

(e) a declaration, which may not later be altered, that suppliers or contractors may 
participate in the procurement proceedings regardless of nationality, or a declaration that 
participation is limited on the basis of nationality pursuant to article 8 (1), as the case may 
be;

(f) the means of obtaining the solicitation documents and the place from which they may 
be obtained;

(g) the price, if any, charged by the procuring entity for the solicitation documents;

(h) the currency and means of payment for the solicitation documents;

(i) the language or languages in which the solicitation documents are available;

(j) the place and deadline for the submission of tenders.

(2) An invitation to prequalify shall contain, at a minimum, the information referred to in paragraph (1) 
(a) to (e), (g), (h) and, if it is already known, (j), as well as the following information:

(a) the means of obtaining the prequalification documents and the place from which they 
may be obtained;



(b) the price, if any, charged by the procuring entity for the prequalification documents;

(c) the currency and terms of payment for the prequalification documents;

(d) the language or languages in which the prequalification documents are available;

(e) the place and deadline for the submission of applications to prequalify.

Article 24. Provision of solicitation documents

The procuring entity shall provide the solicitation documents to suppliers or contractors in accordance 
with the procedures and requirements specified in the invitation to tender. If prequalification 
proceedings have been engaged in, the procuring entity shall provide a set of solicitation documents to 
each supplier or contractor that has been prequalified and that pays the price, if any, charged for those 
documents. The price that the procuring entity may charge for the solicitation documents shall reflect 
only the cost of printing them and providing them to suppliers or contractors.

Article 25. Contents of solicitation documents

The solicitation documents shall include, at a minimum, the following information:

(a) instructions for preparing tenders;

(b) the criteria and procedures, in conformity with the provisions of article 6, relative to 
the evaluation of the qualifications of suppliers or contractors and relative to the further 
demonstration of qualifications pursuant to article 32 (6);

(c) the requirements as to documentary evidence or other information that must be 
submitted by suppliers or contractors to demonstrate their qualifications;

(d) the nature and required technical and quality characteristics, in conformity with article 
14, of the goods or construction to be procured, including, but not limited to, technical 
specifications, plans, drawings and designs as appropriate; the quantity of the goods; the 
location where the construction is to be effected; any incidental services to be performed; 
and the desired or required time, if any, when the goods are to be delivered or the 
construction is to be effected;

(e) the factors to be used by the procuring entity in determining the successful tender, 
including any margin of preference and any factors other than price to be used pursuant to 
article 32 (4) (b), (c) or (d) and the relative weight of such factors;



(f) the terms and conditions of the procurement contract, to the extent they are already 
known to the procuring entity, and the contract form, if any, to be signed by the parties;

(g) if alternatives to the characteristics of the goods, construction, contractual terms and 
conditions or other requirements set forth in the solicitation documents are permitted, a 
statement to that effect, and a description of the manner in which alternative tenders are to 
be evaluated and compared;

(h) if suppliers or contractors are permitted to submit tenders for only a portion of the 
goods or construction to be procured, a description of the portion or portions for which 
tenders may be submitted;

(i) the manner in which the tender price is to be formulated and expressed, including a 
statement as to whether the price is to cover elements other than the cost of the goods or 
construction themselves, such as transportation and insurance charges, customs duties and 
taxes;

(j) the currency or currencies in which the tender price is to be formulated and expressed;

(k) the language or languages, in conformity with article 27, in which tenders are to be 
prepared;

(l) any requirements of the procuring entity with respect to the issuer and the nature, form, 
amount and other principal terms and conditions of any tender security to be provided by 
suppliers or contractors submitting tenders, and any such requirements for any security for 
the performance of the procurement contract to be provided by the supplier or contractor 
that enters into the procurement contract, including securities such as labour and materials 
bonds;

(m) if a supplier or contractor may not modify or withdraw its tender prior to the deadline 
for the submission of tenders without forfeiting its tender security, a statement to that 
effect;

(n) the manner, place and deadline for the submission of tenders, in conformity with 
article 28;

(o) the means by which, pursuant to article 26, suppliers or contractors may seek 
clarifications of the solicitation documents, and a statement as to whether the procuring 
entity intends, at this stage, to convene a meeting of suppliers or contractors;

(p) the period of time during which tenders shall be in effect, in conformity with article 29;



(q) the place, date and time for the opening of tenders, in conformity with article 31;

(r) the procedures to be followed for opening and examining tenders;

(s) the currency that will be used for the purpose of evaluating and comparing tenders 
pursuant to article 32 (5) and either the exchange rate that will be used for the conversion 
of tenders into that currency or a statement that the rate published by a specified financial 
institution prevailing on a specified date will be used;

(t) references to this Law, the procurement regulations and other laws and regulations 
directly pertinent to the procurement proceedings, provided, however, that the omission of 
any such reference shall not constitute grounds for review under article 42 or give rise to 
liability on the part of the procuring entity;

(u) the name, functional title and address of one or more officers or employees of the 
procuring entity who are authorized to communicate directly with and to receive 
communications directly from suppliers or contractors in connection with the procurement 
proceedings, without the intervention of an intermediary;

(v) any commitments to be made by the supplier or contractor outside of the procurement 
contract, such as commitments relating to countertrade or to the transfer of technology;

(w) notice of the right provided under article 42 of this Law to seek review of an unlawful 
act or decision of, or procedure followed by, the procuring entity in relation to the 
procurement proceedings;

(x) if the procuring entity reserves the right to reject all tenders pursuant to article 33, a 
statement to that effect;

(y) any formalities that will be required once a tender has been accepted for a procurement 
contract to enter into force, including, where applicable, the execution of a written 
procurement contract pursuant to article 35, and approval by a higher authority or the 
Government and the estimated period of time following the dispatch of the notice of 
acceptance that will be required to obtain the approval;

(z) any other requirements established by the procuring entity in conformity with this Law 
and the procurement regulations relating to the preparation and submission of tenders and 
to other aspects of the procurement proceedings.

Article 26. Clarifications and modifications of solicitation documents

(1) A supplier or contractor may request a clarification of the solicitation documents from the procuring 



entity. The procuring entity shall respond to any request by a supplier or contractor for clarification of 
the solicitation documents that is received by the procuring entity within a reasonable time prior to the 
deadline for the submission of tenders. The procuring entity shall respond within a reasonable time so as 
to enable the supplier or contractor to make a timely submission of its tender and shall, without 
identifying the source of the request, communicate the clarification to all suppliers or contractors to 
which the procuring entity has provided the solicitation documents.

(2) At any time prior to the deadline for submission of tenders, the procuring entity may, for any reason, 
whether on its own initiative or as a result of a request for clarification by a supplier or contractor, 
modify the solicitation documents by issuing an addendum. The addendum shall be communicated 
promptly to all suppliers or contractors to which the procuring entity has provided the solicitation 
documents and shall be binding on those suppliers or contractors.

(3) If the procuring entity convenes a meeting of suppliers or contractors, it shall prepare minutes of the 
meeting containing the requests submitted at the meeting for clarification of the solicitation documents, 
and its responses to those requests, without identifying the sources of the requests. The minutes shall be 
provided promptly to all suppliers or contractors to which the procuring entity provided the solicitation 
documents, so as to enable those suppliers or contractors to take the minutes into account in preparing 
their tenders.

 

SECTION II. SUBMISSION OF TENDERS

Article 27. Language of tenders

Tenders may be formulated and submitted in any language in which the solicitation documents have 
been issued or in any other language that the procuring entity specifies in the solicitation documents.

Article 28. Submission of tenders

(1) The procuring entity shall fix the place for, and a specific date and time as the deadline for, the 
submission of tenders.

(2) If, pursuant to article 26, the procuring entity issues a clarification or modification of the solicitation 
documents, or if a meeting of suppliers or contractors is held, it shall, prior to the deadline for the 
submission of tenders, extend the deadline if necessary to afford suppliers or contractors reasonable time 
to take the clarification or modification, or the minutes of the meeting, into account in their tenders.

(3) The procuring entity may, in its absolute discretion, prior to the deadline for the submission of 
tenders, extend the deadline if it is not possible for one or more suppliers or contractors to submit their 
tenders by the deadline owing to any circumstance beyond their control.



(4) Notice of any extension of the deadline shall be given promptly to each supplier or contractor to 
which the procuring entity provided the solicitation documents.

(5) (a) Subject to subparagraph (b), a tender shall be submitted in writing, signed and in a sealed 
envelope.

(b) Without prejudice to the right of a supplier or contractor to submit a tender in the form 
referred to in subparagraph (a), a tender may alternatively be submitted in any other form 
specified in the solicitation documents that provides a record of the content of the tender 
and at least a similar degree of authenticity, security and confidentiality.

(c) The procuring entity shall, on request, provide to the supplier or contractor a receipt 
showing the date and time when its tender was received.

(6) A tender received by the procuring entity after the deadline for the submission of tenders shall not be 
opened and shall be returned to the supplier or contractor that submitted it.

Article 29. Period of effectiveness of tenders; modification and withdrawal of tenders

(1) Tenders shall be in effect during the period of time specified in the solicitation documents.

(2) (a) Prior to the expiry of the period of effectiveness of tenders, the procuring entity may request 
suppliers or contractors to extend the period for an additional specified period of time. A supplier or 
contractor may refuse the request without forfeiting its tender security, and the effectiveness of its tender 
will terminate upon the expiry of the unextended period of effectiveness;

(b) Suppliers or contractors that agree to an extension of the period of effectiveness of 
their tenders shall extend or procure an extension of the period of effectiveness of tender 
securities provided by them or provide new tender securities to cover the extended period 
of effectiveness of their tenders. A supplier or contractor whose tender security is not 
extended, or that has not provided a new tender security, is considered to have refused the 
request to extend the period of effectiveness of its tender.

(3) Unless otherwise stipulated in the solicitation documents, a supplier or contractor may modify or 
withdraw its tender prior to the deadline for the submission of tenders without forfeiting its tender 
security. The modification or notice of withdrawal is effective if it is received by the procuring entity 
prior to the deadline for the submission of tenders.

Article 30. Tender securities

(1) When the procuring entity requires suppliers or contractors submitting tenders to provide a tender 



security:

(a) the requirement shall apply to all such suppliers or contractors;

(b) the solicitation documents may stipulate that the issuer of the tender security and the 
confirmer, if any, of the tender security, as well as the form and terms of the tender 
security, must be acceptable to the procuring entity;

(c) notwithstanding the provisions of subparagraph (b) of this paragraph, a tender security 
shall not be rejected by the procuring entity on the grounds that the tender security was 
not issued by an issuer in this State if the tender security and the issuer otherwise conform 
to requirements set forth in the solicitation documents (, unless the acceptance by the 
procuring entity of such a tender security would be in violation of a law of this State);

(d) prior to submitting a tender, a supplier or contractor may request the procuring entity 
to confirm the acceptability of a proposed issuer of a tender security, or of a proposed 
confirmer, if required; the procuring entity shall respond promptly to such a request;

(e) confirmation of the acceptability of a proposed issuer or of any proposed confirmer 
does not preclude the procuring entity from rejecting the tender security on the ground 
that the issuer or the confirmer, as the case may be, has become insolvent or otherwise 
lacks creditworthiness;

(f) the procuring entity shall specify in the solicitation documents any requirements with 
respect to the issuer and the nature, form, amount and other principal terms and conditions 
of the required tender security; any requirement that refers directly or indirectly to conduct 
by the supplier or contractor submitting the tender shall not relate to conduct other than:

(i) withdrawal or modification of the tender after the deadline for 
submission of tenders, or before the deadline if so stipulated in the 
solicitation documents;

(ii) failure to sign the procurement contract if required by the procuring 
entity to do so;

(iii) failure to provide a required security for the performance of the contract 
after the tender has been accepted or to comply with any other condition 
precedent to signing the procurement contract specified in the solicitation 
documents.

(2) The procuring entity shall make no claim to the amount of the tender security, and shall promptly 
return, or procure the return of, the tender security document, after whichever of the following that 



occurs earliest:

(a) the expiry of the tender security;

(b) the entry into force of a procurement contract and the provision of a security for the 
performance of the contract, if such a security is required by the solicitation documents;

(c) the termination of the tendering proceedings without the entry into force of a 
procurement contract;

(d) the withdrawal of the tender prior to the deadline for the submission of tenders, unless 
the solicitation documents stipulate that no such withdrawal is permitted.

 

SECTION III. EVALUATION AND COMPARISON OF TENDERS

Article 31. Opening of tenders

(1) Tenders shall be opened at the time specified in the solicitation documents as the deadline for the 
submission of tenders, or at the deadline specified in any extension of the deadline, at the place and in 
accordance with the procedures specified in the solicitation documents.

(2) All suppliers or contractors that have submitted tenders, or their representatives, shall be permitted 
by the procuring entity to be present at the opening of tenders.

(3) The name and address of each supplier or contractor whose tender is opened and the tender price 
shall be announced to those persons present at the opening of tenders, communicated on request to 
suppliers or contractors that have submitted tenders but that are not present or represented at the opening 
of tenders, and recorded immediately in the record of the tendering proceedings required by article 11.

Article 32. Examination, evaluation and comparison of tenders

(1) (a) The procuring entity may ask suppliers or contractors for clarifications of their tenders in order to 
assist in the examination, evaluation and comparison of tenders. No change in a matter of substance in 
the tender, including changes in price and changes aimed at making an unresponsive tender responsive, 
shall be sought, offered or permitted.

(b) Notwithstanding subparagraph (a) of this paragraph, the procuring entity shall correct 
purely arithmetical errors that are discovered during the examination of tenders. The 
procuring entity shall give prompt notice of any such correction to the supplier or 



contractor that submitted the tender.

(2) (a) Subject to subparagraph (b) of this paragraph, the procuring entity may regard a tender as 
responsive only if it conforms to all requirements set forth in the tender solicitation documents.

(b) The procuring entity may regard a tender as responsive even if it contains minor 
deviations that do not materially alter or depart from the characteristics, terms, conditions 
and other requirements set forth in the solicitation documents or if it contains errors or 
oversights that are capable of being corrected without touching on the substance of the 
tender. Any such deviations shall be quantified, to the extent possible, and appropriately 
taken account of in the evaluation and comparison of tenders.

(3) The procuring entity shall not accept a tender:

(a) if the supplier or contractor that submitted the tender is not qualified;

(b) if the supplier or contractor that submitted the tender does not accept a correction of an 
arithmetical error made pursuant to paragraph (1) (b) of this article;

(c) if the tender is not responsive;

(d) in the circumstances referred to in article 13.

(4) (a) The procuring entity shall evaluate and compare the tenders that have been accepted in order to 
ascertain the successful tender, as defined in subparagraph (b) of this paragraph, in accordance with the 
procedures and criteria set forth in the solicitation documents. No criterion shall be used that has not 
been set forth in the solicitation documents.

(b) The successful tender shall be:

(i) the tender with the lowest tender price, subject to any margin of 
preference applied pursuant to subparagraph (d) of this paragraph; or

(ii) if the procuring entity has so stipulated in the solicitation documents, the 
lowest evaluated tender ascertained on the basis of factors specified in the 
solicitation documents, which factors shall, to the extent practicable, be 
objective and quantifiable, and shall be given a relative weight in the 
evaluation procedure or be expressed in monetary terms wherever 
practicable.

(c) In determining the lowest evaluated tender in accordance with subparagraph (b) (ii) of 
this paragraph, the procuring entity may consider only the following:



(i) the tender price, subject to any margin of preference applied pursuant to 
subparagraph (d) of this paragraph;

(ii) the cost of operating, maintaining and repairing the goods or 
construction, the time for delivery of the goods or completion of 
construction, the functional characteristics of the goods or construction, the 
terms of payment and of guarantees in respect of the goods or construction;

(iii) the effect that acceptance of a tender would have on the balance of 
payments position and foreign exchange reserves of [this State], the 
countertrade arrangements offered by suppliers or contractors, the extent of 
local content, including manufacture, labour and materials, in goods being 
offered by suppliers or contractors, the economic development potential 
offered by tenders, including domestic investment or other business activity, 
the encouragement of employment, the reservation of certain production for 
domestic suppliers, the transfer of technology and the development of 
managerial, scientific and operational skills [... (the enacting State may 
expand subparagraph (iii) by including additional factors)]; and

(iv) national defence and security considerations.

(d) If authorized by the procurement regulations, (and subject to approval by ... (the 
enacting State designates an organ to issue the approval),) in evaluating and comparing 
tenders a procuring entity may grant a margin of preference for the benefit of tenders for 
construction by domestic contractors or for the benefit of tenders for domestically 
produced goods. The margin of preference shall be calculated in accordance with the 
procurement regulations and reflected in the record of the procurement proceedings.

(5) When tender prices are expressed in two or more currencies, the tender prices of all tenders shall be 
converted to the same currency, and according to the rate specified in the solicitation documents 
pursuant to article 25 (s), for the purpose of evaluating and comparing tenders.

(6) Whether or not it has engaged in prequalification proceedings pursuant to article 7, the procuring 
entity may require the supplier or contractor submitting the tender that has been found to be the 
successful tender pursuant to paragraph (4) (b) of this article to demonstrate again its qualifications in 
accordance with criteria and procedures conforming to the provisions of article 6. The criteria and 
procedures to be used for such further demonstration shall be set forth in the solicitation documents. 
Where prequalification proceedings have been engaged in, the criteria shall be the same as those used in 
the prequalification proceedings.

(7) If the supplier or contractor submitting the successful tender is requested to demonstrate again its 



qualifications in accordance with paragraph (6) of this article but fails to do so, the procuring entity shall 
reject that tender and shall select a successful tender, in accordance with paragraph (4) of this article, 
from among the remaining tenders, subject to the right of the procuring entity, in accordance with article 
33 (1), to reject all remaining tenders.

(8) Information relating to the examination, clarification, evaluation and comparison of tenders shall not 
be disclosed to suppliers or contractors or to any other person not involved officially in the examination, 
evaluation or comparison of tenders or in the decision on which tender should be accepted, except as 
provided in article 11.

Article 33. Rejection of all tenders

(1) (Subject to approval by ... (the enacting State designates an organ to issue the approval), and) if so 
specified in the solicitation documents, the procuring entity may reject all tenders at any time prior to the 
acceptance of a tender. The procuring entity shall upon request communicate to any supplier or 
contractor that submitted a tender the grounds for its rejection of all tenders, but is not required to justify 
those grounds.

(2) The procuring entity shall incur no liability, solely by virtue of its invoking paragraph (1) of this 
article, towards suppliers or contractors that have submitted tenders.

(3) Notice of the rejection of all tenders shall be given promptly to all suppliers or contractors that 
submitted tenders.

Article 34. Prohibition of negotiations with suppliers or contractors

No negotiations shall take place between the procuring entity and a supplier or contractor with respect to 
a tender submitted by the supplier or contractor.

Article 35. Acceptance of tender and entry into force of procurement contract

(1) Subject to articles 32 (7) and 33, the tender that has been ascertained to be the successful tender 
pursuant to article 32 (4) (b) shall be accepted. Notice of acceptance of the tender shall be given 
promptly to the supplier or contractor submitting the tender.

(2) (a) Notwithstanding the provisions of paragraph (4) of this article, the solicitation documents may 
require the supplier or contractor whose tender has been accepted to sign a written procurement contract 
conforming to the tender. In such cases, the procuring entity (the requesting ministry) and the supplier or 
contractor shall sign the procurement contract within a reasonable period of time after the notice referred 
to in paragraph (1) of this article is dispatched to the supplier or contractor;

(b) Subject to paragraph (3) of this article, where a written procurement contract is required to be signed 



pursuant to subparagraph (a) of this paragraph, the procurement contract enters into force when the 
contract is signed by the supplier or contractor and by the procuring entity. Between the time when the 
notice referred to in paragraph (1) of this article is dispatched to the supplier or contractor and the entry 
into force of the procurement contract, neither the procuring entity nor the supplier or contractor shall 
take any action that interferes with the entry into force of the procurement contract or with its 
performance.

(3) Where the solicitation documents stipulate that the procurement contract is subject to approval by a 
higher authority, the procurement contract shall not enter into force before the approval is given. The 
solicitation documents shall specify the estimated period of time following dispatch of the notice of 
acceptance of the tender that will be required to obtain the approval. A failure to obtain the approval 
within the time specified in the solicitation documents shall not extend the period of effectiveness of 
tenders specified in the solicitation documents pursuant to article 29 (1) or the period of effectiveness of 
tender securities that may be required pursuant to article 30 (1).

(4) Except as provided in paragraphs (2) (b) and (3) of this article, a procurement contract in accordance 
with the terms and conditions of the accepted tender enters into force when the notice referred to in 
paragraph (1) of this article is dispatched to the supplier or contractor that submitted the tender, provided 
that it is dispatched while the tender is in force. The notice is dispatched when it is properly addressed or 
otherwise directed and transmitted to the supplier or contractor, or conveyed to an appropriate authority 
for transmission to the supplier or contractor, by a mode authorized by article 9.

(5) If the supplier or contractor whose tender has been accepted fails to sign a written procurement 
contract, if required to do so, or fails to provide any required security for the performance of the 
contract, the procuring entity shall select a successful tender in accordance with article 32 (4) from 
among the remaining tenders that are in force, subject to the right of the procuring entity, in accordance 
with article 33 (1), to reject all remaining tenders. The notice provided for in paragraph (1) of this article 
shall be given to the supplier or contractor that submitted that tender.

(6) Upon the entry into force of the procurement contract and, if required, the provision by the supplier 
or contractor of a security for the performance of the contract, notice of the procurement contract shall 
be given to other suppliers or contractors, specifying the name and address of the supplier or contractor 
that has entered into the contract and the contract price.

 

CHAPTER IV. PROCEDURES FOR PROCUREMENT METHODS OTHER THAN TENDERING

Article 36. Two-stage tendering

(1) The provisions of chapter III of this Law shall apply to two-stage tendering proceedings except to the 
extent those provisions are derogated from in this article.



(2) The solicitation documents shall call upon suppliers or contractors to submit, in the first stage of the 
two-stage tendering proceedings, initial tenders containing their proposals without a tender price. The 
solicitation documents may solicit proposals relating to the technical, quality or other characteristics of 
the goods or construction as well as to contractual terms and conditions of their supply.

(3) The procuring entity may engage in negotiations with any supplier or contractor whose tender has 
not been rejected pursuant to articles 13, 32 (3) or 33 concerning any aspect of its tender.

(4) In the second stage of the two-stage tendering proceedings, the procuring entity shall invite suppliers 
or contractors whose tenders have not been rejected to submit final tenders with prices with respect to a 
single set of specifications. In formulating those specifications, the procuring entity may delete or 
modify any aspect, originally set forth in the solicitation documents, of the technical or quality 
characteristics of the goods or construction to be procured, and any criterion originally set forth in those 
documents for evaluating and comparing tenders and for ascertaining the successful tender, and may add 
new characteristics or criteria that conform with this Law. Any such deletion, modification or addition 
shall be communicated to suppliers or contractors in the invitation to submit final tenders. A supplier or 
contractor not wishing to submit a final tender may withdraw from the tendering proceedings without 
forfeiting any tender security that the supplier or contractor may have been required to provide. The final 
tenders shall be evaluated and compared in order to ascertain the successful tender as defined in article 
32 (4) (b).

Article 37. Restricted tendering

(1) (a) When the procuring entity engages in restricted tendering on the grounds referred to in article 18 
(a), it shall solicit tenders from all suppliers and contractors from whom the goods or construction to be 
procured are available.

(b) When the procuring entity engages in restricted tendering on the grounds referred to in 
article 18 (b), it shall select suppliers or contractors from whom to solicit tenders in a non-
discriminatory manner and it shall select a sufficient number of suppliers or contractors to 
ensure effective competition.

(2) When the procuring entity engages in restricted tendering, it shall cause a notice of the restricted-
tendering proceeding to be published in ... (each enacting State specifies the official gazette or other 
official publication in which the notice is to be published).

(3) The provisions of chapter III of this Law, except article 22, shall apply to restricted-tendering 
proceedings, except to the extent that those provisions are derogated from in this article.

Article 38. Request for proposals



(1) Requests for proposals shall be addressed to as many suppliers or contractors as practicable, but to at 
least three, if possible.

(2) The procuring entity shall publish in a newspaper of wide international circulation or in a relevant 
trade publication or technical journal of wide international circulation a notice seeking expression of 
interest in submitting a proposal, unless for reasons of economy or efficiency the procuring entity 
considers it undesirable to publish such a notice; the notice shall not confer any rights on suppliers or 
contractors, including any right to have a proposal evaluated.

(3) The procuring entity shall establish the criteria for evaluating the proposals and determine the 
relative weight to be accorded to each such criterion and the manner in which they are to be applied in 
the evaluation of the proposals. The criteria shall concern:

(a) the relative managerial and technical competence of the supplier or contractor;

(b) the effectiveness of the proposal submitted by the supplier or contractor in meeting the 
needs of the procuring entity; and

(c) the price submitted by the supplier or contractor for carrying out its proposal and the 
cost of operating, maintaining and repairing the proposed goods or construction.

(4) A request for proposals issued by a procuring entity shall include at least the following information:

(a) the name and address of the procuring entity;

(b) a description of the procurement need including the technical and other parameters to 
which the proposal must conform, as well as, in the case of procurement of construction, 
the location of any construction to be effected;

(c) the criteria for evaluating the proposal, expressed in monetary terms to the extent 
practicable, the relative weight to be given to each such criterion, and the manner in which 
they will be applied in the evaluation of the proposal; and

(d) the desired format and any instructions, including any relevant time-frames, applicable 
in respect of the proposal.

(5) Any modification or clarification of the request for proposals, including modification of the criteria 
for evaluating proposals referred to in paragraph (3) of this article, shall be communicated to all 
suppliers or contractors participating in the request-for-proposals proceedings.

(6) The procuring entity shall treat proposals in such a manner so as to avoid the disclosure of their 
contents to competing suppliers or contractors.



(7) The procuring entity may engage in negotiations with suppliers or contractors with respect to their 
proposals and may seek or permit revisions of such proposals, provided that the following conditions are 
satisfied:

(a) any negotiations between the procuring entity and a supplier or contractor shall be 
confidential;

(b) subject to article 11, one party to the negotiations shall not reveal to any other person 
any technical, price or other market information relating to the negotiations without the 
consent of the other party;

(c) the opportunity to participate in negotiations is extended to all suppliers or contractors 
that have submitted proposals and whose proposals have not been rejected.

(8) Following completion of negotiations, the procuring entity shall request all suppliers or contractors 
remaining in the proceedings to submit, by a specified date, a best and final offer with respect to all 
aspects of their proposals.

(9) The procuring entity shall employ the following procedures in the evaluation of proposals:

(a) only the criteria referred to in paragraph (3) of this article as set forth in the request for 
proposals shall be considered;

(b) the effectiveness of a proposal in meeting the needs of the procuring entity shall be 
evaluated separately from the price;

(c) the price of a proposal shall be considered by the procuring entity only after 
completion of the technical evaluation.

(10) Any award by the procuring entity shall be made to the supplier or contractor whose proposal best 
meets the needs of the procuring entity as determined in accordance with the criteria for evaluating the 
proposals set forth in the request for proposals, as well as with the relative weight and manner of 
application of those criteria indicated in the request for proposals.

Article 39. Competitive negotiation

(1) In competitive negotiation proceedings, the procuring entity shall engage in negotiations with a 
sufficient number of suppliers or contractors to ensure effective competition.

(2) Any requirements, guidelines, documents, clarifications or other information relative to the 



negotiations that are communicated by the procuring entity to a supplier or contractor shall be 
communicated on an equal basis to all other suppliers or contractors engaging in negotiations with the 
procuring entity relative to the procurement.

(3) Negotiations between the procuring entity and a supplier or contractor shall be confidential, and, 
except as provided in article 11, one party to those negotiations shall not reveal to any other person any 
technical, price or other market information relating to the negotiations without the consent of the other 
party.

(4) Following completion of negotiations, the procuring entity shall request all suppliers or contractors 
remaining in the proceedings to submit, by a specified date, a best and final offer with respect to all 
aspects of their proposals. The procuring entity shall select the successful offer on the basis of such best 
and final offers.

Article 40. Request for quotations

(1) The procuring entity shall request quotations from as many suppliers or contractors as practicable, 
but from at least three, if possible. Each supplier or contractor from whom a quotation is requested shall 
be informed whether any elements other than the charges for the goods themselves, such as 
transportation and insurance charges, customs duties and taxes, are to be included in the price.

(2) Each supplier or contractor is permitted to give only one price quotation and is not permitted to 
change its quotation. No negotiations shall take place between the procuring entity and a supplier or 
contractor with respect to a quotation submitted by the supplier or contractor.

(3) The procurement contract shall be awarded to the supplier or contractor that gave the lowest-priced 
quotation meeting the needs of the procuring entity.

Article 41. Single-source procurement

In the circumstances set forth in article 20 the procuring entity may procure the goods or construction by 
soliciting a proposal or price quotation from a single supplier or contractor.

 

CHAPTER V. REVIEW*

Article 42. Right to review

(1) Subject to paragraph (2) of this article, any supplier or contractor that claims to have suffered, or that 
may suffer, loss or injury due to a breach of a duty imposed on the procuring entity by this Law may 
seek review in accordance with articles 43 to [47].



---------------------

* States enacting the Model Law may wish to incorporate the articles on review without change or with 
only such minimal changes as are necessary to meet particular important needs. However, because of 
constitutional or other considerations, States might not, to one degree or another, see fit to incorporate 
those articles. In such cases, the articles on review may be used to measure the adequacy of existing 
review procedures.

* * *

(2) The following shall not be subject to the review provided for in paragraph (1) of this article:

(a) the selection of a method of procurement pursuant to articles 16 to 20;

(b) the limitation of procurement proceedings in accordance with article 8 on the basis of 
nationality;

(c) a decision by the procuring entity under article 33 (1) to reject all tenders;

(d) a refusal by the procuring entity to respond to an expression of interest in participating 
in request-for-proposals proceedings pursuant to article 38 (2);

(e) an omission referred to in article 25 (t).

Article 43. Review by procuring entity (or by approving authority)

(1) Unless the procurement contract has already entered into force, a complaint shall, in the first 
instance, be submitted in writing to the head of the procuring entity. (However, if the complaint is based 
on an act or decision of, or procedure followed by, the procuring entity, and that act, decision or 
procedure was approved by an authority pursuant to this Law, the complaint shall instead be submitted 
to the head of the authority that approved the act, decision or procedure.) A reference in this Law to the 
head of the procuring entity (or the head of the approving authority) includes any person designated by 
the head of the procuring entity (or by the head of the approving authority, as the case may be).

(2) The head of the procuring entity (or of the approving authority) shall not entertain a complaint, 
unless it was submitted within 20 days of when the supplier or contractor submitting it became aware of 
the circumstances giving rise to the complaint or of when that supplier or contractor should have become 
aware of those circumstances, whichever is earlier.

(3) The head of the procuring entity (or of the approving authority) need not entertain a complaint, or 



continue to entertain a complaint, after the procurement contract has entered into force.

(4) Unless the complaint is resolved by mutual agreement of the supplier or contractor that submitted it 
and the procuring entity, the head of the procuring entity (or of the approving authority) shall, within 30 
days after the submission of the complaint, issue a written decision. The decision shall:

(a) state the reasons for the decision; and

(b) if the complaint is upheld in whole or in part, indicate the corrective measures that are 
to be taken.

(5) If the head of the procuring entity (or of the approving authority) does not issue a decision by the 
time specified in paragraph (4) of this article, the supplier or contractor submitting the complaint (or the 
procuring entity) is entitled immediately thereafter to institute proceedings under article [44 or 47]. 
Upon the institution of such proceedings, the competence of the head of the procuring entity (or of the 
approving authority) to entertain the complaint ceases.

(6) The decision of the head of the procuring entity (or of the approving authority) shall be final unless 
proceedings are instituted under article [44 or 47].

Article 44. Administrative review*

--------------------------

* States where hierarchical administrative review of administrative actions, decisions and procedures is 
not a feature of the legal system may omit article 44 and provide only for judicial review (article 47).

* * *

(1) A supplier or contractor entitled under article 42 to seek review may submit a complaint to [insert 
name of administrative body]:

(a) if the complaint cannot be submitted or entertained under article 43 because of the 
entry into force of the procurement contract, and provided that the complaint is submitted 
within 20 days after the earlier of the time when the supplier or contractor submitting it 
became aware of the circumstances giving rise to the complaint or the time when that 
supplier or contractor should have become aware of those circumstances;

(b) if the head of the procuring entity does not entertain the complaint because the 
procurement contract has entered into force, provided that the complaint is submitted 
within 20 days after the issuance of the decision not to entertain the complaint;



(c) pursuant to article 43 (5), provided that the complaint is submitted within 20 days after 
the expiry of the period referred to in article 43 (4); or

(d) if the supplier or contractor claims to be adversely affected by a decision of the head of 
the procuring entity (or of the approving authority) under article 43, provided that the 
complaint is submitted within 20 days after the issuance of the decision.

(2) Upon receipt of a complaint, the [insert name of administrative body] shall give notice of the 
complaint promptly to the procuring entity (or to the approving authority).

(3) The [insert name of administrative body] may [grant] [recommend]** one or more of the following 
remedies, unless it dismisses the complaint:

------------------------

** Optional language is presented in order to accommodate those States where review bodies do not 
have the power to grant the remedies listed below but can make recommendations.

* * *

(a) declare the legal rules or principles that govern the subject-matter of the complaint;

(b) prohibit the procuring entity from acting or deciding unlawfully or from following an 
unlawful procedure;

(c) require the procuring entity that has acted or proceeded in an unlawful manner, or that 
has reached an unlawful decision, to act or to proceed in a lawful manner or to reach a 
lawful decision;

(d) annul in whole or in part an unlawful act or decision of the procuring entity, other than 
any act or decision bringing the procurement contract into force;

(e) revise an unlawful decision by the procuring entity or substitute its own decision for 
such a decision, other than any decision bringing the procurement contract into force;

(f) require the payment of compensation for

Option I

any reasonable costs incurred by the supplier or contractor 
submitting the complaint in connection with the procurement 



proceedings

Option II

loss or injury suffered by the supplier or contractor 
submitting the complaint in connection with the procurement 
proceedings

as a result of an unlawful act or decision of, or procedure followed by, the procuring entity;

(g) order that the procurement proceedings be terminated.

(4) The [insert name of administrative body] shall within 30 days issue a written decision concerning the 
complaint, stating the reasons for the decision and the remedies granted, if any.

(5) The decision shall be final unless an action is commenced under article 47.

 Article 45. Certain rules applicable to review proceedings under article 43 [and article 44]

(1) Promptly after the submission of a complaint under article 43 [or article 44], the head of the 
procuring entity (or of the approving authority) [, or the [insert name of administrative body], as the case 
may be,] shall notify all suppliers or contractors participating in the procurement proceedings to which 
the complaint relates of the submission of the complaint and of its substance.

(2) Any such supplier or contractor or any governmental authority whose interests are or could be 
affected by the review proceedings has a right to participate in the review proceedings. A supplier or 
contractor that fails to participate in the review proceedings is barred from subsequently making the 
same type of claim.

(3) A copy of the decision of the head of the procuring entity (or of the approving authority) [, or of the 
[insert name of administrative body], as the case may be,] shall be furnished within five days after the 
issuance of the decision to the supplier or contractor submitting the complaint, to the procuring entity 
and to any other supplier or contractor or governmental authority that has participated in the review 
proceedings. In addition, after the decision has been issued, the complaint and the decision shall be 
promptly made available for inspection by the general public, provided, however, that no information 
shall be disclosed if its disclosure would be contrary to law, would impede law enforcement, would not 
be in the public interest, would prejudice legitimate commercial interests of the parties or would inhibit 
fair competition.

Article 46. Suspension of procurement proceedings

(1) The timely submission of a complaint under article 43 [or article 44] suspends the procurement 



proceedings for a period of seven days, provided that the complaint is not frivolous and contains a 
declaration the contents of which, if proven, demonstrate that the supplier or contractor will suffer 
irreparable injury in the absence of a suspension, it is probable that the complaint will succeed and the 
granting of the suspension would not cause disproportionate harm to the procuring entity or to other 
suppliers or contractors.

(2) When the procurement contract enters into force, the timely submission of a complaint under article 
44 shall suspend performance of the procurement contract for a period of seven days, provided the 
complaint meets the requirements set forth in paragraph (1) of this article.

(3) The head of the procuring entity (or of the approving authority) [, or the [insert name of 
administrative body],] may extend the suspension provided for in paragraph (1) of this article, [and the 
[insert name of administrative body] may extend the suspension provided for in paragraph (2) of this 
article,] in order to preserve the rights of the supplier or contractor submitting the complaint or 
commencing the action pending the disposition of the review proceedings, provided that the total period 
of suspension shall not exceed 30 days.

(4) The suspension provided for by this article shall not apply if the procuring entity certifies that urgent 
public interest considerations require the procurement to proceed. The certification, which shall state the 
grounds for the finding that such urgent considerations exist and which shall be made a part of the 
record of the procurement proceedings, is conclusive with respect to all levels of review except judicial 
review.

(5) Any decision by the procuring entity under this article and the grounds and circumstances therefor 
shall be made part of the record of the procurement proceedings.

Article 47. Judicial review

The [insert name of court or courts] has jurisdiction over actions pursuant to article 42 and petitions for 
judicial review of decisions made by review bodies, or of the failure of those bodies to make a decision 
within the prescribed time-limit, under article 43 [or 44].

 

* * * * *
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Foreword

This Guide was drafted within the Working Group on the New International
Economic Order of the United Nations Commission on International Trade
Law (UNCITRAL), which is composed of al1 36 member States of UNCITRAL.
Representatives of many other States and international organizations attended
sessions of the Working Group as observers and participated actively in the
work on the Guide. Mr. Leif Sevon of Finland served as chairman of al1
sessions of the Working Group devoted to the drafting of the Guide. In drafting
chapters for consideration by the Working Group, the Secretariat consulted
with practioners and other experts in the field of international works contracts.
In addition, it consulted numerous sources, including publications, articles and
other textual materials, as wel1 as model forms of contract, general conditions
of contract and actual contracts between parties. Such sources are too
numerous to be able to acknowledge them individual1y; however, recognition is
hereby given to their contribution in the preparation of the Guide.

After being approved by the Working Group, the Guide was finalized and
adopted by UNCITRAL at its twentieth session in August 1987 by the
fol1owing resolution:

"The United Nations Commission on International Trade Law,

"Recalling its mandate under General Assembly resolution 2205 (XXI) of
17 December 1966 to further the progressive harmonization and unification
of the law of international trade, and in that respect to bear in mind the
interests of al1 peoples, and in particular those of developing countries, in the
extensive development of international trade,

"Taking into consideration the resolutions adopted by the General
Assembly on economic development and the establishment of the new
international economic order,

"Considering that legal1y sound, balanced and equitable international
contracts for the construction of industrial works are important for al1
countries, and in particular for developing countries,

"Being of the opinion that a legal guide on drawing up international
contracts for the construction of industrial works, identifying the legal issues
to be dealt with in such contracts and suggesting solutions of those issues,
will be helpful to al1 parties, in particular those from developing countries, in
concluding such contracts,

"1. Adopts the UNCITRAL Legal Guide on Drawing Up International
Contracts for the Construction of Industrial Works;

"2. Invites the General Assembly to recommend the use of the Legal
Guide by persons involved in drawing up international contracts fOJ;, the
construction of industrial works;

hi



"3. Requests the Secretary-General to take effective measures for the
widespread distribution and promotion of the use of the Legal Guide.'?"

Readers may wish to communicate to the Secretariat, at the address below,
their comments on the use of the Guide, and suggestions as to matters to be taken
into consideration when the Guide is reissued at an appropriate time in the
future.

UNCITRAL Secretariat
Vienna International Centre

P. O. Box 500
A-1400 Vienna, Austria

*Report of the United Nations Commission on International Trade Law on the work of its
twentieth session, Official Records of the General Assembly. Forty-second Session. Supplement No. 17
(A/42/17), para. 315.
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Introduction

A. Origin, purpose and approach of the Guide

1. In 1974and 1975, the United Nations General Assembly adopted a number of
resolutions dealing with economic development and the establishment of a new
international economic order.' As one of the organs of the United Nations,
UNCITRAL was called upon by the General Assembly to take account of the
relevant provisions of those resolutions. It responded by including in its
programme of work the topic of the legal implications of the new international
economic order," and considered how, ha ving regard to its special expertise, and
within the context of its mandate, it could most effectively advance the objectives
set forth in the General Assembly resolutions. In doing so, it also took into
account a recommendation of the Asian-African Legal Consultative Committee
(AALCC) that the Commission should deal with the topic.'

2. To assist it in defining the nature and scope of possible work in this area,
in 1978 the Commission established a Working Group on the New Inter
national Economic Order and charged it with the task of making recommenda
tions as to specific topics which could appropriately form part of the
programme of work of the Commission." The Working Group reported to the
Commission its conclusion that a study of contractual provisions commonly
occurring in international industrial development contracts would be of special
importance to developing countries, in view of the role of industrialization in
the process of economic development. 5 Based upon the discussions and
conclusions of the Working Group, the Commission decided in 1980 to accord
priority to work related to contracts in the field of industrial development. In
1981 it instructed the Working Group to prepare a Legal Guide on Drawing up
International Contracts for the Construction of Industrial Worksr

3. Contracts for the construction of industrial works are typically of great
complexity, with respect both to the technical aspects of the construction and
to the legal relationships between the parties. The obligations to be performed
by contractors under these contracts normally extend over a relatively long
period of time, often several years. In these and other ways, contracts for the
construction of industrial works differ in important respects from traditional
contracts for the sale of goods or the supply of services. Consequently, rules of
law drafted to govern sales or services contracts may not settle in an
appropriate manner many issues arising in contracts for the construction of
industrial works. It may be desirable or advisable for the parties to settle these
issues through contract provisions.

4. The preparation of the Guide was largely motivated by an awareness that
the complexities and technical nature of this field often make it difficult for
purchasers of industrial works, particularly those from developing countries, to
acquire the necessary information and expertise required to draw up



appropriate contracts. The Guide has therefore been designed to be of
particular benefit to those purchasers, while seeking at the same time to take
account of the legitimate interests of contractors.

5. The Guide seeks to assist parties in negotiating and drawing up
international contracts for the construction of industrial works by identifying
the legal issues involved in those contracts, discussing possible approaches to
the solution of the issues, and, where appropriate, suggesting solutions which
the parties may wish to incorporate in their contract. The discussion in the
Guide and the suggested solutions are written in the light of the differences
between the various legal systems in the world. It is hoped that one result of
the Guide will be to promote the development of an international common
understanding as to the identification and resolution of issues arising in
connection with those contracts.

6. As conceived in the Guide, an industrial works is an installation which
incorporates one or more major pieces of equipment and a technological
process to produce an output. Examples of industrial works include petro
chemical plants, fertilizer plants and hydroelectric plants. The Guide deals with
contracts in which the contractor assumes the obligation to supply to the
purchaser equipment and materials to be incorporated in the works, and either
to install the equipment or to supervise such installation by others. For brevity,
these contracts are referred to in the Guide as "works contracts". .In addition
to the obligations just mentioned, which are the essence of a works contract, a
contractor often assumes other important obligations, such as the design of the
works, the transfer of technology, and the training of the purchaser's
personnel. Works contracts may therefore be distinguished from other types of
contracts from which one or more of the elements mentioned above are absent,
for example, contracts exclusively for building or for civil engineering.

7. The term "works contract" is used in the Guide merely to indicate the type
of contract to which the discussion in the Guide is directed, rather than to
delimit precisely the scope of application of the Guide. Although certain parts
of the discussion in the Guide may be irrelevant to or inappropriate for
contracts other than works contracts (for example, the discussion of
performance tests in chapter XII, "Inspections and tests during manufacture
and construction", may be irrelevant for contracts exclusively for building),
persons involved in the negotiation and drafting of contracts other than works
contracts may also derive some assistance from the Guide.

8. The Guide has been designed to be of use to persons involved at various
levels in negotiating and drawing up works contracts. It is intended for use by
lawyers representing the parties, as well as non-legal staff of and advisers to the
parties (e.g., engineers) who participate in the negotiation and drawing up of
the contracts. The Guide is also intended to be of assistance to persons who
have overall managerial responsibility for the conclusion of works contracts,
and who require a broad awareness of the structure of those contracts and the
principal legal issues to be covered by them. Such persons may include, for
example, high-level officials of a Government ministry under the auspices of
which the works is being constructed. It is emphasized, however, that the Guide
should not be regarded by the parties as a substitute for obtaining legal and
technical advice and services from competent professional advisers.

9. The Guide does not have an independent juridical status; it is intended
merely to assist parties in negotiating and drafting their contract. The various.
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solutions to issues discussed in the Guide will not govern the relationship
between the parties unless they expressly agree upon such solutions and
provide for them in the contract, or unless the solutions result from legal rules
under the applicable system of law. In addition, the Guide is intended only to
assist the parties in negotiating and drafting their contract; it is not intended to
be used for interpreting contracts entered into before or after its publication.

B. Arrangement of the Guide

10. The Guide is arranged in two parts. Part one deals with certain matters
arising prior to the time when the contract is drawn up. These include the
identification of the project and its parameters through pre-contract studies
(chapter I); the various contracting approaches which the parties may adopt
(chapter 11); the possible procedures for concluding the contract (i.e.,
tendering, or negotiation without prior tendering), and the form and validity of
the contract (chapter Ill). The discussion of these subjects has two aims: to
direct the attention of the parties to important matters which they should
consider prior to commencing to negotiate and draw up a works contract, and
to provide a setting for the discussion of the legal issues involved in the
contract.

11. Particular notice may be taken of the discussion in chapter 11, "Choice of
contracting approach". The settlement of certain issues in the contract may
depend upon the contracting approach which is adopted by the parties.
Throughout the Guide, whenever appropriate, the discussion points out that
different situations or solutions may apply under different contracting
approaches.

12. Part two of the Guide deals with the drawing up of specific provisions of a
works. contract. It discusses the issues to be addressed in those provisions and
in many cases suggests approaches to the treatment of those issues (see
paragraph 16, below). Part two is thus the core of the Guide. Each chapter in
part two deals with a particular issue which may be addressed in a works
contract. To the extent possible, the chapters have been arranged in the order
in which the issues dealt with in those chapters are frequently addressed in
works contracts.

13. An analytical index is included at the end of the Guide. This, in addition
to serving the usual functions of an index, has been designed in particular to
enable the reader to locate the meanings of terminology used in the Guide.
Where terms are expressly defined in chapters of the Guide, the index refers the
reader to those definitions. In some cases, however, terms do not lend
themselves to concise definitions; rather, the significance and scope of the
terms must be gained from the entire chapters in which they are discussed. In
those cases, the reader will be assisted by the index in locating the various
aspects of the discussions relating to the terms.

C. Chapter summaries

14. Each chapter of the Guide is preceded by a summary. The summaries are
designed to serve the needs of non-legal management or other personnel who
need to be aware of the principal issues covered by a particular type of contract
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clause, but who do not require a discussion of the issues in the depth or detail
contained in the main text of a chapter. Those readers might obtain
information which they require about the settlement of issues arising in the
contract as a whole or in particular types of clauses by reading the summaries
alone. To assist such readers who find that they would like further information
on particular points, cross-references are provided to paragraphs in the main
text of the chapter where points referred to in the summary are discussed.
Persons directly involved in drawing up works contracts, for whom the main
text of each chapter is principally designed, might find that reading the
summaries provides a useful overview of the subject-matter and issues covered
by each chapter. They might also use the summaries as a check-list of issues to
be addressed in negotiating and drawing up contractual provisions.

D."General remarks"

15. The main text of each chapter begins with a section entitled "General
remarks". This is intended to serve as an introduction to the subject-matter of
the chapter, and to cover certain matters which are applicable to the chapter as
a whole so as to avoid repeating them in each section of the chapter where they
are relevant. In some cases, the section also deals with points which do not
easily fit elsewhere within the structure of the chapter. The section often refers
readers to the other chapters where related issues are discussed.

E. Recommendations made in the Guide

16. Where appropriate, the Guide contains suggestions as to ways in which
certain issues in a works contract might be settled. Three levels of suggestion
are used. The highest level is indicated by a statement to the effect that the
parties "should" take a particular course of action. It is used only when that
course of action is a logical necessity or is legally mandated. This level is used
sparingly in the Guide. An intermediate level is used when it is "advisable" or
"desirable", but not logically or legally required, that the parties adopt a
particular course of action. A formulation such as "the parties may wish to
provide", "the parties may wish to consider", or the contract "might" contain
a particular provision, is used for the lowest level of suggestion. Occasionally,
the wording used to denote a particular level of suggestion is, for editorial
reasons, varied somewhat from that just indicated; however, it should be clear
from that wording which level is intended.

F. D1ustrative provisions

17. Some chapters contain one or more "illustrative provisions" set forth in
footnotes. They are included in order to make issues discussed in the text of a
chapter easier to understand. They also serve to illustrate how certain solutions
discussed in the text might be structured, particularly those that are complex or
may otherwise present difficulties in drafting. It is emphasized, however, that
illustrative provisions should not necessarily be regarded as models of
provisions that should be included in particular contracts. The precise content
of a clause and language to be used in it may vary with each contract. In
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addition, there is usually more than one possible solution to an issue, even
though only one of those possible solutions is presented in an illustrative
provision. The illustrative provisions have been designed to fit within the
overall scheme followed and approaches taken in the Guide. It is therefore
important that parties who draft a provision for their contract based upon an
illustrative provision carefully consider whether the provision fits harmoniously
within their own contract. In general, illustrative provisions have not been
included where an understanding of an issue and guidance to drafting is clearly
obtainable from the text of the chapter, or where a provision dealing with an
issue cannot be drafted in isolation from the particular contract in which it is
to appear.

Footnotes to Introduction

'See Charter of Economic Rights and Duties of States, General Assembly resolution 3281
(XXIX), Official Records of the General Assembly. Twenty-ninth Session. Supplement No. 31
(A/9631); also, Resolutions adopted by the General Assembly during its sixth special session,
Official Records of the General Assembly. Sixth Special Session. Supplement No. I (A/9559);
Resolutions adopted by the General Assembly during its seventh special session, Official Records of
the General Assembly. Seventh Special Session. Supplement No. I (A/I0301).

'Report of the United Nations Commission on International Trade Law on the work of its
eleventh session, Official Records of the General Assembly. Thirty-third Session. Supplement No. 17
(A/33/17), paras. 67(c)(vi), 68, 69 (Yearbook of the United Nations Commission on International
Trade Law (hereinafter referred to as UNCITRAL Yearbook), Volume IX: 1978, Part One, 11, A,
paras. 67(c)(vi), 68, 69 (United Nations publication, Sales No. E.80.V.8)).

'This recommendation is set forth in Recommendations of the Asian-African Legal Consultative
Committee: note by the Secretary-General, A/CN.9/155, Annex (UNCITRAL Yearbook, Volume IX:
1978, Part Two, IV, B); see, also, Legal Implications of the New International Economic Order: Note
by the Secretariat, A/CN.9/194 (UNCITRAL Yearbook, Volume XI: 1980, Part Two, V, D (United
Nations publication, Sales No. E.8I.V.8)).

"Report of the United Nations Commission on International Trade Law on the work of its
eleventh session, fn. 3, above, para. 71; Report of the United Nations Commission on International
Trade Law on the work of its twelfth session, Official Records of the General Assembly. Thirty
fourth Session. Supplement No. 17 (A/34/17), para. 100 (UNCITRAL Yearbook, Volume X: 1979,
Part One, 11, A, para. 100 (United Nations publication, Sales No. E.8I.V.2)).

'Report of the Working Group on the New International Economic Order on the work of its
session, A/CN.9/176, paras. 31 and 32 (UNCITRAL Yearbook, Volume XI: 1980, Part Two, V, A,
paras. 31 and 32).

'Report of the United Nations Commission on International Trade Law on the work of its
fourteenth session Official Records of the General Assembly. Thirty-sixth Session. Supplement No. 17
(A/36/17), para. 84 (UNCITRAL Yearbook, Volume XII: 1981, Part One, A, para. 84 (United
Nations publication, Sales No. E.82.V.6)).
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Chapter I. Pre-contract studies

SUMMARY

Pre-contract studies assist the purchaser in deciding whether to proceed
with an industrial works project and in determining the nature and scope
of the works. They are in most cases carried out by or on behalf of the
purchaser (paragraphs I to 5).

Pre-contract studies may include opportunity studies (paragraph 6),
preliminary feasibility studies (paragraphs 7 and 8), feasibility studies
(paragraphs 9 to 11) and detailed studies (paragraph 12).

If the purchaser does not have within his own staff the expertise necessary
to perform the pre-contract studies, he may wish to consider engaging an
outside consulting firm in which he has confidence. The consulting firm
may be selected by means of selection procedures designed to promote
competition among prospective consulting firms (paragraph 13).

As a general proposition, the pre-contract studies should not be conducted
by a firm which may be engaged as a contractor to construct the works,
due to the potential of a conflict of interest; although in some highly
specialized fields it may be necessary for the studies to be conducted by a
potential contractor. However, it may be acceptable to the purchaser for
the firm which conducted the pre-contract studies merely to supervise the
construction of the works by other firms (paragraphs 14 and IS).

On the other hand, in some cases it may be advantageous to the purchaser
for the firm which performs the pre-contract studies to be engaged
subsequently to supply the design or to serve as the consulting engineer in
connection with the construction. However, the purchaser may wish to
consider the possibility of a conflict of interest in that case (paragraph 16).

A. Generalremarks

1. A purchaser contemplating investment in an industrial works will have to
acquire and analyse a large amount of technical, commercial, financial and
other information in order to be able to decide whether to proceed with the
investment, and to determine the nature and scope of the works. That
information is acquired and analysed in the context of one or more studies,
referred to in the Guide as "pre-contract studies".' Pre-contract studies are in
most cases carried out by or on behalf of the purchaser. Sometimes, however,
they are carried out by the contractor (see paragraph 15, below). In some
countries, particularly those in the process of industrialization, pre-contract
studies may also constitute an element of the country's overall planning process
by enabling the authorities to compare and evaluate various potential industrial
projects in order to determine national investment priorities.
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2. Pre-contract studies are not only essential decision-making tools for the
purchaser, they are often required by lending institutions which provide
financing for the construction of industrial works. Those institutions sometimes
even participate in or carry out pre-contract studies themselves.

3. A party who performs or procures pre-contract studies should make
available to the other party information derived from those studies. The works
contract may deal with the responsibility of the party who makes the
information available for the accuracy and sufficiency of that information.
Contractual provisions in this regard are discussed in chapter VII, "Price and
payment conditions", paragraph 43.

4. Purchasers may note that it is not necessarily desirable to reduce costs by
restricting the scope of pre-contract studies. To do so could result in
insufficient or misleading information, and contribute to an unwise investment
decision, or necessitate varying the design of the works or construction
methods during construction in order to conform to circumstances which were
not known or were erroneously forecast. This could ultimately result in greater
cost to the purchaser.

5. Pre-contract studies are often carried out in stages, the results of the study
in one stage providing the basis for a decision whether to proceed to the study
in the next stage and serving as the foundation for that study. The nature and
sequence of those studies are typically as set forth in the following paragraphs.

B. Opportunity studies

6. Opportunity studies are often carried out by or on behalf of countries in the
process of industrialization, and are a valuable source of information to
purchasers. They are designed to identify potential investment opportunities
within the country to be pursued either by the Government itselfor to be proposed
to potential independent investors in investment promotion programmes. The
studies may explore, for example, various possibilities for constructing works to
manufacture a particular product which the Government is interested in
producing locally, and the potential market for the product. They may explore
possibilities for constructing works to make use oflocally available resources or to
promote industrialization in a particular region. Opportunity studies usually deal
only with the principal economic and technical aspects of various potential
investment opportunities, without attempting to define the parameters of a
particular project in detail. Certain international organizations will assist
countries in the performance or procurement of opportunity studies; in some
countries they are performed by governmental organs.

C. Preliminary feasibility studies

7. When the purchaser has begun to focus upon a particular project, he will
engage in studies aimed at ascertaining the technical and financial viability of
the project. FUll-scale feasibility studies (discussed in paragraphs 9 to ll,
below) are often costly; in some cases, therefore, the purchaser may wish to
engage in a preliminary feasibility study in order to determine whether a full
scale feasibility study is warranted.
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8. The preliminary feasibility study should enable the purchaser to determine
on a general basis the viability of the project. It will often investigate many of
the same matters and address many of the same issues as does the feasibility
study (see paragraph 10, below), although in less detail. The preliminary
feasibility study will often enable the purchaser to evaluate various options
concerning the scope and the manner of execution of the project. It may also
point out particular matters requiring more detailed investigation and help to
determine the nature of investigations and tests to be conducted within the
context of the feasibility study. On the basis of the findings of the preliminary
feasibility study the purchaser might approach potential sources of financing
for the project. The purchaser may wish to do so at that stage, and prior to the
full-scale feasibility study, because some lenders wish to have their terms of
reference incorporated in the feasibility study, and sometimes to have their own
experts involved in that study.

D. Feasibility studies

9. The feasibility study should be designed so as to provide the purchaser with
the information which he needs in order to decide whether to invest in the
project and, if he decides to do so, to settle upon the parameters of the works
to be constructed (e.g., its size, location, cost, production capacity, and perhaps
the possible technologies which may be used), the source and method of
financing, the contracting approach to be used (see chapter 11, "Choice of
contracting approach"), and the method of obtaining offers from contractors
(e.g., by tender or by negotiation: see chapter Ill, "Selection of contractor and
conclusion of contract"). The lending institution which is to finance the
construction of the works may collaborate in the making of these decisions on
the basis of the feasibility study.

10. The exact scope and contents of the feasibility study will depend on the
project concerned. However, feasibility studies typically cover the following
matters and issues: the potential market size and potential market price for the
product to be produced by the works; the capacity of the works; raw materials,
power and other inputs for the manufacturing process; the location and site of
the works; transport and other elements of infrastructure; civil, mechanical and
electrical engineering; technology; organization of the works and overhead
costs; kinds and amount of manpower needed to construct the works; and legal
constraints (e.g., land-use requirements and environmental controls). It is
advisable for the feasibility study to contain an analysis of the financial
viability of the works, including the total investment required, possibilities
concerning the financing of construction and the commercial profitability of
the works. It may also evaluate the project in relation to the national economy.
The feasibility study will usually also include an investigation of the site to
determine its topography and geological characteristics and climatic conditions.

11. Feasibility studies typically assume the existence of certain situations or
facts, and therefore incorporate an element of uncertainty. The purchaser
should be able to ascertain from the study the assumptions which have been
made and the extent of the uncertainty. Sometimes feasibility studies include
"sensitivity studies", which vary some of the assumptions on which the
feasibility study is based to determine the effect of those changes in
assumptions on the feasibility of the project.
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E. Detailed studies

12. Once the feasibility of a project has been confirmed, a detailed study is
sometimes conducted to provide more refined and detailed information needed
for the design of the works and to settle other aspects of the project (e.g., the
nature and number of contracts to be entered into, and the construction
methods to be used).

F. Specialists performing pre-contract studies

13. In many cases, it may be desirable for pre-contract studies to be made by
a team of specialists in various relevant disciplines, e.g., economists, financial
experts, geologists, engineers and industrial management experts. The purchaser
may wish to consider whether there exists within his own staff the expertise
necessary to perform the studies. If not, he may wish to consider engaging an
outside consulting firm in which he has confidence to perform the studies. In
choosing such a firm, it would be desirable for the purchaser to consider not
only the price to be charged by it (bearing in mind that the least expensive firm
is not always the best choice), but also such other factors as its reputation and
expertise. The purchaser may wish to consider selecting a consulting firm by
means of selection procedures designed to promote competition among
prospective consulting firms with respect to the services to be performed arid
the price to be charged. A purchaser who is unable to identify a suitable firm or
firms may obtain assistance in doing so from sources such as lending
institutions, international organizations and professional bodies.'

14. The purchaser may wish to consider whether the pre-contract studies
should be conducted by a firm which is eligible to be engaged subsequently as
the contractor under the works contract, or either to perform limited services,
such as supplying the design for the works or serving as the consulting engineer
in connection with the construction (see chapter X, "Consulting engineer").
The purchaser may view these two possibilities differently.

15. As a general proposition, the pre-contract studies should not be
conducted by a firm which may be engaged as a contractor to construct the
works. Such a firm might be tempted to produce studies which are more
encouraging to the purchaser to proceed with the project than is justified. Some
lending institutions will not allow the entity which conducted the pre-contract
studies to be engaged subsequently to construct the works. However, in some
highly specialized fields, it may be necessary for the pre-contract studies to be
conducted by a potential contractor, since there may exist no independent
consultants with the required expertise in the field to perform the studies. It
may be noted that while the pre-contract studies should not be conducted bya
firm which may be engaged as a contractor to construct the works, it may be
acceptable to the purchaser for the firm which conducted the pre-contract
studies merely to supervise the construction of the works by other firms.

16. On the other hand, in some cases, it may be advantageous to the
purchaser for the firm which performed the pre-contract studies to be engaged
subsequently to supply the design or to serve as the consulting engineer. When
these functions are performed by different firms, the supplier of the design or
the consulting engineer may have to spend time examining the pre-contract
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studies in detail, and perhaps even to duplicate some investigations made for
the studies, resulting in higher cost to the purchaser. However, in considering
whether the same firm should be eligible to serve in both capacities, the
purchaser may wish to consider the possibility of a conflict of interest similar to
that discussed in paragraph 15, above.

Footnotes to chapter I

'For a discussion of the content and methodology of pre-contract studies, see United Nations
Industrial Development Organization, Manual for the Preparation of Industrial Feasibility Studies
(United Nations publication, Sales No. E.78.II.B.5).

2See United Nations Industrial Development Organization, Manual on the Use of Consultants in
Developing Countries (United Nations publication, Sales No. E.72.II.B.IO).
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Chapter Il. Choice of contracting approach

SUMMARY

A purchaser who intends to contract for the construction of industrial
.works has a choice of ehtering into a single contract with a single
enterprise or a grou~ of enterprises, which will be responsible for
performing all obligations needed for the completion of the construction,
or dividing the obligations 'among several parties entering into an
individual contract with each party. In addition, the purchaser may
construct a portion of the works. Which technique he adopts may depend
on several factors (e.g., whether the technology to be used in the works is
the exclusive property of a single supplier, or whether the purchaser has
the capability to co-ordinate the performances of several parties). Within
each of these techniques, there are different possible approaches to
contracting (paragraphs I to 3).

The contractual approach whereby a single contractor is engaged to
perfom all obligations needed for the completion of the entire works is
referred to in the Guide as the "turnkey contract approach". Where
competitive tenders to construct the works are solicited from potential
turnkey contractors, each tender will be based on the individual design of
the tendering contractor, and the purchaser will be able to choose the
design which is most responsive to his requirements. However, comparison
of the different designs may sometimes be difficult. A turnkey contractor
may sometimes be motivated more by a desire to offer an attractive price
than by the need to ensure the durability, reliability and ease of
maintenance of the works. On the other hand he usually has no incentive
to over-design the works (paragraphs 4 to 6).

In some cases, a single contractor, in addition to assuming the obligations
of a turnkey contractor, may undertake to ensure that after the works is
completed it can be operated and achieve agreed production targets by the
purchaser's own personnel, using raw materials and other inputs specified
in the contract. This approach is referred to in this Guide as the "product
in-hand contract approach" (paragraph 7).

Since a single contractor bears a high degree of risk in performing all the
obligations needed for the completion of the works, and must incur costs
to guard against this risk, the total price of the works may be lower if
several contractors are engaged than if a single contractor is engaged
(paragraph 8).

The construction of a large-scale industrial works may be beyond the
technical or financial means of a single enterprise. Accordingly, the
purchaser may contemplate entering a contract with a group of enterprises
able, jointly, to provide the necessary resources and expertise with which
to construct the works. One means of doing so is for the purchaser to
enter a contract with a single enterprise which subcontracts for the
performance of certain of its obligations under the works contract
(paragraphs 9 and 10). Another approach is for the purchaser to enter a
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contract with a group of enterprises which has combined to perform the
obligations of the contractor. It may be advisable for the contract to describe
the responsibilities and liabilities undertaken by such a group or its members
in a clear manner to avoid implying certain legal consequences which may
arise under the applicable law by the use of a particular term (paragraph 11).

Depending on whether or not the group takes the form of an independent
legal entity, different considerations will apply. If the group has not
integrated into an independent entity, it is desirable for the contract to
resolve the question of whether each member of the group is to be liable
for the performance of the obligations of all of the members or only of
those which that member is to perform. It may also be desirable for the
contract to deal with other issues arising in the use of such an arrangement
(paragraphs 12 to 16).

Where the purchaser divides all the obligations needed for the completion of
the works among two or more parties, he must co-ordinate the scope and the
time of the performances under each contract so as to achieve his
construction targets. An approach involving several contracts may facilitate
the use by a purchaser oflocal contractors to construct portions of the works.
The way in which the construction is to be apportioned among the various
parties will depend upon the nature and size of the works and the national
policy followed by the country of the purchaser (paragraphs 17 to 20).

The risks borne by the purchaser in connection with the co-ordination of
several contracts could be considerably reduced by employing a consulting
engineer to advise the purchaser on how to achieve a proper co-ordination.
Alternatively, the purchaser may engage a construction manager with a
wider scope of responsibility. Another technique is to have one of the
contractors assume responsibility for some part of the co-ordination
(paragraphs 21 to 23).

The purchaser may also reduce the risks connected with engaging more than
one contractor by providing that one of the contractors is to be responsible
for the transfer of the technology, the supply of the design for the entire
works and the construction of a vital portion of the works. This contractor
may also be responsible for handing over to the purchaser at an agreed time
completed works which are capable of operating in accordance with the
contract, unless he is prevented from doing so by the failure of another party
engaged by the purchaser (paragraph 24). Another approach available to the
purchaser is to enter into a works contract with a single contractor for the
construction of the entire works in accordance with technology and a design
supplied to that contractor (paragraph 25).

The construction of the works may be effected in the context of a joint
venture entered into between the contractor and the purchaser. A joint
venture has certain advantages and disadvantages for each party (para
graphs 26 to 29). The joint venture may be based on a variety of legal
relationships. When creating a joint venture, the parties should take into
account the relevant rules of the applicable law, which are often
mandatory (paragraphs 30 and 31).

A. General remarks

1. A purchaser who intends to contract for the construction of industrial
works has a choice of entering into a single contract with a single enterprise or
a group of enterprises, which will be responsible for performing all the
obligations needed for the completion of the construction (se~ section H,

15



below), or dividing the obligations among several parties, entering into an
individual contract with each party (see section C, below). In addition, the
purchaser may construct a portion of the works. Within each of these two
techniques there are different possible approaches to contracting, as discussed
below. These approaches differ in important respects, for example, as to the
extent of the responsibility of the contractor, the extent to which the purchaser
must co-ordinate construction, and, in many cases, the total cost to the
purchaser.

2. Whether it is advisable for the purchaser to enter into a single contract or
several contracts may depend upon several factors. Entering into a single
contract places the responsibility for the entire construction on a single party; if
several contracts are entered into, and the works upon completion is defective,
it may sometimes be difficult to determine which contractor is liable. If the
technology is highly specialized or is the exclusive property of a single supplier,
the entire works may have to be designed and constructed by the supplier of the
technology. The purchaser may wish to enter into different contracts for, e.g.,
the transfer of technology, the supply of the design, and construction of
different portions of the works only if he has the ability to co-ordinate and
evaluate the performance by several contractors of their obligations.

3. Mandatory legal regulations in the country of the purchaser may require
that a certain contracting approach be used by the purchaser. For example,
those regulations may require that enterprises in the purchaser's country be
engaged for certain aspects of the construction (e.g., civil engineering) in order
to develop the technological capability of the country and to conserve foreign
exchange. In such cases, the purchaser will have either to contract with a single
contractor who is prepared to engage the local enterprises as subcontractors, or
to enter into several contracts, including contracts with the local enterprises. In
addition, the extent of the contractor's liability to taxation may influence the
contracting approach to be chosen by the parties. The parties may wish to
obtain expert advice on the issue of taxation.

B. Approaches involving single contract

4. The contractual approach whereby a single contractor is engaged to
perform all obligations needed for the completion of the entire works, i.e., the
transfer of the technology, the supply of the design, the supply of equipment
and materials, the installation of the equipment and the performance of the
other construction obligations (such as civil engineering and building), is
referred to in this Guide as the "turnkey contract approach". This approach
requires the contractor to co-ordinate the entire construction process, and, in
principle, results in the contractor's liability for any delay in completion of the
construction or for defects in the works.

1. General considerations

5. Where the purchaser chooses the turnkey contract approach, and decides
to solicit competitive tenders to construct the works from potential contractors
(see chapter Ill, "Selection of contractor and conclusion of contract"), each
tender made by a potential turnkey contractor will be based (within the
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parameters set in the invitation to tender) on an individual design. The
purchaser will thus be able to choose the design which is most responsive to his
requirements. In addition, since the turnkey contractor is himself to supply
equipment and to construct pursuant to the specifications contained in the
design included in his tender, that design may reflect manufacturing and
construction economies and techniques available to the contractor, and thus
result in construction which is economical and efficient. On the other hand, it
may sometimes be difficult for the purchaser to evaluate and compare the
different designs and different combinations of construction elements and
methods contained in offers by different potential turnkey contractors. It is
therefore advisable for the purchaser, when soliciting competitive offers, to
invite all potential contractors to set forth the specific advantages of the design,
methods and construction elements of their offers.

6. In preparing his design and construction methods and selecting his
subcontractors, a turnkey contractor may sometimes be motivated more by a
desire to offer an attractive price than by the need to ensure the durability,
reliability and ease of maintenance of the works. However, a turnkey
contractor usually has no incentive to over-design the works (i.e., to include in
the design unnecessary features and technical safeguards to ensure that the
works performs in accordance with the contract), since over-designing would
make a turnkey contractor's offer uncompetitive. If the design is supplied by a
separate designer, there may exist some incentive to over-design.

7. In some cases, a single contractor, in addition to assuming the obligations
mentioned in paragraph 4, above, may undertake to ensure that after the works
is completed, it can be operated and achieve agreed production targets using
the purchaser's own personnel, and the raw materials and other inputs specified
in the contract. This approach is referred to in the Guide as the "product-in
hand contract approach". It may be used by the purchaser as a means of
making the contractor responsible, not only for the completion of the entire
works, but also for an effective transfer to the purchaser's personnel of the
technical and managerial skills and knowledge required by the purchaser's
personnel for the successful operation of the works. In contrast to the case
where the contractor merely undertakes to train the purchaser's personnel in
the operation of the works (see chapter VI, "Transfer of technology",
paragraphs 26 to 32), this approach requires the contractor to ensure that his
training is successful. Accordingly, the contract should specify the results which
the contractor is obligated to achieve through his training. The contract may
provide that the training must enable the purchaser's personnel to operate the
works during an agreed test period under the guidance of the contractor's
managerial personnel. The contract might impose greater responsibility on the
contractor by providing that the training must enable the purchaser's personnel
to operate and manage the works independently during the test period. The
product-in-hand contract approach is to be distinguished from cases where the
contractor undertakes in the contract to assist with his own personnel in the
operation of the works after its completion (see chapter XXVI, "Supplies of
spare parts and services after construction", paragraphs 3 and 37 to 39).

8. A single contractor bears a high degree of risk in performing all the
obligations needed for the completion of the works. He may insure against this
risk, or provide some financial reserves to cover the risk. The cost of adopting
these measures is usually reflected in the calculation of the price. The total price
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of the works may be lower if several contractors are engaged than if a single
contractor is engaged, since, under the approach involving several contracts,
the purchaser himself effects the co-ordination of the construction process
which under the single contract approach is effected by the contractor. Since,
under the product-in-hand contract approach, the contractor not only assumes
extensive training obligations but also bears the risk of failing to achieve the
agreed training results, the price charged by him under that approach is likely
to be higher than that charged under the turnkey contract approach. The final
choice by the purchaser among the various approaches may be guided by
considerations that go beyond simply the financial costs of the construction.
Alternatives to both the turnkey and production-in-hand approaches may add
to the staffing needs and the risk costs of the purchaser.

2. Contracting with group ofenterprises

9. A purchaser may contemplate entering into a contract with a group of
enterprises, rather than with only one enterprise. This Guide does not deal in
depth with the legal issues connected with arrangements of that type. 1 The
purpose of the discussion of these arrangements in the present section is to
bring them to the attention of the parties and to point out some of the principal
issues associated with them which the parties may wish to consider.

10. The construction of complex and large-scale industrial works may be
beyond the technical or financial means or the experience of a single enterprise.
Thismay be the case, in particular, where all or a substantial part of theworks
is to be constructed under a single contract, such as in a product-in-hand
contract or a turnkey contract (see paragraphs 4 to 8, above). Insuch instances
one possibility may be for a single enterprise to enter into the contract as the
contractor, and to engage subcontractors to perform those obligations which it
cannot itself perform (see chapter XI, "Subcontracting"). Another possibility
may be for a group of enterprises to combine to perform the obligations of a
contractor. A group of enterprises may be created not only for the purpose of
pooling the experience and the technical and financial means of the members of
the group but also to satisfy eligibility requirements (e.g., those concerning the
nationality of the contractor) which may be imposed by law, by the purchaser
or by a financing institution, or in order to take advantage of financial or fiscal
benefits available to contractors meeting certain requirements.

11. The terminology used to describe a group of enterprises which has
combined to perform the obligations of a contractor is not uniform in all legal
systems. For example, the terms "joint venture" and "consortium" may
sometimes describe the same types of arrangements, while at other times
different types of arrangements are implied by the terms. Furthermore, the use
of a term in a contract may carry with it certain legal consequences under some
legal systems. Accordingly, where the purchaser is entering into a contract with
a group of enterprises, it may be advisable for the contract to describe clearly
the responsibilities and liabilities undertaken by the group or its members.

12. In some cases, the members of a group of enterprises which have
combined to perform the obligations of the contractor under a works contract
may form an independent legal entity. In such cases, the contractual provisions
of the works contract will be the same as those in a contract between the
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purchaser and a single enterprise. The entity itself will be fully responsible for
the performance of all the obligations of the contractor under the works
contract. Whether the individual members of the group will be responsible for
the performance of those obligations, and if so, to what extent they will be
individually responsible, will depend upon the nature of the legal entity. Some
legal systems may have mandatory rules governing contracts entered into by a
purchaser with a group of enterprises integrated into an independent legal
entity and the parties may need to take those rules into account in negotiating
the contract.

13. In other cases, and these are the more common, the members of the
group do not integrate into an independent legal entity. In such instances
there are matters which it would be advisable for the works contract to
address which do not arise in contracts with a single enterprise or with a
group of enterprises integrated into an independent legal entity. Firstly, it
would be advisable for all members of the group to become parties to the
works contract. Secondly, it would be advisable for the works contract to set
out the responsibilities and liabilities of the members of the group to the
purchaser in the performance of the contractor's obligations. Under one
approach, the works contract may allocate specific obligations to each
member of the group and make him liable for the performance only of the
obligations allocated to him. In this case, the legal positions of the parties
will be similar to those connected with an approach involving several
contracts (see paragraphs 17 to 25, below). Under a second approach, the
works contract may allocate specific obligations to each member of the
group, but make the members of the group jointly and severally liable to the
purchaser for the performance of all the obligations of the contractor under
the contract.

14. From the purchaser's point of view, it may be desirable for each of the
members of the group to assume joint and several liability for the performance
of all the obligations of the members, instead of each member assuming
liability only for obligations to be performed by him. With joint and several
liability, the purchaser would be able to claim performance against anyone or
a combination of the members of the group without having to attribute the
failure of performance to a particular member, and each member would be
personally liable for any such failure. In the event of a successful claim, the
purchaser would be able to execute his award against the combined assets of
the members against whom he claimed. It may be noted that the purchaser may
protect himself against the effects of a failure of performance by obtaining
performance guarantees from the members of the group (see chapter XVII,
"Security for performance", paragraphs 10 to 12).

IS. It may be advisable for a purchaser who is contemplating entering into
a single contract with a group of contractors who have not integrated into
an independent legal entity to obtain legal advice in respect of the possible
consequences or difficulties which may arise by the use of such an
arrangement. In addition to the matters mentioned in paragraphs 13 and 14,
above, there are a number of other issues which the purchaser may wish to
consider when entering into a contract with a non-integrated group of
enterprises:

(a) How the difficulty of bringing a claim against enterprises from
different countries, should a dispute arise, may be overcome;
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(b) How the settlement of disputes clause may be formulated so as to
enable any dispute between the purchaser and several or all the members of
the group to be settled in the same arbitral or judicial proceedings (see
chapter XXIX, "Settlement of disputes", paragraph 4);

(c) How guarantees to be given by third parties as security for performance
and quality guarantees to be given by members of the group are to be
structured;

(d) How the financial arrangements between the purchaser and the group
may be settled, including such questions as the manner of payment of portions
of the price to members of the group;

(e) What ancillary agreements may have to be entered into by the
purchaser;

(f) Whether there are any mandatory rules of the applicable law governing
contracts of this type.

16. Should the group not be integrated into an independent legal entity, it
may be to the advantage of all the parties for the purchaser not to have to deal
with each member of the group in matters arising during the course of per
formance of the contract. The members of the group may therefore designate
one of their number to be spokesman for the group in their dealings with the
purchaser. Thus, notices to be exchanged between the parties could be
exchanged between the purchaser and the designated spokesman. It may be
advisable for the authority of such a spokesman to be specified in the contract.
The purchaser will need to know whether the spokesman is acting merely as a
means of passing information between the purchaser and the group or whether
he has any authority to take decisions binding on all the members of the group.
The group of enterprises may extend the spokesman's authority so as to enable
him to act on behalf of the group, as for instance, in defending a claim by the
purchaser.

c. Approaches involving several contracts

17. Where the purchaser divides all the obligations needed for the completion
of the works among two or more parties, he may adopt different approaches to
contracting. The approach chosen by the purchaser will affect the extent of the
risk borne by him in connection with the construction.

18. The purchaser may divide the construction of the works among two or
more contractors. The transfer of technology and the supply of the design may
also be effected by one or more of these contractors, or may be effected by
other enterprises. The purchaser must co-ordinate the scope and the time of the
obligations to be performed under each contract so as to achieve his
construction targets. The purchaser may bear the risk of delay in construction
or defects in the works resulting from his failure to determine appropriately in
each contract the equipment, materials and construction services to be supplied
by the different contractors, and the time-schedules to be observed by them
(see, however, paragraphs 21 to 25, below).

19. In addition to resulting in a lower price (see paragraph 8, above), the
engagement of several contractors for construction could facilitate the use by
purchasers from developing countries of local contractors to construct portions
of the works, perhaps under the supervision of an experienced foreign
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contractor. The use of local contractors in this manner may save foreign
exchange and facilitate the transfer of technical and managerial skills to
enterprises in the purchaser's country.

20. When several contracts are entered into for construction, the supply and
installation of equipment and the supply of materials are often effected under
one or more contracts, and building and civil engineering under other
contracts. The equipment may in some cases be installed by the purchaser's
personnel or by a local enterprise under the supervision of the contractor (see
chapter IX, "Construction on site", paragraphs 27 to 30). However, the way in
which the construction is to be apportioned among the various contractors will
depend upon the nature and the size of the works, and the national policy
followed by the country of the purchaser; In general, the less complex the
works, the smaller the number of contractors required and the easier it is for
the purchaser to co-ordinate the scope and the time of the construction
obligations under the different contracts. The risks connected with co
ordination increase when a large number of parties participate in the
construction.

21. The risks borne by the purchaser in co-ordinating the scope and the time
of the performance of the obligations of several contractors could be
considerably reduced by employing a consulting engineer to advise the
purchaser as to how to achieve proper co-ordination. A consulting engineer
may be employed even if the single-contract approach is used, though his
function in such cases may be primarily to check the quality and the progress of
the construction to be effected by the single contractor. The possible role of a
consulting engineer is discussed in chapter X, "Consulting engineer".

22. The purchaser may, as is increasingly the practice, engage a construction
manager (sometimes called a managing contractor) with a wider scope of
responsibility instead of, or in addition to, a consulting engineer; The
construction manager might be the designer of the works, or an expert with
management capabilities. The responsibility of the construction manager need
not be limited to giving advice, but may include integrated construction
management (e.g., inviting tenders or negotiating and concluding different
contracts for the various portions of the works for and on behalf of the
purchaser, co-ordinating all site activities and controlling the construction
process). If the construction manager is not the designer, the contract may
obligate him to check the design and to assume responsibility for design defects
which he could reasonably have discovered. He might also be obligated to
advise the purchaser on the selection of contractors. The fee paid for the
services of a construction manager is usually higher than the fee of a consulting
engineer because of the wider scope of the construction manager's responsibility.
The parties might agree that the fee is to be reduced according to a specified
formula if the works is completed late or if the cost of the construction is
higher than a target cost, and increased if the works is completed early or the
cost is less than the target cost (see chapter VII, "Price and payment
conditions", paragraph 15).

23. Another technique which the purchaser might wish to adopt in order to
reduce his risks in co-ordination is to have one of the contractors assume
responsibility for some part of the co-ordination. This contractor may, for
example, be obligated to define the scope of the construction to be effected by
other contractors to be engaged by the purchaser, and to provide a time-

21



schedule for that work. He may also be obligated to check the construction
effected by the other contractors and to notify the purchaser of defects in the
construction which he could reasonably have discovered. However, in
considering this approach, the purchaser should take into account the possible
conflict of interest which it might create for the co-ordinating contractor, since
he has to evaluate the performances of fellow contractors who might be
participating closely with him in the construction. Accordingly, the purchaser
may wish to adopt this technique only in exceptional circumstances.

24. A further approach which the purchaser might wish to adopt in order to
reduce his risks in co-ordination is to provide that one of the contractors is to
be responsible for the transfer of the technology, the supply of the design for
the entire works and the construction of a vital portion of the works. This
contractor may also be obligated to define the scope of the construction to be
effected by other contractors to be engaged by the purchaser, and to provide a
time-schedule for that work. The contractor may be obligated to hand over to
the purchaser at an agreed time a completed works capable of operation in
accordance with the contract, unless he is prevented from doing so by the
failure of another party engaged by the purchaser to perform his construction
obligations in accordance with the design, specifications or time-schedule
provided by the contractor to the purchaser. An advantage of this approach for
the purchaser is that the responsibility for the transfer of the technology, the
supply of the design and the construction of a vital portion of the works is
concentrated in one contractor.

25. Another approach available to the purchaser is to conclude a works
contract with a single contractor for the construction of the entire works in
accordance with technology and a design to be supplied to that contractor, and
to engage one or more enterprises other than the contractor to transfer the
technology and supply the design for the works. The design is usually obtained
by the purchaser before the tendering procedure or negotiations in respect of
the works contract commence, in order that tenders to construct may be
solicited on the basis of the design. Since the contractor under this approach is
responsible for the construction of the entire works in accordance with the
design supplied by the purchaser, his responsibilities for co-ordinating the
construction process and constructing the entire works are the same as those of
a turnkey contractor. The contract may obligate the contractor to notify the
purchaser of inherent defects in the design of which he is aware.

D. Jointventure between contractor and purchaser

26. The contracts drawn up under the different contracting approaches
described above have as their principal objective the construction of the works
in return for the payment of the price. The legal relationship between the
contractor and the purchaser essentially comes to an end with the completion
of construction by the contractor and the acceptance of the works and the
payment of the price by the purchaser, except, for example, as to the rights and
obligations of the parties under a quality guarantee (see chapter V, "Description
of works and quality guarantee", paragraph 26), and other obligations which
are to take effect after that time (e.g., with respect to the supply of spare parts
or certain services after acceptance of the works (see chapter XXVI, "Supplies
of spare parts and services after construction"). In general, the commercial
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risks connected with the management and operation of the works (e.g., a
decrease in the market price of the products of the works) will, after that time,
be borne solely by the purchaser.

27. In contrast, the construction of the works may be effected in the context
of a joint venture, i.e., an association between the contractor and the purchaser
whose objectives may include, in varying degrees, the transfer of technology,
the pooling of financial resources or other assets, the sharing of the costs,
control and management of the operation of the works, the marketing of the
products of the works, and the sharing of the profits and losses resulting from
the operation of the works. The contractor and the purchaser may agree to
form a joint venture for the construction of works; but, more often, they may
enter into a contract for the construction of the works with the understanding
that they will form a joint venture for the operation of the works or for
distribution of the products upon completion of the construction.

28. A joint venture between the contractor and the purchaser may offer
certain advantages to the purchaser. When the construction is effected by the
contractor in the context of a joint venture which includes the marketing of the
output of the works, the contractor has an economic interest in the timely
completion of construction of the works and its proper functioning which goes
beyond that which arises under a works contract. The joint venture would
create an incentive in the contractor to impart to the purchaser technology,
including improvements in the technology and the technology used in the
industrial process, and managerial skills possessed by the contractor; in
addition, the output of the works might be sold in markets to which the
contractor has access. Furthermore, the losses resulting from the joint venture
would be borne by both the purchaser and the contractor. The disadvantages to
the purchaser of a joint venture may lie in the need to share the profits resulting
from the operation of the works, and the fact that the purchaser loses to some
degree managerial control over the operation of the works.

29. To the contractor, a joint venture with the purchaser may present the
advantages of, for example, facilitating access to the markets in the country or
region of the purchaser, or to markets which favour purchasing from the
country of the purchaser, and the opportunity to participate in the profits
obtained from the operation of the works. The costs to the contractor of these
advantages arise principally from his sharing of the risks associated with the
joint venture.

30. The joint venture may be based on a variety of legal relationships. The
parties may wish to establish for the purposes of the joint venture a corporate
body with independent legal personality which is owned and controlled by both
parties (this is usually called an equity joint venture). The works may be
operated by this corporate body. Alternatively, the parties may wish to agree
on a joint venture without creating a body with independent legal personality,
the association between the parties being based purely on contractual
arrangements between them (this is usually called a contractual joint venture).
The works may be jointly operated by both parties, and be either owned jointly
by them or solely by the purchaser.

31. When creating a joint venture, the parties should take into account the
rules of the applicable law, which are often mandatory, dealing specifically with
the creation of joint ventures, and with the rules regulating the creation of
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corporate bodies with independent legal personality. The contractual arrange
ments entered into between the parties for creating and implementing the joint
venture will be distinct from those entered into for constructing the works. The
contractual arrangements for creating joint ventures are outside the scope of
the Guide, and accordingly are not dealt with herein."

Footnotes to chapter Il

'Issues relating to groups of firms acting as contractors are discussed in Economic Commission
for Europe, Guidefor Drawing up International Contracts between Parties Associatedfor the Purpose
of Executing a Specific Project (United Nations publication, Sales No. E.79.II.E.22) and in
Economic Commission for Europe, Guide on Drawing up Contracts for Large Industrial Works
(United Nations publication, Sales No. E.73.II.E.13).

2The creation of joint ventures between contractors and purchasers is discussed in Manual on the
Establishment of Industrial Joint-Venture Agreements in Developing Countries (United Nations
publication, Sales No. E.7I.II.B.23).
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Chapter Ill. Selection ofcontractor and conclusion ofcontract

SUMMARY

There are two basic approaches to the conclusion of a works contract.
Under the first approach, the purchaser invites tenders from enterprises to
construct the works, and the contract is concluded on the basis of the
tender selected by the purchaser through formal tender procedures. Under
the second approach, the purchaser negotiates the contract with enter
prises selected by him without formal tender procedures. The purchaser
may not have complete freedom to choose the approach he wishes to
adopt in concluding the contract (paragraphs I to 3).

The tendering approach may be implemented through the open tendering
system or the limited tendering system. Tenders may be restricted to those
of enterprises which have been qualified by the purchaser in accordance
with pre-qualification procedures. The open tendering system, under
which all interested enterprises are invited to submit tenders for the
construction of the works, provides competition among enterprises but
may also be the most formal and costly of the procedures for the
conclusion of a works contract. The limited tendering system, where only
certain enterprises are invited to submit tenders, allows for some
competition, but usually less than under the open tendering system.
Negotiation of the works contract with a number of potential contractors
or with only one such contractor may avoid the need to adopt the
formalities of the tender procedures (paragraphs 5 to 9).

The legal rights and obligations of parties engaging in tendering
procedures may be regulated by mandatory rules of the applicable law or
by the rules of a lending institution financing the project (paragraph 10).

When the open tendering approach is adopted, it may be appropriate to
require potential tenderers to pre-qualify in order to limit the number of
tenders to be considered. An enterprise applying to be pre-qualified may
be required to complete a questionnaire which seeks to elicit relevant
information about the enterprise. On the basis of the replies to the
questionnaire, the purchaser may select enterprises in accordance with
criteria for pre-qualification which have been established by him (para
graphs II to 14).

When the purchaser 'has sufficient information about the works to be
constructed, he may invite tenders from those enterprises whose tenders are
solicited. Under the open tendering system, the invitation is communicated
by means of an advertisement, which may be circulated internationally or
more restrictedly. Under the limited tendering system, the invitation to
tender is sent individually to enterprises selected by the purchaser,
accompanied by a full set of documents to be provided to prospective
tenderers (paragraphs 15 to 18).

The documents to be provided to prospective tenderers usually include
instructions to tenderers conveying information with respect to the
preparation, contents, submission and evaluation of tenders, and model
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forms of the documents which are to be submitted by the tenderer with his
tender (paragraph 19). The instructions may specify all the purchaser's
requirements in respect of the tenders, including the criteria they must
meet to be successful. Where model forms of the tender documents are not
supplied by the purchaser to tenderers, the purchaser's requirements in
their regard may be set' out in the instructions. It is desirable for the
purchaser to prepare the contractual terms that are to form the basis of
the works contract and to supply them to tenderers. The purchaser may
wish to consider requiring tenderers to submit a tender guarantee meeting
specified criteria (paragraphs 20 to 30).

Tenders are usually opened in the presence of the tenderers or their
representatives or in public. A private opening, without the tenderers
being present, may be justified by exceptional circumstances. After tenders
are opened, they are compared and evaluated with a view to identifying
the tender which complies with the purchaser's requirements and is most
acceptable to him. The purchaser then proceeds to select the successful
tenderer. The purchaser may, in certain circumstances, reject all tenders
(paragraphs 31 to 43).

Under the negotiation approach, the purchaser contacts one or more
enterprises which he judges to be capable of constructing the works,
informs them of his requirements, and requests offers. Documents
describing the scope of the construction and main technical characteristics
of the works required and containing the contractual terms required by
the purchaser may be submitted to the enterprises. No formalities are
usually required for making or evaluating the offers, or for negotiating the
contract. In certain circumstances the purchaser may be able to combine
the tendering and negotiation approaches (paragraphs 44 to 47).

The parties may find it advisable to reduce their agreement to writing. The
parties may also wish to agree on when contractual obligations between
them are to arise, either on their entering into the contract or as from the
date when a specified condition is fulfilled (paragraphs 49 and 50).

A. General remarks

1. There are, in practice, two basic approaches that may be used for
concluding a works contract. Under the first approach, the purchaser may,
through formal tender procedures, invite enterprises to submit tenders to
construct the works, evaluate the tenders and enter into a contract with the
tenderer selected by him in accordance with the tender procedures. Tenders are
usually based upon contractual terms and technical factors stipulated by the
purchaser. One aspect of the formality of tender procedures, especially when
the purchaser is a public entity, is that the purchaser and the tenderers may be
subject to certain legal obligations and liabilities, for example, concerning the
submission, withdrawal and selection of tenders.

2. Under the second approach, the purchaser enters into negotiations with
one or more enterprises with a view to entering into a contract with one of
those enterprises. This approach does not involve formal tender procedures and
participants in negotiations are not subject to the strict obligations and
liabilities to which participants in tender procedures are subject. However, it
requires the purchaser to do certain preparatory work and it may be necessary
for the parties to the negotiations to agree upon certain rules to be followed in
the negotiations (see paragraphs 44 to 46, below).
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3. The purchaser may not have complete freedom of choice with respect to
the approach to be used in concluding the contract. Procurement laws and
regulations in the country of the purchaser will often limit the purchaser's
choice of the approach to be adopted and the detailed procedures to be
followed. Such laws and regulations may apply to all purchasers in that
country, or they may be directed only to State or public enterprises, giving
private enterprises greater freedom to choose the approach and procedures they
wish to adopt. The procurement laws may require that preference be given to
tenders received from local enterprises or enterprises from a particular region.
A purchaser may also have to conform to the requirements of international
lending or other institutions financing the project concerning the approach and
procedures to be followed. Those requirements are usually designed to achieve
efficiency, economy and fairness in the procurement process. In many cases,
these institutions require equipment, materials and services financed by them to
be procured on the basis of international competitive tendering, in order to
promote competition among a wide range of enterprises. They may also require
that enterprises from all the member countries of the institution be given an
opportunity to participate in the tendering procedures on the basis of equality
of opportunity. In other cases, these institutions may allow the purchaser to
employ more restrictive procedures than international competitive tendering. In
particular, they often recognize the desirability of allowing a margin of
preference for enterprises from the country or region of the borrower. The
parties may also note that, where a contracting approach involving several
contracts is adopted (see chapter 11, "Choice of contracting approach",
paragraphs 17 to 25), different approaches to concluding the contract or
different procedures may be used in respect ofeach contract.

4. Where the applicable law or a financing institution does not require any
particular approach or procedure to be followed, the purchaser is free to adopt
the approach or procedure most suitable to his needs. He may, for example,
choose to adopt the formal procedures under the tendering approach or he may
adopt the negotiation approach, or he may combine various features of both
these approaches (see paragraph 47, below).

5. Within the tender approach, there are two basic systems: the open
tendering system, under which all interested enterprises are invited, by means of
an advertised notice, to submit tenders for the construction of the works, and
the limited tendering system, under which only certain selected enterprises are
invited by the purchaser to submit tenders. Different features of the two basic
systems may be combined as required by the applicable law or the rules of a
financing institution or to satisfy the needs of the purchaser.

6. The principal advantage of the open tendering system is that it enables a
broader range of enterprises to compete in tendering for the construction of the
works. The purchaser may benefit from this extensive competition by obtaining
a lower price, a better design, or other more favourable conditions relevant to the
construction of the works. On the other hand, the open tendering system may be
the most formal and costly of the procedures for the conclusion of a works
contract. It usually involves the preparation of a number of formal tender
documents, international or other wide advertisement of the invitation to tender,
public opening of tenders and evaluation of the sometimes numerous tenders
which may be submitted. It also demands strict adherence to time-limits and other
procedural requirements. In addition, the open tendering system sometimes
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attracts tenders from unqualified enterprises that submit unrealistically low
tenders in order to be awarded the contract, and that later seek variations of
the contract resulting in an increase of the contract price (see chapter XXIII,
"Variation clauses", paragraphs 20 to 22). In such cases the purchaser faces the
difficulty and expense of investigating and eliminating such tenders.

7. Under a variant of the open tendering system, the opportunity to submit
tenders may be restricted to enterprises which have qualified in accordance with
pre-qualification procedures (see paragraphs 11 to 14, below). The opportunity
to pre-qualify may be given to all interested enterprises worldwide, or may be
restricted to those from a particular region. The use of pre-qualification enables
the purchaser to limit participation in tendering to reputable enterprises that are
technically and financially capable of constructing the works. It may also enable
the purchaser to assess, prior to the commencement of tendering procedures, the
degree of real interest in the project that exists among contractors.

8. In contrast to the open tendering system, the limited tendering system
confines the tender process to enterprises which the purchaser invites to tender.
This system may be particularly suitable where the technology to be incorporated
in the works can be supplied, or the construction can be effected, only by a limited
number of enterprises. While the limited tendering system offers competition
among the tendering enterprises that are given the opportunity to participate in
the tendering process, it usually offers less competition than under the open
tendering system. To the extent that the purchaser informally discusses with
prospective tendering enterprises the scope of the construction and the technical
characteristics of the works to be constructed, the documents to be provided to
prospective tenderers (see section B. 3, below) may be simplified as compared with
those required under the open tendering system. However, the limited tendering
system also entails certain formalities, although they may be somewhat less
onerous than under the open tendering system. It should be noted that
international financing institutions may not permit the use of the limited tendering
system in some cases.

9. Under the negotiation approach, the purchaser negotiates the works contract
with a number of potential contractors or with only one such contractor without
the formalities of tender procedures. The negotiation approach may be used when
the applicable law or an institution financing the project does not require tender
procedures. It may be appropriate, for instance, where a limited number of
potential contractors have a satisfactory record of constructing works similar to
the works to be constructed for the purchaser, and where no advantages are to be
gained by inviting tenders from other enterprises. The approach may also be
appropriate where the equipment or technology to be incorporated in the works
can be obtained only from certain enterprises. The extent to which the purchaser
will benefit from competition in respect of the price, design and other key factors
relating to the construction will depend in part on whether he negotiates with more
than one enterprise. Occasionally, the need for early completion of the works may
make it preferable for the purchaser to engage a contractor without prior
tendering, as the conclusion of the contract under tendering procedures would in
most cases take longer than under the negotiation approach. In certain
exceptional cases the purchaser may find it appropriate to negotiate the contract
with only one enterprise. For example, when an existing works is to be extended or
modified in conformity with the technological process or equipment already in
use, it may be appropriate to negotiate only with the contractor who constructed
the works.
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B. Tendering

10. A purchaser wishing to adopt tender procedures and tenderers participat
ing in such procedures should consider whether they must conform to any rules
regarding the invitation, submission and acceptance of tenders imposed by
mandatory rules of the applicable law or by the rules of a lending institution
financing the project (see paragraphs 3 and 4, above). Such rules may provide,
for example, that neither an invitation to tender, nor a tender, may be
withdrawn unless certain conditions are fulfilled. Furthermore, they may
compel the purchaser to accept a tender so long as the criteria specified in his
invitation to tender are satisfied (see paragraph 43, below). Other legal systems,
however, may view the invitation to tender as a mere solicitation of offers to
construct the works and the tender itself may be regarded only as an offer,
capable of being withdrawn or modified by the tenderer unless it is accepted by
the purchaser.

1. Pre-qualification

11. The purpose of pre-qualification is to eliminate at the outset those
potential tenderers who would not be suitable contractors and to narrow down
the number of tenders which must ultimately be evaluated by the purchaser. In
order to be pre-qualified, an enterprise may be required to demonstrate its
capacity to perform the contract. In assessing that capacity, the purchaser may
consider, for example, the enterprise's experience and past record of per
formance, its ability to supply the necessary technology, equipment, materials
and services, its financial status and existing construction commitments, and its
capability to meet the purchaser's safety requirements. State enterprises or
financing institutions may keep a list of enterprises which are pre-qualified for
all contracts of a particular type. They may up-date this list regularly, requiring
enterprises to furnish information or reply to a questionnaire (see paragraphs 13
and 14, below) at stated intervals. Where the purchaser does not already have a
list of pre-qualified tenderers he may wish enterprises to pre-qualify before
accepting tenders for the works contract.

12. The first step in the pre-qualification process is the advertisement of an
invitation to apply for pre-qualification, The factors to be considered in respect
of the advertisement are similar to those to be considered in respect of the
advertisement of an invitation to tender (see paragraphs 15 and 18, below).'

13. To enable the purchaser to decide whether to pre-qualifyan enterprise it is
desirable for him to require enterprises applying for pre-qualification to
complete a questionnaire. Such a questionnaire may be sent by the purchaser to
enterprises applying to be pre-qualified, and may be so formulated as to elicit
information relevant to the considerations referred to in paragraph 11, above."
The questionnaire sent to enterprises may be accompanied by instructions for
its completion, including directions as to the language to be used in completing
the questionnaire, the currency in which financial information is to be
expressed, and the date by which the completed questionnaire must be
submitted, as well as by information about the project.

14. The replies to the questionnaire submitted by enterprises should then be
evaluated by the purchaser in accordance with criteria for pre-qualification
established by him. Such criteria may have to conform to the applicable law or
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to the requirements of a financing institution. Thus, the purchaser may be
prohibited from denying pre-qualification to an enterprise for reasons unrelated
to the capacity of the enterprise to perform the contract. After evaluating the
replies to the questionnaire, the purchaser should notify non-successful
enterprises that they have not pre-qualified, and may send all enterprises which
have pre-qualified notices informing them of their pre-qualification and inviting
them to submit tenders. At the same time, the purchaser may send to
enterprises which have pre-qualified a full set of the documents for prospective
tenderers (see paragraph 19, below).

2. Invitation to tender

15. Once the purchaser has sufficient information about the works to be
constructed (e.g., in the case of a turnkey contract, when the output
requirements and other performance parameters are known or, in other cases,
when the design of the works is completed or almost completed), he will be in a
position to formulate the terms of the invitation to tender. The purpose of the
invitation to tender is to provide potential tenderers with basic information
about the proposed works and to solicit from enterprises offers to construct the
works in accordance with the tender documents. The information to be
provided by the purchaser in the invitation may include, for example, a general
description of the works, specifying the scope of the construction and the
technical characteristics of the required equipment, materials and construction
services, the date for completion of construction, the date for submission of
tenders, the date and place of opening of tenders, the address to which requests
for tender documents and other information should be sent, and the cost of
tender documents. It may also state any eligibility requirements for tenderers
(e.g., a requirement of a financing institution that participation in the tendering
process is restricted to enterprises from member States of that institution).'
Where this information has been provided in the invitation for pre-qualification
it may be unnecessary to issue a formal invitation to tender. In many cases, the
invitation to tender may be prepared with the assistance of the purchaser's
consulting engineer.

16. Under the open tendering system, the invitation to tender may be required
to be advertised internationally in such a manner as to give an opportunity to
all potentially interested and eligible enterprises to participate in the tender
process. With respect to the media in which the advertisement is to appear, the
applicable law may require advertisement in certain media (e.g., the official
gazette of a country). The purchaser may also consider advertising in local
newspapers, foreign newspapers circulating in the major commercial centres of
the world, technical journals and trade publications. If the construction is being
financed by a financing institution, the purchaser may have to comply with the
advertisement requirements, if any, of that institution, which may include
advertisement in a specified periodical, such as the business edition of
Development Forum:"

17. Under the limited tendering system, the invitation to tender is sent
individually to the enterprises selected by the purchaser. Where pre-qualifica
tion procedures have been used, the invitation may be sent only to enterprises
which have pre-qualified. In some cases, the invitation may be accompanied by
a full set of the documents needed by prospective tenderers in order to
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formulate and submit a tender (see section B, 3, below). In other cases, it may
only indicate the address to which requests for the tender documents and other
information should be sent.

18. It is advisable for the invitation to tender to specify clearly the date by which
enterprises must submit their tenders to the purchaser, since tenders may be
invalid under the tender procedures if they are submitted late. The amount of time
after the advertisement of the invitation to tender, or its delivery to enterprises,
allowed for the submission of tenders, may depend upon the accessibility of the
site for inspection by prospective tenderers, the scope and complexity of the
construction to be effected, and whether there was pre-qualification. In order for
all enterprises to have approximately the same amount of time to obtain the
documents to be provided to prospective tenderers and to prepare and submit
their tenders, it is desirable for the timing of the advertisement of the invitation to
tender or the delivery of the invitation to enterprises to be carefully co-ordinated.
Thus, the timing of the advertisement in the various media may take into account
the fact that different media may publish at different intervals (e.g., daily,
monthly, quarterly), and the timing may be such that the advertisement appears at
approximately the same time in all the media.

3. Documents to be provided to prospective tenderers

19. In many cases, it will be desirable for the documents to be provided to
prospective tenderers to be prepared by an engineer on the purchaser's staff or by a
consulting engineer engaged by the purchaser (see chapter X, "Consulting
engineer"). The documents may consist, inter alia, of the following: the
instructions to tenderers (see paragraphs 20 to 25, below); a model form of tender
(see paragraph 26, below); the contractual terms required by the purchaser (see
paragraph 27, below); the technical specifications and drawings (see chapter V,
"Description of works and quality guarantee", paragraphs 10to 19);a model form
of tender guarantee (if such guarantee is required by the purchaser; see para
graphs 28 to 30, below); if a performance guarantee is to be required of the
contractor (see chapter XVII, "Security for performance", paragraphs 10 to 12), a
model form of that guarantee; and evidence of authority (certifying that persons
signing the tender have the necessary authority to do so; see paragraph 22, below).
The technical specifications which the purchaser may be required to provide
(depending on the contractual approach adopted) will be of particular importance
to prospective tenderers. The provision of model forms of the documents which
are to be completed and submitted by the tenderer with his tender will assist the
purchaser in comparing and evaluating tenders. Where there have been no pre
qualification procedures, the purchaser may also supply prospective tenderers
with a questionnaire, similar to a pre-qualification questionnaire (see para
graph 13,above), for completion by the tenderer and submission with his tender. It
may be advisable for the documents to be made available in at least one language
customarily used in international commercial transactions.

(e) Instructions to tenderers

20. The purpose of the instructions is to provide guidance for the preparation
of tenders and to convey information on matters relating to the evaluation of
tenders. It is advisable for the instructions to inform tenderers of the
purchaser's requirements in regard to the preparation, contents and submission
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of tenders. Where model forms of the tender, of the contractual terms and
of any required tender and performance guarantees are not supplied by the
purchaser to the tenderer, it is advisable for the purchaser's requirements in
regard to the tender and guarantees to be fully set out in the instructions
(see paragraphs 26 to 30, below). The instructions may list the documents
which are to be submitted with a tender (these should include, among
others, all documents, duly completed, of which model forms were provided
to tenderers). The instructions may indicate whether an enterprise may
submit a tender with alternative offers and, if so, the item or items in
respect of which alternatives are acceptable (e.g., transportation arrangements,
insurance, or the design of less important items of equipment). The
instructions may also specify whether tenders in respect of only portions of
the construction are acceptable. In addition, the instructions may set out the
general criteria by which the purchaser will evaluate the tenders (e.g., the
weight to be given to the tender price and to other factors). The instructions
may state that the purchaser reserves the right not to select any tender (see
paragraph 43, below).

21. The instructions may inform the tenderers of the date or the time within
which tenders are to be submitted, and the place for submission, as well as the
number of copies of the tender documents to be submitted. They may inform
tenderers of any particular requirements concerning the manner in which
tenders are to be submitted. For example, the purchaser may wish to require
tenderers to prepare their tenders in accordance with the "two-envelope"
system whereby two documents are submitted. The first document details the
technical elements proposed for the construction by the tenderer, but does not
mention the price. The second document contains the tender price (see
paragraph 35, below).

22. The instructions may specify the language or languages that may be used
in completing the tender documents. They may also set out any requirements of
the purchaser as to how the tender price or, in the case of cost-reimbursable
contracts, the costs, are to be expressed. For example, they may specify the
currency in which the costs and price are to be quoted, and may specify that
portions of the price that are allocated to certain aspects of the construction
must be shown separately. The purchaser may wish to require in the
instructions that all documents submitted with the tender are "to be typed or
written in indelible ink and that all erasures in a document are to be signed or
initialled by the persons signing the document. Further, he may wish to require
that all signatures on the tender documents are to be those of persons who are
authorized to sign on behalf of the tenderer, and that their authority is to be
evidenced in the manner required by rules of the applicable law.

23. The procedures according to which the tenders will be opened and the
tenderers notified of the outcome of the evaluation of tenders may be
specified in the instructions. So, too, may the procedure envisaged for
entering into the contract (see section D, below). The instructions may set out
the purchaser's requirements regarding the eligibility of tenderers. They may
also require a tenderer who has been pre-qualified (see section B,l, above) to
update the information contained in the questionnaire previously completed
by him in connection with his pre-qualification, The purchaser may wish to
specify that the costs of preparing and submitting tenders are to be borne by
the tenderers.
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24. The instructions may specify a date up to which the tender must remain
in effect after the date for submission of tenders has passed. In this regard,
the purchaser may wish to ensure that sufficient time is allowed to permit the
tenders to be evaluated, for the successful tenderer to be selected and notified,
for any necessary discussions between the purchaser and the successful
tenderer to take place prior to the conclusion of the contract, for any required
approvals or licences to be obtained from the purchaser's Government or
from a lending institution, and for the submission of a performance guarantee
by the successful tenderer. The purchaser may wish to reserve the right, if
necessary, to extend the validity period of the tender by notifying all the
tenderers of the extension and its, length. The instructions may provide that
tenderers who agree to such an extension must prolong their tender
guarantees, if any, to cover the period of the extension, and that tenderers
who do not so agree will be deemed to have withdrawn their tenders, but
without forfeiting their tender guarantees. The instructions may provide that
tenderers are not permitted to change the terms of their tenders or withdraw
their tenders after they have been submitted, including any period of
extension. Alternatively, they may specify the circumstances in which tenders
may be modified or withdrawn.

25. The instructions may set out the means by which a prospective tenderer
can inspect the site. The instructions may also set out the procedures by which
a prospective tenderer may obtain clarification of the documents provided to
him. The instructions may describe the circumstances, if any, in which the
purchaser may be permitted to alter the tendering procedure, and the rights of
prospective tenderers consequent upon such alteration.

(b) Model form of tender

26. The model form of tender may require the offer of the tenderer to
construct the works, as expressed in his tender, to conform to the contractual
terms, technical specifications and drawings supplied by the purchaser.
Furthermore, it may contain a consent by the tenderer to be bound by all the
requirements, terms and conditions set out in the instructions to tenderers. It
may also require the tenderer to detail in his offer all matters in respect of
which the tenderer's offer is solicited. These may include, for example, the
price and details of the conditions of payment (see chapter VII, "Price and
payment conditions"); factors such as the anticipated costs of operating and
maintaining the works; a time-schedule for the completion of the construction;
and details of the services after construction which the contractor is prepared to
supply (see chapter XXVI, "Supplies of spare parts and services after
construction").

(c) Contractual terms

27. It is desirable for the purchaser to draft the contractual terms on the
basis of which a works contract is to be entered into with the successful
tenderer and to supply these terms to prospective tenderers with the other
tender documents (see paragraph 19, above). Unless this is done, it will be
difficult for the purchaser to compare and evaluate tenders, as each tender
may be submitted on the basis of different contractual terms. Many aspects of
the contractual terms prepared by the purchaser are not usually the subject of
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negotiations between the purchaser and a tenderer (although the purchaser
may allow certain details to be discussed); rather, in determining his tender
price, the tenderer will take into account the terms proposed and the
allocation of costs, risks and liabilities reflected in them. Part two of this
Guide makes recommendations as to the various issues which may be
addressed in these contractual terms, and the ways in which these issues may
be dealt with.

(d) Tender guarantee

28. The purchaser may wish to consider requiring a tenderer to submit with
his tender a tender guarantee in a specified amount. A tender guarantee may be
required by the applicable law. The guarantee may provide that the amount of
the guarantee is recoverable by the purchaser without proof of loss if, within
the validity period of the guarantee, the tenderer withdraws his tender before
the purchaser has selected a tenderer with whom to enter into a contract or if,
having been selected as the successful tenderer, he fails to enter into a works
contract with the purchaser in accordance with his tender or fails to provide the
required performance guarantee. The tender guarantee should indicate whether
it is payable on demand or whether the purchaser will need to prove the
tenderer's liability before being entitled to payment.

29. In determining the required amount of the tender guarantee, the
purchaser may consider such questions as what amount would constitute an
adequate deterrent to the tenderer from withdrawing his tender or from failing
to enter into a works contract in accordance with his tender or to provide the
required performance guarantee and what amount would be sufficient to
compensate the purchaser for the loss which he may suffer upon such a
withdrawal or failures. For example, the purchaser may wish to be com
pensated for the cost of any new tender procedures that may be necessary and
for the difference between the defaulting tenderer's price and the often higher
price of a tender selected by the purchaser in the same or in new tender
procedures, as well as for losses arising from any postponement in the
commencement of construction due to the necessity of enagaging in new tender
procedures. The amount of the tender guarantee may be set forth as a specific
amount or as a percentage of the tender price.

30. The purchaser may require the tender guarantee to remain in force for a
specified period beyond the date to which the tender is to remain in effect (see
paragraph 24, above) in order to permit the purchaser to claim against the
guarantor. The purchaser may require the tenderer who is chosen as the
contractor, or with whom a contract is concluded, to extend the validity of the
tender guarantee until the required performance guarantee is provided. He may
require the guarantee to be of a particular type and may require the guarantee
amount to be payable in a particular currency. Possible types of tender
guarantee may include a standby letter of credit, a bank guarantee, or a
guarantee issued by an insurance or bonding company. The purchaser may
wish to specify the institutions acceptable to him for the purposes of issuing a
guarantee (see, also, chapter XVII, "Security for performance", paragraphs 14
to 16). To ensure that the tender guarantee submitted is acceptable, the
purchaser may wish to provide prospective tenderers with a model form of a
tender guarantee.
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4. Opening of tenders and selection of contractor

(a) Opening of tenders

31. The purchaser should determine whether he must conform to any
procedures for the opening of tenders required by mandatory rules of the
applicable law or by an international institution financing the project. For
example, tenders are often required by the laws or regulations in the country of
the purchaser, and by international financing institutions, to be opened in the
presence of the tenderers or their representatives. If the purchaser so wishes,
even persons who have not tendered may be permitted to be present at a public
opening (cf. paragraph 35, below).

32. There may be exceptional circumstances in which the private opening of
tenders, without tenderers being present, may be justified, such as when the
works to be constructed is related to national security. As this procedure can
lead to abuses, many lending institutions will not permit it. However, when
tenders are to be opened in private, confidence in the opening procedures might
be enhanced if individuals of recognized integrity (e.g., auditors or senior civil
servants) were asked to participate in them.

(b) Evaluation of tenders

33. The purpose of tender evaluation is to compare the tenders submitted to
the purchaser in order to identify the one which most closely complies with the
purchaser's requirements, taking into account all relevant factors. The criteria
for evaluating tenders may be governed by mandatory rules of the applicable
law or the rules of an institution financing the project. The evaluation
procedure, unlike the opening of tenders, is usually conducted without the
tenderers being present. It is not necessary for the same persons to both open
and evaluate the tenders.

34. In evaluating the tenders, the purchaser will need to compare the terms
proposed in the tenders with his own requirements and consider how well these
coincide. The tender price need not necessarily be the most important criterion
in choosing amongst the tenderers. For example, the purchaser will need to be
satisfied that, if chosen, a particular tenderer will be able to fulfil all his
obligations within a certain time limit. The purchaser may, during the
evaluation period, seek from a tenderer any clarification needed to evaluate a
tender.

35. When the "two-envelope" system of tendering is used (see paragraph 21,
above), the envelopes containing the technical elements are opened first, often
in private, without the tenderers or their representatives being present, and the
technical elements compared and evaluated to determine whether they comply
with the purchaser's requirements. Thereafter, the envelopes containing the
tender prices submitted by those tenderers whose technical proposals comply
with the purchaser's requirements are opened in the presence of the tenderers
or their representatives or at a public session, and the tenders in their entirety
are evaluated in greater detail. This procedure may lead to a more objective
evaluation of the technical elements, because these elements are assessed on
their merits without a consideration of the tender price. On the other hand, the
system may have the disadvantage that a tender which departs from the
technical requirements set forth by the purchaser in the tender documents but
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which could result in significant cost savings and could be otherwise acceptable
to the purchaser would be rejected before the second envelope (containing the
tender price) is opened. Accordingly, where the purchaser's technical require
ments are flexible, this system may not be appropriate.

36. The process of evaluating tenders may take place in stages: preliminary
screening, detailed evaluation, and discussions with the most acceptable
tenderer.

(i) Preliminary screening

37. A preliminary screening of tenders may be used to determine whether the
tender complies with the purchaser's requirements as to the tender itself and the
accompanying documents. This may involve examining:

(a) Whether all the required documents, including any model forms
supplied, have been submitted duly completed;

(b) Whether the tenderer has met any eligibility requirements, e.g., whether
he is on the list of qualified contractors (if pre-qualification procedures were
used) or whether he meets the requirements, if any, laid down by a financing
institution;

(c) Whether the tender substantially complies with the contractual terms
and technical requirements set out in the invitation to tender and the
instructions to tenderers;

(d) Whether the tender has been signed by an authorized representative of
the tenderer.

38. The documents may also be checked for arithmetical or clerical errors at
this stage, and tenderers who have submitted tenders which appear to contain
such errors may be contacted and given an opportunity to correct them. The
process of screening may enable the purchaser to place the tenders in different
categories. Some tenders may contain substantial deviations from the require
ments of the purchaser, and will not need to be considered further. Others may
contain deviations which appear to be inadvertent (e.g., omission of required
documents). In such cases the purchaser may contact the tenderer to inquire
whether he wishes to rectify the deviation. Yet other tenders may contain minor
deviations or alternatives which the purchaser is prepared to consider, but
which have to be quantified in financial terms and assessed when a detailed
evaluation is being made of the tenders. Tenders may also contain reservations
and qualifications to particular contractual terms proposed by the purchaser in
the tender documents. The purchaser may decide to accept some of these, and
may wish to discuss others with the tenderer (see paragraph 40, below). Any
reservations or qualifications accepted by the purchaser will have to be
quantified and assessed during the evaluation of the tenders.

(ii) Detailed evaluation

39. The general criteria to be considered in the detailed evaluation and
comparison of tenders will usually have been set out in the instructions to
tenderers. As has been mentioned, the tender with the lowest price need not
necessarily be the most acceptable (see paragraph 34, above). The purchaser
may also take into account other contractual obligations concerning which
offers were solicited by the purchaser (see paragraph 27, above), as well as the
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likelihood of the tenderer being able to fulfil his obligations (taking into
account, for example, the tenderer's financial status, his past record, and his
other contract commitments). Depending on the nature of the contract, further
criteria (e.g., the extent of the transfer of technology to the purchaser, the
nature of the skilled personnel allocated by the tenderer to the performance of
the contract, the scope of the training of the purchaser's personnel proposed,
the extent to which work is to be sub-contracted) may be considered in
assessing the tenders. In the detailed evaluation, any deviations, qualifications
or alternatives (see paragraph 38, above) stated by a tenderer must be evaluated
in terms of their direct and indirect costs and benefits to the purchaser in order
to determine which is the most acceptable tender.

(iii) Discussions with most acceptable tenderer

40. The purchaser may hold discussions with the most acceptable tenderer in
order to consider any deviations in the tender from the purchaser's design or
specifications, or alternatives in the tender to the contractual terms accompany
ing the invitation to tender (see paragraph 38, above). Through these
discussions the parties may seek to resolve any differences there may be
between the purchaser's requirements and the terms of the tenderer's offer.
Mandatory rules of the applicable law or of a lending institution financing the
construction may permit only details and qualifications or alternatives in
respect of minor matters to be open to alteration once the tender has been
received or opened by the purchaser. In that case, the purchaser's discussion
with the most acceptable tenderer will be limited to those minor issues or
details. But where the law of the purchaser's country and the rules of any
relevant lending institution so permit, the discussions the purchaser may have
with the most acceptable tenderer may be of a broader scope (see, also,
paragraph 47, below).

(c) Post-qualification and selection of successful tenderer

41. The purchaser must be satisfied that the most acceptable tenderer is able
to perform the contract. If a pre-qualification procedure has been used or a
questionnaire as to his qualifications has been completed by the tenderer, the
purchaser may need only to make certain that the tenderer's ability to perform
has not deteriorated between the time of pre-qualification or the completion of
the questionnaire and the time of the decision to select him. If these procedures
have not been used, the purchaser may wish to require the tenderer to complete
a questionnaire such as the one described in relation to pre-qualification (see
paragraph 13, above).

42. Once the purchaser is satisfied that the most acceptable tenderer is able to
perform the contract, he will notify the successful tenderer of his selection. The
purchaser's written acceptance of the tender may of itself be sufficient to
convert the tender into a concluded contract. Usually, however, the terms
contained in the tender are incorporated in a formal, detailed contract entered
into by the parties. The parties, or one of them, must prepare the contract
incorporating all the terms of the tender and any changes or additions to which
they may have agreed in their discussions (as to the drafting of the contract, see
chapter IV, "General remarks on drafting"). Once the successful tenderer has
entered into a contract and has furnished the required performance guarantee,
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the tender guarantees of unsuccessful tenderers may be returned, unless they
have already expired (see paragraph 30, above; cf. chapter XVII, "Security for
performance", paragraph 37).

(d) Rejection ofall tenders

43. If, under the applicable tender laws or regulations he is permitted to do
so, the purchaser may reject all tenders received by him. Some international
financing institutions, however, may require purchasers borrowing from them
to conform to guidelines which limit the right of the purchaser to reject
all tenders. Furthermore, the applicable law may contain mandatory rules
requiring the purchaser to accept a tender which meets certain conditions.

C. Negotiation

44. Under this approach, the purchaser contacts one or more enterprises
which he judges to be capable of constructing the works and negotiates with
them with a view to concluding a contract with the enterprise which offers the
best terms. The negotiations need not take place within a formal procedural
framework. Nevertheless, it may be advisable for the negotiating. parties to
agree upon a certain basic framework for the negotiations. For example, at the
outset of the negotiations, the parties may wish to agree, where there is no
general obligation of confidentiality, that certain types ofinformation (e.g., in
respect of technological processes) disclosed by a party during the course of
negotiations are to be kept confidential by the other party. In addition, they
may wish to stipulate that no contractual obligations exist between the parties
until such time as a written contract has been entered into between them (see
paragraph 49, below).

45. It is desirable for the purchaser to furnish the enterprise or enterprises
with which he is negotiating with documents describing the scope of the
construction to be effected and the main technical characteristics of the works
required and also containing the contractual terms proposed by the purchaser.
Those documents may serve as a basis for the negotiations between the parties,
and may contribute to the smooth progress of the negotiations. It may be
useful to keep minutes of the negotiations as they progress, and those minutes
may be authenticated on behalf of each party.

46. Where the purchaser negotiates with only one enterprise he may wish to
require the tenderer in his offer to itemize the price in such a way as will enable
the purchaser to compare the prices for different items and services with those
he knows to have been paid for similar items or services. The absence of
competition when the purchaser is negotiating with one enterprise means that
only by such a comparison will the purchaser be able to evaluate the
reasonableness of the price sought by the potential contractor.

47. In certain circumstances (see paragraph 4, above), the purchaser may be
able to combine the tendering approach with the negotiating approach. For
example, the purchaser may invite enterprises to submit tenders and, on receipt
of their tenders, negotiate with the more acceptable tenderers. However, there
may be reasons why the purchaser, even though he is free to do so, may not
wish to employ such a combined approach. For instance, under this approach

38



tenderers may submit a higher tender price than they would if strict tendering
were adopted in order to allow themselves a margin by which to reduce their
tender price during negotiations to that which they would have submitted
under strict tendering.

D. Entering into contract

48. In drafting and entering into the contract, the parties should take account
of the applicable legal rules governing the formation and validity of the
contract. Some of these rules may be of a mandatory nature.

1. Form ofcontract

49. Whichever approach to concluding the contract is adopted, the law
governing the formation of the contract may require a works contract to be in a
written form. Even where such a requirement does not exist it is advisable for
the parties to reduce their agreement to writing to avoid later disputes as to
what terms were actually agreed upon. It is also advisable for the contract to
provide that it may be modified or terminated only by agreement in writing.
Recommendations as to the drafting of the contract are contained in chapter IV,
"General remarks on drafting".

2. Validity and entry into force ofcontract

50. In some cases, the parties may wish to provide that contractual
obligations between them are to arise from the date the contract is entered into.
In other cases, however, the parties may wish to provide that the contract is to
enter into force on a date subsequent to the date on which the contract is
entered into. For example, the parties may wish to agree that contractual
obligations are to arise only from the date when a specified pre-condition is
fulfilled (e.g., the date on which a required licence is obtained).

Footnotes to chapter III

'Illustrative sample ofinvitation to apply for pre-qualification
"The purchaser is a [ ] having its principal office at [ ] and carries on the business of [ ].

The purchaser proposes to construct works for the manufacture of [ ]. The works to be
constructed should comply with the following requirements: [here insert technical description of
the works]. The purchaser intends entering into a contract with a contractor for the supply of
the technology, equipment, materials, civil engineering, building and other construction services
[here state the purchaser's requirements in the construction of the works], necessary for the
construction of the aforementioned works. It is desired to have these works completed by the
[ ] day of [ ] or within [ ] days of the conclusion of the tendering procedures.. The
anticipated date for the entering into of the contract is [ ] day of [ ].

"Tenders for the supply of the aforementioned technology, equipment, materials and civil
engineering, building and other construction services will be considered only if they are
submitted by parties considered qualified to tender on the basis of their replies to the pre
qualification questionnaire prepared in respect of this project.

"Copies of this questionnaire can be obtained from [ ]. Completed questionnaires should be
submitted to the purchaser at the address given above on or before the [ ] day of [ ]."
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"Ittustrattve questionnaire to be given to enterprises that wish to be pre-qualified

"The purchaser requires information regarding the following matters from enterprises that
desire to be pre-qualified to tender for the construction of the works described in the invitation
to pre-qualify. On the basis of the information supplied in response to this questionnaire, the
purchaser will determine which parties are qualified to tender for the construction.

"The information required is as follows:

"I. A description of the enterprise applying for pre-qualification, including details of its
structure and organization and the extent of its experience as a contractor;

"2. A financial statement certified by a qualified, independent person showing the assets
and liabilities of the enterprise, and its working capital;

"3. Bankers' references;

"4. Details of the numbers, categories and, where available, the names and curricula vitae
of supervisory staff and other key personnel proposed to be employed in the construction and
their experience in the construction of industrial works;

"5. A description of the source and nature of the main items of equipment and materials
proposed to be used in the construction, the names of the principal subcontractors proposed
to be employed in the construction, and the aspects of the construction for which they will be
used;

"6. A list of projects of comparable size and complexity which the enterprise has
completed in the previous five years; the identities of the purchasers and the consulting
engineers in those projects; the final contract price and the final costs for each of those
projects; if the final contract price for a project was higher than the original contract price, the
reasons therefor; whether each project was completed satisfactorily; and similar information
on the performance record of the principal subcontractors proposed to be employed;

"7. Information regarding the failure, if any, of the enterprise to complete work under a
construction contract to which it was a party;

"8. The enterprise's existing and anticipated work commitments;
"9. The nature and amount of the enterprise's existing insurance coverage;
"10. The name and address of the enterprise's performance bonding company for the past

five years and, if different, the name of the bonding company from which the enterprise
intends to secure performance bonds for future work;

"11. Any types of business other than construction in which the enterprise is financially
interested;

"12. Any other information which the enterprise believes will be relevant to a decision to
engage it for the construction."

J Illustrative invitation to tender

"The purchaser is a [ ] having its principal office at [ ] and carries on the business of [ ].
The purchaser proposes to construct works for the manufacture of [ ]. The works to be
constructed should comply with the following requirements: [here insert technical description of
the works]. The purchaser intends entering into a contract with a contractor for the supply of
the technology, equipment, materials, civil engineering, building and other construction services
[here state the purchaser's requirements in the construction of the works] necessary for the
construction of the aforementioned works.

"Any enterprises interested in tendering for the supply of all or any of the aforementioned
technology, equipment, materials and civil engineering, building and other construction services
should complete the tender documents which are available from [ ] ajnd submit them in sealed
envelopes. The fee for the supply of these documents is [ ]. The tender documents must be
delivered to the purchaser at the above given address before the hour of [ ] on the [ ] day of [ ].

"A tender guarantee in an amount of [ ] is required. Evidence of such a guarantee must be
submitted with the completed tender documents.

"This project is being financed by [ ]. Accordingly, before a tender can be accepted, the
eligibility criteria of the said financing institution(s) must be fulfilled by the tenderer".
"Devetopment Forum is published by the Division for Economic and Social Information of the

United Nations Department of Public Information, and the United Nations University.
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Chapter IV. General remarks on drafting

SUMMARY

Each party may find it desirable to establish for himself a procedure
setting out the steps which it is necessary to take in negotiating and
drawing up a works contract. When tendering procedures are adopted
prior to entering into the contract, it is necessary for a first draft to be
prepared by the purchaser to be submitted to prospective tenderers with
the invitation to tender. If the contract is entered into on the basis of
negotiations, a first draft may be prepared by one of the parties after
negotiations have taken place on the main technical and commercial
issues. Each party may find it useful to designate one person to be
primarily responsible for supervising the preparation of the contract
documents (paragraphs 1 to 3).

In drawing up' the contract the parties should take into account the law
applicable to the contract. They should also take into account the different
types of relevant mandatory legal rules of an administrative, fiscal or other
public nature in the country of each party (paragraphs 4 and 5). The
parties may find it useful to examine standard forms of contract, general
conditions, standard clauses or previously concluded contracts as aids to
drafting, though their provisions should not be adopted without critical
examination (paragraph 6).

The contract may be drawn up in only one language version, or in the two
languages of the parties where those languages differ. If the contract is
drawn up in two language versions, it is advisable to specify which version
is to prevail in the event of a conflict between the versions. If the parties
provide that both versions are to have equal status, they should attempt to
provide guidelines for the settlement of disputes arising out of a conflict
between the versions (paragraphs 7 and 8).

The parties may wish to identify and describe themselves in a· document
which is designed to come first in logical sequence among the contract
documents, and to perform a controlling role over the other documents.
That document should set forth the names of the parties, their addresses,
the subject-matter of the contract, and also record the date on which and
the place at which the contract was signed. Parties to works contracts are
usually legal entities, and the parties may wish to investigate prior to
entering into the contract such issues as the capacity of the entity to enter
into the contract and the authority of an official to bind the entity
(paragraphs 9 to 10).

The contract should be reduced to wntmg. It may, in addition, be
desirable for the documents forming the contract to be clearly identified,
and rules provided for resolving inconsistencies between contract docu
ments (paragraphs 11 and 12). The parties may wish to clarify the extent
to which oral exchanges, correspondence and draft documents which came
about during the negotiations may be used to interpret the contract
documents (paragraph 13).
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The parties may wish to provide that headings and marginal notes used in
the contract to facilitate its reading are not to be regarded as affecting
their rights and obligations. If considered desirable, recitals may be
included in the controlling document to describe the object of the
contract, or the context in which it was entered into (paragraphs 14 and 15).

Works contracts frequently require a party to notify the other party of
certain events or situations. It is desirable to require that all notifications
be given in writing. The parties may determine the time when a
notification is effective: either upon dispatch by the party giving the
notification, or upon delivery to the party to whom the notification is
given (paragraphs 18 to 21). The parties may wish to specify in their
contract the legal consequences of a failure to notify (paragraph 22).

The parties may find it useful to define certain key words or concepts
which are used in their contract. If a definition is to apply throughout a
contract, it may be included in the controlling contract document. In
formulating definitions relevant to their contract, the parties may find it
useful to consider the definitions given in this chapter, and descriptions of
concepts contained in other chapters of this Guide (paragraphs 23 to 26).

A. General remarks

I. A works contract is usually the end product of extensive exchanges between
the parties, including oral communications and correspondence (see chapter Ill,
"Selection of contractor and conclusion of contract"). Each party may find it
desirable to establish for himself a procedure setting out the necessary steps to
be taken in negotiating and drawing up the contract. Such a procedure, which
may include suggestions made in this chapter, could be used as a checklist so as
to reduce the possibility of omissions or errors occurring in the steps taken
prior to entering into the contract. The purchaser may also wish to consider
whether he needs legal or technical advice in drawing up the contract to
supplement his own capabilities.

2. When tendering procedures are adopted, it is necessary for a first draft to
be prepared by the purchaser to be submitted to prospective tenderers, since
they will need to know the terms they are expected to meet when they submit
their tenders. The preparation of a first draft may enable the purchaser to
clarify his objectives and to determine his negotiating stance. However, if the
contract is to be entered into on the basis of negotiations without the use of
tendering procedures, it may be preferable for negotiations on the main
technical and commercial issues to take place before a first draft is prepared,
and for the parties to agree thereafter that one of them is to submit a first draft
which reflects the agreement reached during the negotiations. A first draft may
be discussed, refined and elaborated, resulting in a preliminary set of contract
documents which, after final review, will become the contract between the
parties.

3. A contract may need to be administered at a time long after the
negotiations have taken place by persons who have not participated in the
negotiations which resulted in the contract. Accordingly, the parties may wish
to take particular care to ensure that the contract terms as expressed in writing
are unambiguous and will not give rise to disputes, and that the relationship
between the various documents comprising the contract is clearly established.
To this end, each party may find it useful to designate one person, either on his
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staff or specially retained for this purpose, to be primarily responsible for
supervising the preparation of the contract documents. It is advisable for that
person to be a skilled draftsman familiar with international works contracts. To
the extent possible, it is advisable for that person to be present during
important negotiations. Each party may find it useful to have the final contract
documents scrutinized by a team having expertise in the areas of knowledge
reflected in the documents in order to ensure accuracy and consistency of style
and content.

4. The law applicable to the contract (see chapter XXVIII, "Choice of law",
paragraph 1) may affect the contract in different ways. For example, that law
may contain rules on the interpretation of contracts and may contain
presumptions as to the meaning of certain words or phrases. It may also
contain mandatory rules regulating the form or validity of contracts which it is
advisable to take into account in drawing up the contract. In certain
circumstances, the applicable law may contain non-mandatory rules regulating
the contract in regard to certain issues, for instance, in regard to the quality of
the goods and services to be supplied. One approach is for the applicable law to
be determined at a very early stage of the relationship between the parties.
Thus, where tendering procedures are adopted, the applicable law may be
stipulated in the invitation to tender, or where those procedures are not
adopted, that law may be agreed to at the commencement of negotiations. The
contract may then be negotiated and drawn up taking that law into account.
Another approach is for the parties to determine the applicable law only after
negotiations have taken place on the main technical and commercial issues and
have resulted in a measure of agreement between the parties (see paragraph 2,
above). They may thereafter review the first draft of the contract, which reflects
that agreement, in the light of the applicable law to ensure that the terms of the
draft take account of the regulation by that law.

5. In drawing up the contract, the parties should take into account, in
addition to the law applicable to the contract, the different types of relevant
mandatory legal rules of an administrative, fiscal or other public nature in the
country of each party. They should also take into account such mandatory
legal rules in other countries when those rules are relevant to the performance
of the contract. Certain rules may concern the technical aspects of the works or
the manner of its construction (e.g., rules relating to environmental protection,
or safety standards to be observed during construction), and the terms of the
contract should not conflict with those rules. Other rules may concern export,
import and foreign exchange restrictions, and may be taken into account when
formulating the rights and obligations of the parties arising out of the export
and import of equipment and materials, the supply of services and the payment
of the price (e.g., the contract may provide that certain rights and obligations
are not to arise until export or import licences have been granted). Legal rules
in the country of the supplier of technology, whether he be the contractor or a
third person, may regulate the terms upon which the technology can be
transferred. Legal rules relating to taxation may be a factor influencing the
contracting approach to be chosen (see chapter 11, "Choice of contracting
approach", paragraph 3, and chapter VII, "Price and payment conditions",
paragraph 5) and may determine whether provisions are to be included in the
contract dealing with liability for tax. Furthermore, the parties may wish to
take into consideration treaties on the avoidance of double taxation which may
have been concluded between their countries.

45



6. The parties may find it useful to examine standard forms of contract,
general conditions, standard clauses, or previously concluded contracts as aids
to facilitate the preparation of contract documents. Such aids may clarify for
the parties the issues which are to be addressed in their negotiations. However,
it is inadvisable to adopt their provisions without critical examination. Those
provisions may, as a whole, reflect an undesirable balance of interests, or the
various terms of the forms, conditions or contracts examined may not
accurately reflect the terms agreed to by the parties. The parties may find it
advisable to compare the approaches adopted in the forms, conditions or
contracts examined by them with the approaches recommended in this Guide.
and to refer to the illustrative provisions set forth in the various chapters of the
Guide as aids to drafting (see also "Introduction", paragraphs 16 and 17).

B. Language of contract

7. The contract may be drawn up in only one language version (which need
not be the language of either of the parties), or in the two languages of the
parties where those languages differ. Drawing up the contract in only one
language version will reduce conflicts of interpretation in regard to contractual
provisions. On the other hand, each party may understand his rights and
obligations more easily if one version of the contract is in his language. If one
language only is to be used, the parties may wish to take the following factors
into account in choosing that language: that it is advisable for the language
chosen to be understood by the senior personnel of each party who will be
implementing the contract; that it is advisable for the language to contain the
technical terms necessary to reflect the agreement of the parties on technical
issues; that it is advisable for the contract to be in a language commonly used
in international commerce; that the settlement of disputes might be facilitated
if, where the contract contains a jurisdiction clause (see chapter XXIX,
"Settlement of disputes", paragraph 51) the language chosen is the language in
which proceedings are conducted in the selected court, and where the contract
does not contain a jurisdiction clause, the language chosen is one of the
languages of the country of the applicable law.

8. If the parties do not draw up the contract in a single language version, it
is advisable to specify in the contract which language version is to prevail in
the event of a conflict between the two versions. For example, if the
negotiations were conducted in one of the languages, they may wish to
provide that the version in the language of the negotiations is to prevail. A
provision that one of the language versions is to prevail would induce both
parties to clarify as far as possible the prevailing language version. The parties
may wish one language version to prevail in respect of certain contract
documents (e.g., technical documents) and another language version in respect
of the remainder of the documents. Alternatively, the parties may provide that
both language versions are to have equal status. In that case, however, the
parties should attempt to provide guidelines for the settlement of disputes
arising out of a conflict between the two language versions. For example, they
may provide that the contract is to be interpreted according to the
understanding of a reasonable person, due consideration being given to all the
relevant circumstances of the case, including any practices which the parties
have established between themselves and usages regularly observed in inter-
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national trade by parties to international works contracts. The parties may
also wish to provide that where a term of the contract in one language version
is unclear, the corresponding term in the other language version may be used
to clarify that term.

C. Parties to and execution of contract

9. Where the contract consists of several documents, the parties may wish to
identify and describe themselves in a principal document which is designed to
come first in logical sequence among the documents, and to perform a
controlling role over the other contract documents. Where the contract consists
of a few documents, and their interrelationship is clear, this controlling role
may be reduced. The document should set forth, in a legally accurate form, the
names of the parties, indicate their addresses, record the fact that the parties
have entered into a contract, briefly describe the subject-matter of the contract,
and be signed by the parties. It should also set forth the date on which, and the
place where, the Contract was signed, and the time at which it is to enter into
force. Subsequent reference in the contract to the parties would be facilitated if
the phrases "hereinafter referred to as the purchaser" and "hereinafter referred
to as the contractor" are added after the names of the purchaser and contractor
respectively. The construction of works is sometimes undertaken by two or
more enterprises acting in collaboration (sometimes referred to as a consortium:
see chapter 11, "Choice of contracting approach", paragraphs 9 to 16). In such
cases, the names and addresses of each enterprise may be set out. A party may
have several addresses (e.g., the address of its head office, the address of a
branch through which the contract was negotiated) and it may be preferable to
specify in the document the address to which notifications directed to a party
may be sent.

10. Parties to works contracts are usually legal entities. In such cases the
source of their legal status (e.g., incorporation under the laws of a particular
country) may be set out in the contract. There may be limitations on the
capacity of legal entities to enter into contracts. Therefore, unless satisfied of
the other party's capacity to enter into the contract, each party may wish to
require from the other some proof of that capacity. If a.party to the contract is
a legal entity, the other party may wish to satisfy himself that the official of the
entity signing the contract has the authority to bind the entity. If the contract is
entered into by an agent on behalf of a principal, the name, address, and status
of the agent and of the principal may be identified, and evidence of authority
from the principal enabling the agent to enter into the contract on his behalf
may be annexed (unless sufficient evidence of authority has already been
provided with the tender documents: see chapter Ill, "Selection of contractor
and conclusion of contract", paragraph 22).

D. Contract documents, hierarchy and interpretation

11. It is desirable that the terms of the works contract be certain, and the
documents which form the contract be clearly identified. The parties should in
the first place reduce to writing the terms agreed upon between them. In
addition, the contract should provide that any modification to such terms is
also to be effected in writing. The documents forming the contract (e.g.,
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documents setting out contract terms, drawings and specifications) may be
attached as annexes to the principal document (see paragraph 9, above), with
the principal document making clear through a definition of "the contract" (see
paragraph 24, below) or otherwise, that the principal document and the
annexes constitute the contract. When a draft document produced at an early
stage of the negotiations is later intended to be a contract document, it is
advisable to make this clear in the principal document. Some provision in the
contract is desirable for the inclusion of new documents, such as drawings,
specifications, variation orders, training or maintenance documents and
schedules, which will only be produced after the contract is signed, but which
will become part of the contract documents at some time through a pre
arranged contract mechanism. Where, for reasons of convenience, a single
contract document is physically divided into parts, the parts may be identified
as together constituting a single document.

12. Despite the best efforts of the parties to achieve consistency, it may be
discovered during the performance of a contract that provisions in two
documents, or even within the same document, appear to be inconsistent. It may
be advisable to provide a method of determining which provision is to prevail in
such cases. Parties may wish to provide that, where the principal contract
document is inconsistent with other documents, it should always prevail. In
particular, the contract should clarify that the obligations of the contractor with
regard to the required type and operational capability of the works should, in the
event of a conflict, prevail over the scope of the construction as indicated in the
specifications and drawings. Where specifications and drawings are inconsistent,
which document is to prevail may depend on the aspect of the construction
involved. For example, it is often provided that in respect of civil engineering
drawings are to prevail over specifications. A possible approach may be to provide
that, unless the contract provides otherwise in respect of any special aspect of the
construction, specifications should prevail over drawings. This approach may be
justified on the basis that written terms may be considered a more reliable
reflection of the agreement between the parties than data contained in drawings.
As regards other documents, parties may wish, to the extent possible, to determine
and indicate in the contract the order of priority among them. Where it is not
possible to indicate an order of priority, the contract should provide that any
dispute between the parties as to priority should be settled in dispute settlement
proceedings (see chapter XXIX, "Settlement of disputes").

13. The parties may wish to clarify the relationship between the contract
documents on the one hand, and the oral exchanges, correspondence and draft
documents which came about during the negotiations leading to the contract,
on the other. The parties way wish to provide that those communications and
documents are not part of the contract. They may further provide that those
communications and documents cannot be used to interpret the contract, or,
alternatively, that they may be used for this purpose to the extent permitted by
the applicable law. Under the law applicable to the contract, oral exchanges
and correspondence might in some cases be relevant to the interpretation of the
contract even if they come about after the contract is entered into. The parties
may also wish to clarify in the manner described above the relationship
between those communications and documents and the contract documents.

14. Contract documents, or groups of related provisions within a single
document, may be introduced by headings. Furthermore, short marginal notes
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may also be sometimes placed by the side of contract provisions indicating the
substance of those provisions. Since headings and side notes are generally
inserted only to facilitate the reading of the contract, the parties may wish to
provide that they are not to be regarded as setting out or affecting the
contractual rights and obligations of the parties.

15. The parties may wish to consider whether the principal contract document
is to contain introductory recitals. The recitals may set forth representations
made by one or both parties which induced the parties to enter into the
contract. The recitals may also set out the object of the contract or describe the
context in which it was entered into. The extent to which recitals are used in the
interpretation of a contract varies under different legal systems, and their
impact on interpretation may be uncertain. Accordingly, if the contents of
recitals are intended to be significant in the interpretation or implementation of
the contract, it may be preferable to include those contents in contract
provisions.

16. When a contracting approach involving several contracts is adopted, the
time-schedules for the performance by two or more contractors of their
respective obligations in regard to different aspects of the construction are
often interdependent (see chapter IX, "Construction on site", paragraphs 20
and 21). Thus, delay by one contractor may result in a second contractor being
unable to commence his part of the construction on the appointed date. The
second contractor may be entitled to recover compensation for loss arising out
of the delay from the purchaser and the purchaser will wish, in turn, to be
indemnified by the delaying contractor. In order to prevent the delaying
contractor from later denying that he failed to foresee the possible consequences of
his delay, it may be advisable for each contract to mention the relationship of
its time-schedule to related time-schedules of other contracts, and to indicate
that delay in performance may cause delay in the performance of other
contracts (see chapter XX, "Damages", paragraphs 9 and 10). If a time
schedule integrating the performances of the various separate contracts has
been prepared, it may be sufficient to annex this integrated time-schedule to the
different contracts. Similarly, plans indicating the interdependency of the
various aspects of the construction can be annexed to the contracts.

17. The parties should be aware that the successful implementation of the
contract will depend on co-operation between them in that implementation.
While it may be impossible for the contract to enumerate instances in which
co-operation should occur, it may be desirable for the contract generally to
obligate each party to both co-operate with the other party to the extent needed
for the performance of the other party's obligations and avoid conduct which
would interfere with that performance.

E. Notifications

18. Works contracts frequently require a party to notify the other party of
certain events or situations. Such notifications may be required for one or more
of the following purposes: to enable co-operation in the performance of the
contract (e.g., a notification by the contractor that tests will be held on a
specified date: see chapter XII, "Inspections and tests during manufacture and
construction", paragraph 13); to enable the party to whom notification is given
to take action (e.g., a notification by the purchaser of defects discovered by him
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in the works, in order to give the contractor an opportunity to remedy the
defects: see chapter XVIII, "Delay, defects and other failures to perform",
paragraph 44); as the prerequisite to the exercise of a right (e.g., notification by
a party to the other of the existence of an exempting impediment, such
notification being a prerequisite to the right of the notifying party to rely on an
exemption clause: see chapter XXI, "Exemption clauses", paragraph 27); or as
the means of exercising a right (e.g., when the contract requires termination to
be in writing: see chapter XXV, "Termination of contract", paragraph 2). The
parties may wish to address and resolve in their contract certain issues which
arise in connection with such notifications.

19. In the interests of certainty, it is desirable to require that all notifications
referred to in the contract be given in writing, although in certain cases
requiring immediate action the parties may wish to provide that notification
can be given orally in person or by telephone, to be followed by confirmation
in writing. The parties may wish to define "writing" (see paragraph 24, below)
and to specify the means of conveying written notifications (surface mail,
airmail, telex, telegraph, facsimile, electronic data transmissions) that are
acceptable. They may also wish to specify the language in which notifications
are to be given, e.g., the language of the contract or, in technical matters, the
language used by the consulting engineer. With regard to the time when a
notification is to be effective, two approaches are available to the parties. They
may provide that a notification is effective upon its dispatch by the party giving
the notification, or after the lapse of a fixed period of time after the dispatch.
Alternatively, they may provide that it is effective only upon delivery of the
notification to the party to whom it is given (see paragraph 25, below). Under
the former approach, the risk of a failure to transmit or an error by the
transmitting agency in transmission of the notification rests on the party to
whom the notification is sent, while under the latter approach it rests on the
party dispatching the notification. The parties may find it advantageous to
select a means of transmitting the notification which provides proof of the
dispatch or delivery, and of the time of dispatch or delivery. Another approach
may be to require the party to whom the notification is given to acknowledge
receiving the notification.

20. It may be convenient for the contract to provide that, unless otherwise
specified, one or the other approach with respect to when a notification
becomes effective (on dispatch or delivery) is to apply to notifications referred
to in the contract. Exceptions to the general approach adopted may be
appropriate for certain notifications. Thus, when a general rule is adopted that
a notification is to be effective upon dispatch, it may nevertheless be provided,
for example, that a notification to be given by a party who has failed to
perform is to be effective upon delivery. When a general rule is provided that a
notification is to be effective upon delivery, it may nevertheless be provided, for
example, that where a purchaser who fails to notify the contractor of the
existence of defects in the works loses his remedies in respect of those defects, a
notification of defects is to be effective upon dispatch. The contract may
obligate the purchaser to maintain a representative on site, who is authorized to
give and receive notifications on his behalf.

21. Since the contractor will sometimes have a representative in the country
where the works is being constructed, the contract may provide that
notifications by the purchaser to the contractor may be given to that
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representative, and also that the representative is authorized to give notifica
tions on behalf of the contractor. The uncertainties of foreign transmission of
notifications may thereby be reduced. All notifications of a routine character
required in the course of the performance of the contract may be given to the
representative. If the representative is present on site, a written record of the
notifications (e.g., a correspondence log) may be jointly maintained on site by
the representatives of the purchaser and the contractor. The contract may also
provide that notifications which are not of a routine character (e.g.,
notifications of suspension of obligations, or termination of the contract) are to
be given only to the head office of the parties.

22. The parties may wish to specify in their contract the legal consequences of
a failure to notify. The possible legal consequences of a failure to notify by a
party who is obligated to give a notification are dealt with in chapter XVIII,
"Delay, defects and other failures to perform" (paragraph 65). Certain chapters
of this Guide refer to notifications which may be needed, or be appropriate, in
particular contexts, and deal with the legal consequences which may be
appropriate in those contexts for a failure to notify. In some cases, a party to
whom a notification is given may be required to give a response to that
notification. The parties may wish to specify the consequences of a failure to
respond. For example, they may provide that a party to whom drawings or
specifications are sent for approval who does not respond within a specified
period of time is deemed to approve them.

F. Definitions

23. The parties may find it useful to define certain key words or concepts
which are frequently used in their contract. A definition ensures that the word
or concept defined is understood in the same sense whenever it is used in the
contract, and dispenses with the need to clarify the intended meaning of the
word or concept on each occasion that it is used. A definition is advisable if a
word which needs to be used in the contract is ambiguous. Definitions
contained in a contract are sometimes made subject to the qualification that the
words defined bear the meanings assigned to them, "unless the context
otherwise requires". Such a qualification deals with the possibility that a word
which has been defined has inadvertently been used in a context in which it
does not bear the meaning assigned to it in the definition. The preferable course
is for the parties to scrutinize the contract carefully to ensure that the words
defined bear the meanings assigned to them wherever they occur, thereby
eliminating the need for such a qualification.

24. Since a definition is usually intended to apply throughout a contract, a list
of definitions may be included in the controlling contract document. Where,
however, a word which needs definition is used only in a particular provision or
a particular section of the contract, it may be more convenient to include a
definition in the provision or section in question.

25. Such words as "contract", "site", "contractor's machinery and tools",
"dispatch of notification", "delivery of notification" and "subcontractor" may
usefully be defined in the contract. The parties may wish to consider the
following definitions and to draw guidance from them in formulating
definitions relevant to their contract:
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"The contract": "The contract" consists of the following documents, and has
that meaning in all the said documents:

(0) This document
(b)
(b)
etc.

"Writing": "Writing" includes statements contained in a telex, telegram or
other means of telecommunication which provides a record of such
statements.

"Dispatch of a notification": "Dispatch of a notification" by a party occurs
when it is properly addressed and conveyed to the appropriate authority for
transmission by a mode authorized under the contract.

"Delivery of a notification": "Delivery of a notification" to a party occurs
when it is handed over to that party, or when it is left at an address of that
party at which, under the contract, the notification may be left.

26. The parties may find it useful, when formulating their own definitions, to
consider the descriptions contained in the Guide of the various concepts
commonly used in works contracts. Those descriptions can be located by the
use of the index to this Guide.
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Chapter V. Description of works and quality guarantee

SUMMARY

It is essential that the contract precisely describe the works or portion of
the works to be constructed. The contracting approach chosen by the
purchaser, and the procedure adopted for concluding the contract, may
determine which party is to prepare the documents describing the
construction to be effected (paragraphs I and 2). The scope of
construction and the technical characteristics of the works may be
reflected in the principal contract document, and in specifications,
drawings and standards. The parties should clearlyidentify the descriptive
documents which form part of the contract (paragraphs 3 and 4). The
technical characteristics of the works, or equipment to be incorporated in
the works, may be described in terms of operating capability rather than
by reference to designs, materials and workmanship. However, in respect
of some items (e.g., materials) technical characteristics may need to be
described by reference to appropriate requirements as to the quality
(paragraphs 8 and 9).

Specifications may describe in technical language the scope of the
construction to be effected, and the technical characteristics of the
equipment and materials to be incorporated in the works (paragraph 10).
Specifications may have general and special provisions (paragraphs 11
and 12). The character of specifications may differ in respect of various
elements of the construction (paragraph 13).

The technical characteristics of certain aspects of the construction may be
defined by reference to standards. The specified standards should be
internationally accepted and widely used. The standards to be applied
should be clearly identified in the contract (paragraphs 14 to 16).

Drawings show in diagrammatic form the various component parts of the
works. In some cases the purchaser supplies basic drawings, with the
contractor being obligated to prepare detailed drawings which elaborate
the technical ideas already contained in the basic drawings. The contract
may provide that the detailed drawings are to be submitted to the
purchaser for his approval (paragraphs 17 to 19).

Specifications and drawings may be inaccurate or insufficient, or
inconsistent with one another. It is advisable to determine which party is
to bear the costs occasioned by the supply of inaccurate, insufficient or
inconsistent specifications and drawings (paragraphs 20 to 22).

The contract may determine the extent to which a party is to treat as
confidential technical documents supplied by the other party, and the
consequences of a breach of confidentiality. The contract may provide for
the transfer to the purchaser of ownership of technical documents supplied
by the contractor, but limit the purposes for which they may be used by
the purchaser (paragraphs 23 to 25).

It is advisable to provide for a quality guarantee under which the
contractor assumes liability for defects discovered and notified before the
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expiry of a guarantee period specified in the contract. The parties may
wish to provide for certain limitations to the contractor's liability under
the guarantee (paragraphs 26 and 27). Various factors may be taken into
account in determining a reasonable length for the guarantee period. It is
advisable to determine when the guarantee period commences to run, and the
circumstances in which the period may be extended (paragraphs 28 to 31).

A. General remarks

1. It is essential that a works contract precisely describe the works or portion
of the works to be constructed. Whether a contractor has failed to perform his
construction obligations will be decided by reference to that description (see
chapter XVIII, "Delay, defects and other failures to perform", paragraph 1).
The description may specify the type of the works (e.g., power station), the
scope of the construction (i.e., the entire works or aspects of the construction,
such as civil engineering, building or the supply and installation of equipment)
and the technical characteristics of the works, equipment, materials and
construction services. '

2. The contracting approach chosen by the purchaser (see chapter II, "Choice
of contracting approach") and the procedure adopted for concluding the
contract (see chapter Ill, "Selection of contractor and conclusion of contract",
paragraph 1) may determine which party is to prepare the documents
describing the construction to be effected. For example, if the purchaser solicits
tenders for the construction of the entire works on a turnkey contract basis, he
will describe in his invitation to tender the main technical' features and
operational capabilities which he requires in the works to be constructed.
Tenderers maybe obligated to prepare and submit specifications and drawings
(see paragraph 3, below) describing, in conformity with theinvitation to tender,
the technical characteristics of the works that they are prepared to construct. If
a contractingapproach involving several contracts i~chosen by the purchaser,
and the design for the works is to be supplied by him, he may need to prepare
and supply the specifications and drawings in respect of the construction to be
effected by each separate contractor. 'The, totality of the specifications and
drawings provided to all the contractors should cover without overlap or
omission the entire works to be constructed.

B. Determination in contract documents of construction scope
and technical characteristics of works

3. The scope of construction and the technical characteristics of the works
may be reflected in different types of contract documents. The principal
contract document (see chapter IV, "General remarks on drafting", para
graph 11) may identify the type of works to be constructed, and contain a
general description of the scope of the construction to be effected and the
technical characteristics of the works. In addition, this document may also
indicate the major elements of the scope of the construction to be effected (e.g.
building, civil engineering, or the major items of equipment to be installed). A
detailed description of the scope of construction, the technical characteristics of
the works, and the, nature of construction processes to be used may be
contained in contract documents usually entitled "specifications" (see section E,
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below) and "drawings" (see section G, below). Specifications describe the technical
characteristics, and drawings depict the intended use, of equipment, materials and
construction services. When civil engineering and building are involved, contracts
often contain another type of document which sets forth further details of the
scope of the construction to be effected. The contract may also specify technical
standards to be observed in the construction (see section F, below).

4. Some of the documents mentioned above focus primarily on legal issues,
while others focus on technical aspects and engineering details. Nevertheless, all
these documents are legally important because together they determine the
scope of construction and the technical characteristics of the works. The parties
should therefore clearly identify them as contract documents (see chapter IV,
"General remarks on drafting", paragraph 11).

5. In preparing contract documents describing the construction to be effected,
the parties should take into account any mandatory rules of an administrative
or other public nature in force in the country where the works is to be
constructed, or in the country in which equipment and materials are to be
manufactured, which regulate technical aspects of the works, equipment,
materials and construction processes (see chapter XXVIII, "Choice of law",
paragraphs 22 and 23). Such rules are often promulgated to secure the safe
operation of the works, environmental protection and proper working
conditions for personnel operating the works. Apart from relevant local,
national and international legal rules and the provisions of the· contract, there
may exist local, national and international standards or codes of practice
concerning health, safety and environmental conservation. It is advisable for
the parties to agree that the contractor will comply with these requirements.

C. Scope of construction

6. In the case of a turnkey contract or product-in-hand contract (see chapter
11, "Choice. of contracting approach", paragraphs 4 to 8), the general
description of the scope of construction (see paragraph 3, above) may be
complemented by an additional contractual provision obligatingthe contractor
to, effect all construction which, although not, specifically described, is
nevertheless necessary or usual, having regard to the agreed operational
capabilities of the works. Such a provision may avoid disputes as to who is to
supply small items of material or perform minor items of construction either
forgotten during the negotiations or not considered worthy of special mention.
The mere use of the term "turnkey" or "product-in-hand" may not be
sufficient to impose such an obligation on the contractor (see chapter 11,
"Choice of contracting approach", paragraphs 4 to 8).

7. Where more than one contractor is engaged to effect the construction, the
purchaser may sometimes wish to add to the description of the construction to
be effected by each contractor an enumeration of the construction to be
effected by other contractors. Although it is not essential to enumerate
construction not to be performed by a contractor, such a negative identification
sometimes makes for certainty. Where one contractor is to design the entire
works, that contractor may be obligated to describe the construction to be
effected by other contractors to enable the purchaser to include that description
in the contracts concluded with those contractors (see chapter 11, "Choice of
contracting approach", paragraph 18).
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D. Technical characteristics of works, equipment, materials
and construction services

8. The technical characteristics of the works or equipment to be incorporated
in it may be described in terms of operation capability rather than by reference
to designs, materials and workmanship. By employing this approach, the
contractor would be liable for a failure of the works or equipment to reach the
agreed capability without a need for the purchaser to prove that the failure
resulted from defective design, materials or workmanship. This approach is
particularly advisable when the purchaser enters into a turnkey or product-in
hand contract. However, this approach may also be used where several
contractors are engaged for the construction, and the portion of the works to
be constructed or the equipment to be supplied and installed by each contractor
can be described in terms of operation capability. Depending upon the type of
works to be constructed, operation capability may be expressed by reference to
the quantity and quality of products to be produced by the works, consumption
of raw-materials by the works, consumption of power, and other factors.

9. In respect of some items, in particular, materials to be incorporated in the
works, a description in terms of operation capability may not be possible, and
the characteristics of the materials or construction services may need to be
described in technical language, by reference to some appropriate requirements
as to the quality (e.g. the strength of steel). The use of terms such as "first
class", "the best quality" or "most suitable" to indicate a level of excellence
may result in uncertainty. However, the use of certain terms (such as "new and
at least of regular commercial quality") may be justified if they have acquired a
degree of settled meaning in commercial practice, or under the law applicable
to the contract.

E. Specifications

10. Some specifications may describe in technical language the scope of the
construction to be effected, and the technical characteristics of the equipment
and materials to be incorporated in the works. Other specifications may, in
addition, describe the construction processes to be used and how the equipment
and materials are to be utilized in the construction processes. In many cases,
the specifications are a combination of both approaches.

11. Specifications may have general provisions and special technical provi
sions. The general provisions in specifications, while corresponding in content
to the general description of the construction in the principal contract
document (see paragraph 3, above), may be more elaborate. No guidelines
applicable in all cases can be laid down for the drafting of these provisions in
specifications. However, the generally technical nature of specifications will
result in these provisions containing more technical data and being more
technically precise and elaborate than the descriptive provisions of the principal
contract document. It isadvisable for the parties to compare the description of
the construction contained in the principal contract document with that
contained in the specifications in order to prevent any inconsistency.

12. The special provisions of specifications may contain a detailed technical
description of each element of the construction. These provisions may describe
the types and kinds of equipment and materials to be used, their physical
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properties and performance characteristics, their sizes and dimensions. In some
cases these provisions specify the techniques to be used in manufacture, and
indicate other technical data which reflect agreed technical characteristics. In
some instances, it may be useful for the provisions to specify the construction
processes to be used by the contractor, or a special sequence to be followed
during the construction process.

13. The character of specifications may differ in respect of various elements of
the construction. The specifications for building may need to be more detailed
than those for civil engineering due to the multitude of smaller items contained
in the building component of the construction. In specifications for equipment,
where the emphasis is likely to be on the operation capability of the equipment,
the specifications will necessarily have to leave considerable latitude to
contractors in selecting the proper design, manufacturing techniques and
materials to achieve the required capability. In regard to materials, their
technical characteristics may in some cases have to be defined in terms of
outward appearance, while in others they may have to be defined in terms of
physical or chemical properties. The contract may require specified inspections
and tests to be conducted in respect of certain materials in order to ensure that
they are of the required quality (see chapter XII, "Inspections and tests during
manufacture and construction").

F. Standards

14. Professional engineering institutions and trade associations often specify
criteria with which equipment, materials and construction processes may be
required to comply. These criteria are referred to in this chapter as
"standards". The parties may find it convenient to define the technical
characteristics of various elements of the construction (e.g. civil engineering,
equipment, materials) by reference to specified standards.

15. Some standards have become internationally accepted and are widely
used in international tendering and contracting. Such standards may relate
to matters such as the quality, contents, dimensions, form, weight, compo
sition, packing, and testing of certain equipment or materials. As a rule,
the use of such standards is advisable, because the standards give tested
and verified criteria in respect of the matters which they regulate, and
provide an assurance of quality through uniform testing and inspection
procedures.

16. Standards to be applied should be clearly identified in the contract, e.g. by
reference to the body which issued the standard and the date on which the
standard was issued. The parties should make sure that the standards chosen by
them are appropriate for the type of works to be constructed, since the use of
inappropriate standards may lead to defects in the works. Standards specified
in an invitation to tender (see chapter Ill, "Selection of contractor and
conclusion of contract", paragraphs 15 to 18) should be both internationally
accepted and familiar in the purchaser's country. Specifying standards which
are not internationally accepted may preclude contractors from certain regions
from tendering; specifying standards which are not familiar in the purchaser's
country may reduce the possibility of engaging subcontractors or using
materials from that country.
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G. Drawings

17. Drawings show in diagrammatic form the various component parts of the
works and, in some cases, the appearance of the whole works. In cases where
the purchaser is responsible for supplying the drawings, it may often occur that
drawings supplied by the purchaser before the contract is entered into (e.g.
together with the invitation to tender) will not be sufficient for the execution of
the construction, and that further drawings become necessary. In such cases the
purchaser may be obligated to supply further and more detailed drawings after
the contract is entered into. Such further drawings should be consistent with
earlier drawings, as otherwise the new drawings may be considered a variation
order (see chapter XXIII, "Variation clauses", paragraph 3).

18. In some cases, although the purchaser is to supply basic drawings, the
contractor may be obligated under the contract to prepare detailed or "shop"
drawings (drawings which contain detailed elaboration of the technical ideas
already contained in the basic drawings). The contract may provide that the
detailed drawings which the contractor is to prepare are not to contain any
deviations from the basic drawings. In order to maintain proper control over
the work of the contractor, it may in some cases be desirable to obligate the
contractor to submit all detailed drawings to the purchaser. The contract may
entitle the purchaser to require corrections to be made to the detailed drawings
so as to make them accord with the basic drawings, and to require that any
work already executed on the basis of inconsistent detailed drawings be re
executed so as to conform to the basic drawings. It is advisable that the
contract determine whether detailed drawings submitted by the contractor
require the approval of the purchaser before they can be acted upon by the
contractor.

19. If the contract requires the purchaser's approval of the detailed drawings,
the purchaser may, if he approves the drawings, be obligated to notify his
approval within a specified period of time after the drawings have been
delivered to him. If he fails to do so, he may be liable for delay in performing
this obligation (see chapter XVIII, "Delay, defects and failures to perform",
paragraphs 65 and 66). The contract may provide that once he has approved
the drawings, the purchaser is entitled to require a change in them only in
accordance with the provisions in the contract regulating variations (see
chapter XXIII, "Variation clauses"). Where the purchaser is not required to
approve drawings, the contract may provide that the absence of objection by
the purchaser to detailed drawings is not to be deemed to be consent by the
purchaser to deviations in those drawings from the basic drawings.

H. Liability for inaccurate, insufficient or inconsistent specifications
and drawings

20. When specifications and drawings are to be supplied by the purchaser, the
contractor may be obligated to analyze them with a view to discovering
inaccuracies or insufficiencies in the information contained therein, or
inconsistencies between them. The contract may provide that the contractor is
to be liable for damages if, within a specified or reasonable period of time after
he has discovered or could reasonably have been expected to have discovered
any inaccuracies, insufficiencies or inconsistencies in the specifications and
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drawings, he fails to notify the purchaser of them. The purchaser may be
obligated under the contract to pay costs reasonably incurred by the contractor
in making corrections and changes required by inaccuracies, insufficiencies or
inconsistencies which the contractor did not discover and could not reasonably
have been expected to discover. When the contractor could not reasonably have
been expected to discover the defects, and the construction must be interrupted
due to the defects, the contract should entitle the contractor to be compensated
for reasonable costs incurred by him as a result of the defects, including the
interruption of his performance, and to an extension of time for completion.

21. When specifications and drawings are to be supplied by the contractorv he
may be required under the contract to bear the costs occasioned by all corrections
and changes necessitated by inaccuracies, insufficiencies or inconsistencies.
Moreover, if there is a resulting delay in the contractor's performance, he may, in
addition, be liable to the purchaser for that delay (see chapter XVIII, "Delay,
defects and other failures to perform", paragraphs 17 to 25).

22. In some cases drawings might be prepared jointly by the parties, and they
may wish to consider how errors in the drawings are to be corrected and how
the liability for those errors is to be allocated between them. Where each party
prepares a distinct part of the drawings, the contract may provide that each
party is liable for errors in that part of a drawing which he has prepared.
Where the entire drawing has been prepared jointly, the contract may obligate
the parties to correct the errors jointly, and to share equally the costs incurred.

I. Protection of specifications, drawings and other technical documents

23. Each party may sometimes wish to keep the contents of certain
specifications, drawings or other technical documents confidential. Mandatory
rules of an administrative or other public nature in force in the countries of the
parties may regulate the extent to which obligations as to confidentiality may
be imposed on a party. Those rules may also obligate the parties to disclose the
contents of the documents to public authorities in the country of the purchaser
or of the contractor. Where certain documents are to be kept confidential, it is
advisable in the contract to identify clearly these documents, and to specify the
extent and duration of the confidentiality and the extent of permissible
disclosure. The parties may wish to agree that the obligation to maintain
confidentiality is to remain in force for a certain duration even if the contract is
terminated. The contract may provide that the purchaser is entitled to disclose
the contents of confidential documents to persons engaged to complete the
construction, to cure defects in the works (see chapter XVIII, "Delay, defects
and other failures to perform"), or to maintain or repair the works (see
chapter XXVI, "Supplies of spare parts and services after construction") to the
extent necessary for those persons to perform their duties, provided those
persons. give undertakings to the purchaser that they will not disclose the
contents to third persons.

24. The contract may provide for the transfer to the purchaser of ownership
of the documents containing specifications, drawings and other technical data
handed over by the contractor to the purchaser for the purposes of indicating
the scope of construction and the technical characteristics of the works. The
purchaser may need these documents for later maintenance and repair of the
works. Since the contractor may have rights based on industrial or other
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intellectual property in respect of the contents of the documents, the parties
may wish to provide that the purchaser is entitled to use the documents only
for maintenance and repair of the works covered by the contract, but not for
the construction of other works.

25. The parties may also wish to provide for the consequences of a breach of
an obligation relating to confidentiality (see paragraph 23, above) or the use by
the purchaser of a technical document for a purpose for which he is not entitled
to use it (see previous paragraph). The aggrieved party may be entitled to
damages. If the breach occurs before completion of the construction, the
aggrieved party may, in addition, also be entitled in some situations to
terminate the contract (see chapter XVIII, "Delay, defects and other failures to
perform", paragraph 65).

J. Quality guarantee'

26. It is advisable to provide in the contract for a quality guarantee under
which the contractor assumes liability for defects in the works, and for
inaccuracies or insufficiencies in technical documents supplied with the works,
discovered and notified to him before the expiry of a guarantee period specified
in the contract. The guarantee may cover the entire works or only a portion of
the works, depending on whether the contractor has constructed the entire
works or only a portion. What constitutes a defect in the works and the
remedies which the purchaser may have when the contractor is liable under the
guarantee, and the question whether there exists any liability after the expiry of
the guarantee period are discussed in chapter XVIII, "Delay, defects and other
failures to perform".

1. limitation in scope ofguarantee

27. The parties may wish to agree that the contractor is not to be liable under
the guarantee if the works fail to operate in accordance with the contract
during the guarantee period as a result of:

(0) Normal wear and tear;

(b) Faulty operation or maintenance of the works by the purchaser or
persons engaged by him, unless the faulty operation or maintenance is the
result of incorrect instructions on operation or maintenance given by the
contractor;

(c) Defective design, equipment or materials supplied or incorrect instruc
tions given by the purchaser;

(d) Improper repair or alteration of the works effected without the contrac
tor's consent by the purchaser or a person engaged by him. However, where the
contract entitles the purchaser to repair the defects in the works by engaging a new
contractor at the expense and risk of the contractor (see chapter XVIII, "Delay,
defects and other failures to perform", paragraphs 36, 40 and 47), the contract
may provide that the contractor is liable under the guarantee in respect of defects
in the works caused by improper repair by the new contractor;

(e) Events which cause loss or damage to the works where the risk of such
loss or damage is borne by the purchaser (see chapter XIV, "Passing of risk").
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2. Guarantee period

(a) Length ofguarantee period

28. Various factors may be taken into account in determining a reasonable
length for the guarantee period, such as the nature of the works (in particular
the level of sophistication of the equipment installed in the works) and the
difficulty of discovering defects. The parties may also wish to take into account
the length of the guarantee period which is usually specified under international
trade practice in respect of works of the same type or works with similar
characteristics. The purchaser may have to pay a higher price if he wants a
guarantee period that is longer than normal. In respect of certain types of
works, it may be reasonable to specify guarantee periods of different lengths in
respect of different portions of the works.

(b) Commencement ofguarantee period

29. If a single contractor is to construct the entire works, the guarantee period
may commence to run from the date of acceptance of the works by the purchaser,
or, alternatively, from the date of take-over of the works by him. If several
contractors are engaged for the construction, and the portion of the works
constructed by a contractor (e.g. a power station) can be operated and
performance tests conducted in respect of that portion before completion of
construction of the rest of the works, the guarantee period may commence to run
when that portion of the works is accepted or taken over by the purchaser (see
chapter XIII, "Completion, take-over and acceptance"). If it is not possible to
operate that portion and conduct performance tests in respect of that portion until
the completion of construction of the entire works, it may be provided that the
guarantee period in respect of that portion commences to run from the date of
acceptance of the entire works. However, the contractor may be reluctant to
postpone the commencement of the guarantee period until the date of acceptance
of the entire works, since this might lead to an extension of the period for which the
contractor is responsible for defects as a result of the delay of another contractor.
An approach which may resolve this difficulty is to add to the normal guarantee
period for that portion of the works an estimated period for completing the rest of
the construction, and to provide that the guarantee period in respect of the portion
is to consist of the combined length of these two periods, commencing to run
from the date of completion of the construction of the portion by the
contractor. If this approach is adopted, a delay in the completion of the entire
construction due to a failure of performance by another contractor will not
result in any extension of the guarantee period. Another approach which may
resolve the difficulty is to provide in the contract that the normal guarantee
period for the portion of the works commences to run from the date of
acceptance or take-over of the entire works, but that the guarantee does not
extend beyond a longer period of time to be specified in the contract, which
would be longer than the normal guarantee period, commencing to run from
the date of completion of the portion constructed by the contractor.

(c) Extension ofguarantee period

30. The contract may provide that the guarantee period is to be extended by
any period of time during which the works cannot be operated as a result of a
defect covered by the guarantee. This extension may cover the entire works if
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no part thereof could be operated, or a portion thereof if only a portion could
not be operated. If defective equipment or materials are repaired or replaced, a
new guarantee period may commence to run in respect of the repaired or
replaced equipment or materials. If as a result of the defects in the equipment
and materials the works could not be operated, this new guarantee period may
commence to run from the date when the works can be operated after the
repair or replacement. If the works could be operated despite the defects in the
equipment and materials, the new guarantee period may commence to run from
the date of the repair or replacement. The contract may determine the length of
the new guarantee period. The parties may wish to consider whether it is
advisable to agree that any new guarantee period is not to exceed a maximum
period commencing to run from the date that the initial guarantee period in
respect of the equipment or materials commenced to run.

3. Manufacturer's guarantee

31. If equipment to be installed In the works is not manufactured by the
contractor but by third persons, those manufacturers may provide to the
contractor a guarantee in respect of that equipment with a guarantee period longer
than the guarantee period provided by the contractor to the purchaser in respect of
the construction to be effected by the contractor. The contractor may be obligated
to inform the purchaser of the content and length of such guarantees provided by
manufacturers, and to transfer to the purchaser all the contractor's rights arising
from such guarantees. If a transfer is not permitted under the applicable law, the
parties may wish to agree that the guarantee provided by the contractor to the
purchaser is not to expire in respect of the equipment covered by the
manufacturer's guarantee before the expiration of that guarantee.

Footnote to chapter V

'Illustrative provisions
"(I) The contractor guarantees that, during the guarantee period, the works will be capable of
operation in accordance with the contract, that all equipment, materials and other supplies
annexed to or forming part of the works will conform with the drawings, specifications and
other contractual terms relating to the equipment, materials or other supplies, and that all
technical documents supplied by him are correct and complete.

"(2) The contractor is liable only in respect of defects in the works, equipment, materials or
other supplies, or inaccuracies and insufficiencies in technical documents, which are notified to
him by the purchaser before the expiry of the guarantee period.

"(3) The contractor is not liable under paragraphs (I) and (2) of this article if the works fail
to operate in .accordance with the contract during the guarantee period as a result of:

normal wear and tear;
faulty operation or maintenance carried out by the purchaser or persons engaged by him,
unless the faulty operation or maintenance is a result of incorrect. instructions on
operation or maintenance given by the contractor;
defective design, equipment or materials supplied or incorrect instructions given by the
purchaser;
improper repair or alteration of the works effected by the purchaser or persons engaged by
him, unless the repair or alteration was effected with the written consent of the contractor;
any event which causes loss or damage to the works where the risk of such loss or
damage is borne by the purchaser.
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"(4) The guarantee period commences to run from the date of [acceptance] [take-over] of the
works, and continues for ... (indicate a period of time).

"(5) The guarantee period ceases to run during any period of time during which the works is
not capable of being operated due to a defect covered by this guarantee. If only a portion of the
works is not capable of being operated, the guarantee period ceases to run in respect of that
portion.

"(6) When the works cannot be operated as a result of defective equipment or materials, and
the defective equipment or materials are repaired or replaced, a new guarantee period
commences to run in respect of the repaired or replaced equipment or materials from the date
the works can be operated after the repair or replacement. Where the works can be operated
despite defective equipment or materials, a new guarantee period commences to run in respect of
the repaired or replaced equipment or materials from the date of the repair or replacement."
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Chapter VI. Transfer of technology

SUMMARY

The purchaser will require a knowledge of the technological processes
necessary for production by the works, and require the technical
information and skills necessary for its operation and maintenance. The
communication to the purchaser of this knowledge, information and skills
is often referred to as the transfer of technology (paragraph I).

Differing contractual arrangements can be adopted for the transfer of
technology and the performance of the other obligations necessary to
construct the works (paragraph 2). The transfer of technology itself may
occur in different ways, for example, through the licensing of industrial
property (paragraph 3), through the creation of a joint venture between
the parties (paragraph 4) or the supply of confidential know-how
(paragraph 5). The information and skills necessary for the operation and
maintenance of the works may be communicated through the training of
the purchaser's personnel or through documentation (paragraph 6).

The manner in which the technology is to be described may depend on the
contractual arrangements which are adopted (paragraph 11). When
deciding whether various restrictions are to be imposed on the purchaser's
use of the technology, the parties should take into account mandatory
legislation which may regulate such restrictions and should attempt to
negotiate provisions which are balanced and which impose only those
restrictions necessary to protect the legitimate interests of each party
(paragraphs 12 to 16).

The guarantees to be given by the contractor may depend on the
contractual arrangements adopted. Under certain arrangements a separate
guarantee in respect of the technology may be unnecessary, while
under other arrangements a qualified guarantee may be given that the
use of the technology will result in the operation of the works in
accordance with specified parameters provided certain conditions are
satisfied (paragraph 17). The price for technology which is transferred
is usually determined as a lump sum or in the form of royalties (para
graphs 18 to 20).

The parties may wish to include in the contract an undertaking by the
contractor that the use of the technology transferred will not result in
claims by a third person whose industrial property rights may be infringed
by the use (paragraph 21). They may wish to specify the procedure to be
followed by them and their rights and obligations in the event of a claim
by a third person (paragraph 22).

The contractor will wish to obligate the purchaser to maintain confi
dentiality in respect of know-how supplied. The contract should clearly
define the extent to which confidentiality is imposed, and provide for
situations in which the purchaser may reasonably need to disclose the
know-how to third persons (paragraphs 23 and 24).

64



In drafting contract provisrons on the traming of the purchaser's
personnel, issues to be dealt with may include the categories and numbers
of trainees, their qualifications, the procedure for selecting the trainees,
the places at which they are to receive training, and the duration of the
training (paragraphs 27 to 29).

The training obligations of the contractor should be clearly defined. The
contractor may be, obligated to engage trainers with qualifications and
experience appropriate for the training (paragraph 30). The contract
should also fix the payment conditions relating to the training (paragraph
31).

When technical information and skills are conveyed through documenta
tion, the contract may address such issues as the description of the
documents to be supplied, demonstrations needed to explain the docu
ments, and the times at which the documents are to be supplied
(paragraphs 33 and 34).

A. General remarks

1. The works to be constructed will embody various technological processes
necessary for the manufacture of products by the works in a form suitable for
use or marketing. The purchaser will often wish to acquire a knowledge of
these various processes and their application. The purchaser will also wish to
acquire the technical information and skills necessary for the operation and
maintenance of the works. Even where the purchaser has the basic capability to
undertake certain elements of the construction (e.g., building, civil engineering),
he may need to acquire a knowledge of special technical processes necessary to
effect the construction in a manner appropriate to the works in question. The
communication to the purchaser of this knowledge, information and skills is
often referred to as the transfer of technology.

2. It may be noted that differing contractual arrangements can be adopted for
the supply of technology and the performance of the other obligations
necessary to construct the works (see chapter 11, "Choice of contracting
approach"). For example, the purchaser may select a contractor who is able to
supply the technology to be embodied in the works, as well as to construct the
works or that portion of the works which embodies the technology.
Alternatively, the purchaser may enter into one contract for the supply of the
technology, and into one or more separate works contracts for the construction
of the works embodying that technology.

3. The transfer of technology may occur in different ways. It may occur
through the grant of licences to use industrial products or processes which are
the subject of different forms of industrial property. Most legal systems provide
for the registration, subject to certain conditions, of industrial products or
processes which are thereby recognized and protected under the law relating to
industrial property in force within the territory of the country in which the
registration takes place. The owner of. the industrial property obtains the
exclusive right to exploit the products or processes which are the subject of the
industrial property. A common form of industrial property consists of patents.
Under the legal systems of many countries, a person who invents a product or



process can apply to a governmental institution designated by the law of the
country for the grant to him of a patent protecting the invention in the country.
Once a patent is granted, for a limited period determined by the legal system,
the invention which is the subject-matter of the patent can be exploited in that
country only with the consent of the patent holder. A person can apply in more
than one country for the grant to him of a patent. Most legal systems also
recognize other forms of industrial property. For example, a distinctive sign
used to identify goods and indicate their origin (e.g., as coming from a
particular manufacturer) may be protected through registration as a trade
mark. A protected trade mark cannot be used without the consent of the
registered owner of the trade mark. In these cases, the transfer of technology
would occur in conjunction with the licence of a trade mark. A patent holder or
the owner of a trade mark may licence the patent or trade mark to the
purchaser (i.e., permit the purchaser, subject to the conditions of the licence, to
use the subject-matter of the patent, or the trade mark, in return for
remuneration). Some legal systems recognize additional forms of industrial
property, such as utility models and industrial designs.

4. One of the ways of assuring a complete and permanent transfer of
technology by the contractor to the purchaser concerning the product or the
industrial process is the creation of a joint venture between them in order to
exploit the industrial works. Some of the advantages of joint ventures between
contractors and purchasers are mentioned in chapter 11, "Choice of contracting
approach", paragraphs 26 to 31. If transfer of technology is important to the
purchaser, he should at an early stage investigate the feasibility of one of the
various kinds of joint ventures.

5. Certain industrial processes may be known only to one or a few enterprises.
These enterprises might not wish, or may have been unable, to protect the
industrial processes through registration in accordance with the law relating to
industrial property. They may, instead, keep this knowledge confidential. In
such cases, the transfer of technology may occur through the supply of this
knowledge (generally called know-how) to the purchaser.' Such supply is
usually subject to conditions as to the maintenance of confidentiality by the
purchaser (see paragraphs 24 and 25, below).

6. The information and skills necessary for the operation and maintenance of
the works may be communicated by the contractor through the training of the
personnel of the purchaser (see section D, below) or through documentation
(see section E, below). It may be noted that the different ways in which
technology is transferred referred to in this and the previous paragraphs may be
combined.

7. The Guide does not attempt to deal comprehensively with contract
negotiation and drafting relating to the licensing of industrial property, or the
supply of know-how, as this subject has already been dealt with in detail in
publications issued by certain United Nations bodies.' The present chapter
merely notes certain major issues which the parties may wish to address when a
works contract contains provisions relating to the licensing of industrial
property or the supply of know-how.

8. In drafting their contract provisions relating to the transfer of technology,
the parties should take account of mandatory legal rules regulating such
transfers which may be in force in the purchaser's and the contractor's
countries." Regulation may take place directly through laws specifically directed
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at the transfer of technology. Among those laws are legal regulations
prohibiting or restricting the transfer of certain kinds of advanced technology.
Contracts violating the prohibitions or restrictions may be void or unenforce
able. Under some legal regulations, contracts involving the transfer of
technology require the approval of a governmental institution prior to their
entry into force. Such an institution may implement the national policy on
technology by requiring the contract to contain terms transferring certain forms
of technology possessed by the contractor (e.g., technology which might
increase productivity in the purchaser's country), or by requiring the deletion
or modification of terms which transfer other forms of technology (e.g., where
indigenous technology exists equivalent to that sought to be transferred).
Contracts or contractual provisions which are not approved may be void or
unenforceable. Furthermore, legal regulations often exist which make void or
unenforceable contractual provisions in transfer of technology transactions
which restrain competition between entities, or which hinder the technological
development of a country (see paragraph 12, below). Legal regulations may
also govern the pricing of technology. They may, for example, require each
element of the technology transfer to be separately priced, or regulate the
extent of the price payable, or the manner of payment (e.g., the manner in
which royalties are to be calculated).

9. Indirect regulation of transfer of technology may occur when export or
import licences are not granted in respect of equipment which embodies certain
kinds of technology, or when authority to make payment for technology is
refused under exchange control regulations. Even where the law of the
purchaser's country mandatorily regulates the transfer of technology in the
interests of the purchaser, contract provisions may be needed to supplement
that transfer, and to ensure that the purchaser will obtain the knowledge and
skills needed to operate the works so that it achieves the performance
parameters specified in the contract. Contract provisions on technology
transfer will assume even greater importance when the law of the purchaser's
country does not regulate the transfer of technology.

10. Where tenderers or enterprises with which the purchaser is negotiating
(see chapter Ill, "Selection of contractor and conclusion of contract") have
made offers to construct the works which reflect different technological
processes, the purchaser should determine which is the most appropriate
process for his needs and for local conditions. A less sophisticated or older
technology may be more appropriate, in particular if it can be acquired at a
lower price.

B. Issues common both to licensing and to know-how provisions

1. Description of technology'

It. In some cases the contract may need to contain a precise and
comprehensive description of the technology. Such a description may be
needed, for example, where the purchaser adopts a contracting approach
involving several contracts, i.e., with one enterprise for the supply of the
technology and for the supply and installation of some of the equipment
necessary for the utilization of the technology, and with other enterprises for
the performance of other obligations necessary to construct the works (e.g.,
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supply of design of the works, civil engineering or building). Even where a
single contractor is to perform all the obligations necessary to construct the
works (e.g., under a turnkey contract), such a description may be needed if the
purchaser requires a particular technology to be used. In some cases, however,
the purchaser may prefer the obligations of a turnkey contractor to be defined
primarily in terms of constructing works which, when operational, will achieve
certain performance parameters (e.g., produce goods of a quantity and quality
stipulated in the contract). In these cases a general description of the
technology may be sufficient, and the contractor may be required to provide
the description since he has special knowledge of the technology which he
proposes to embody in the works.

2. Conditions restricting use of technology

12. The contractor may sometimes be prepared to transfer technology only if
the purchaser accepts certain restrictions on the purchaser's use of the
technology, or on the purchaser's disposal of the products obtained by using
the technology. Some of these restrictions are regulated by mandatory legal
rules in many countries (e.g., declared void or unenforceable) not only because
they create possible hardship to the purchaser, but also because they may
conflict with public policy (for example, the restrictions may restrain
competition, or hinder the development of national technological capabilities).
Some legal rules also exist at a regional level regulating these restrictions on the
basis of the public policy existing within the region. Attempts are also being
made at the global level to formulate norms which may be applicable to these
restrictions where they are included in international transfer of technology
transactions.' This chapter does not attempt to make normative recommenda
tions as to the formulation of these restrictions, but merely describes a few
restrictions of special importance in the context of works contracts, and the
interests of the parties in regard to them. It is very desirable that the parties
attempt to negotiate provisions which are balanced and which impose only
those restrictions necessary to protect the legitimate interests of each party.

13. The contractor might seek to include a provision that the purchaser is
obligated to purchase from him, or from sources designated by him, some or all of
the raw materials or semi-finished articles needed for the production of goods by
the works. The contractor might seek to include such a provision when, for
example, the goods produced by the works can be associated with him by third
parties (e.g., if they bear his trade mark), and the quality of the goods depends on
the quality of the materials or articles used in their production. He may also wish
to prevent any lowering of the quality of the goods if the goods are to be bought by
him, or to be supplied to his customers. Such a provision may, however, be
disadvantageous to the purchaser (e.g., he may be able to obtain from other
sources on more advantageous terms materials or articles of the same quality as
those which the contractor wishes to supply). A provision reconciling these
competing interests may, for example, provide that the purchaser is obligated
to purchase the materials or articles from the contractor, but that the
contractor in turn is obligated to supply the materials or articles on terms not
less favourable than the terms offered by the contractor to any other of his
customers, or on terms not less favourable than those on which the purchaser
can secure materials or articles of the same quality from another source.
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14. The contractor might seek to include a provision that the purchaser is
prevented from adapting the technology, or from introducing innovations to it.
He might seek to include such a provision because he fears that adaptations or
innovations by the purchaser may lower the quality of the products obtained by
using the technology, and that such a lowering of quality may adversely affect
him (see previous paragraph). The purchaser, however, might wish to adapt the
technology to suit local conditions, or to introduce innovations which lower the
cost of production, even if the adaptations or innovations lead to a slight loss of
quality in the products. This loss of quality may not be significant in relation to the
purchaser's requirements. A provision reconciling these interests of the parties
may, for example, provide that the purchaser may not adapt the technology or
introduce innovations to it without the consent of the contractor if the goods to be
produced by the works are to bear a trade mark of the contractor.

15. The contractor might seek to include a provision that the purchaser is
obligated to communicate to the contractor any improvements to the technology
made by the purchaser in the course of using it. Such a provision could have
certain disadvantages to the purchaser. It could prevent the purchaser from
competing with the contractor in the field of technology in question, since the level
of technological knowledge of the contractor will be maintained at a level not less
than that of the purchaser. If, in addition to being obligated to communicate the
improvements to the contractor, the purchaser is also obligated not to disclose
them to third parties, the purchaser may be prevented from realizing their full
commercial value. If the improvements are to be communicated without
remuneration therefor being paid by the contractor, the contractor could benefit
at the purchaser's expense. Since each party to a transfer of technology usually has
an interest in obtaining improvements to that technology made by the other party,
the contract may, for example, provide that each party is obligated to
communicate to the other improvements he has made to the technology, and the
party acquiring the improvements may in return be obligated to pay a reasonable
remuneration. Another possibility is for the parties to make arrangements for
joint research with a view to improving the technology.

16. The contractor might seek to include a provision restricting the purchaser
from exporting the products manufactured by the use of the technology to
countries specified in the contract. He may previously have supplied confiden
tial know-how to enterprises in the specified countries, and given undertakings
to them that in the further supply of the know-how to others he would ensure
that those others would not compete in the specified countries. Or, again, an
enterprise other than the contractor might have industrial property rights
covering the same technology in the specified countries, and export of the
products to the specified countries by the purchaser might result in legal
proceedings being brought against the contractor. The purchaser may himself
be interested in principle in export restrictions, since he might wish the
contractor to restrict others from exporting to the purchaser's country
competing products manufactured by using the same technology. On the other
hand, the purchaser might seek to have export possibilities after the market
capacity in his own country is exhausted. Mandatory legal rules relating to
restrictive businesspractices" and to the transfer of technology are of special
relevance in the field of export restrictions, and the parties may find it advisable
to agree upon an equitable provision, taking those rules into account. For
example, while export restrictions might be imposed on the purchaser in respect
of certain markets, other export markets might be reserved exclusively for him.
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3. Guarantees'

17. When the turnkey contract approach is adopted and the obligations of the
contractor are defined primarily in terms of the construction of works which, when
operational, will achieve specified performance parameters (see paragraph 11,
above), no separate guarantee concerning the technology may be necessary, as the
guarantees concerning the operation of the works would require the supply of
appropriate technology by the contractor. Where, however, a contracting
approach involving several contracts is adopted (see paragraph 11, above), the
supplier of the technology may be unwilling to give a guarantee concerning the
operation of the works, since whether the works will operate in accordance with
the specified parameters will depend on proper performance of their construction
obligations by other enterprises. The supplier of technology may in such cases be
required to guarantee that the use of the technology will result in the operation of
the works in accordance with certain specified parameters, provided the
technology is utilized and the works is constructed in accordance with conditions
specified by him (e.g., use of certain construction methods, standards,
components and raw materials; use of a certain design for the works; provision of
certain operating conditions). Guarantees in respect of the operation of the works,
together with issues such as the length, commencement and extension of the
guarantee period, and defects excluded from the guarantee, are dealt with in
chapter V, "Description of works and quality guarantee", paragraphs 26 to 31.

4. Payment for technology"

18. The price for technology which is transferred is usually determined as a
lump sum, or in the form of royalties. The unit-price method (see chapter VII,
"Price and payment conditions", paragraphs 25 to 27) is unsuitable, as no units
are supplied. When the contractor obtains the technology from a third person,
the parties may in some cases wish to adopt the cost-reimbursable method and
to provide that the costs incurred in obtaining the technology are to be
reimbursed by the purchaser, provided that they do not exceed a specified limit
(cf. chapter VII, "Price and payment conditions", paragraph 15).

19. If the lump-sum method is used, the total price is determined at the time the
contract is entered into, and this price is payable in one or more instalments. The
price for the supply of know-how is often determined as a lump sum. If the royalty
method is used, the price payable (i.e., the royalty) is fixed by reference to some
economic result ofthe use of the transferred technology. For example, the royalty
is often fixed by reference to the production, sales, or profits arising from the use of
the technology. Where the volume ofproduction is used as the reference factor, the
royalty may be determined, for instance, as a fixed amount per unit or quantity
(e.g., per ton or per litre) produced. Where the volume of sales is used as the
reference factor, the royalty may be determined as a percentage of the sales price.
Under each method, what is meant by production, sales price, or profits will need
careful definition.

20. Each method of price calculation may have certain advantages and
disadvantages," depending on the economic circumstances attending the contract.
If, for example, royalties are payable over a long period, economic circumstances
may change during this period affecting the volume ofsales, and consequently the
royalties payable. The two methods may also be combined (e.g., an initial lump
sum payment followed by the payment of royalties).
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5. Claims by third person'?

21. The purchaser may wish to include in the contract an undertaking by the
contractor that the use of the technology transferred will not result in claims
against the purchaser by a third person whose industrial property rights may be
infringed by the use. Infringement may occur, for example, through the use of a
process which is transferred, or through the distribution of products manu
factured by using the process, or through the construction of the works itself.
The contractor may wish to include an undertaking by the purchaser that,
where the contractor has to manufacture equipment in accordance with designs
supplied by the purchaser, the manufacture will not infringe the industrial
property rights of a third person. Because of the difficulty of conducting a
world-wide investigation as to whether any third persons may have industrial
property rights in the technology transferred, a supplier will normally
undertake only that the use of the technology transferred will not infringe the
rights of third persons in specified countries.

22. The parties might wish to specify the procedure to be followed by themin
the event of a claim by a third person that his industrial property rights have
been infringed, or that the industrial property rights held by the parties are
invalid. Each party may be obligated to notify the other of any claim
immediately after he learns of the claim. If legal proceedings are brought
against the transferee of the technology as a result of the transfer, the supplier
may be obligated to assist the transferee in his defence by, for example, bearing
the costs incurred in the defence, giving legal advice, or producing evidence as
to the validity of the industrial property rights of the supplier. The parties
might seek to specify their rights and obligations during the pendency of the
legal proceedings (e.g., they may provide for the suspension of royalty
payments by the purchaser during the proceedings). They may further provide,
for example, that, if the claim by the third person succeeds and the supplier is
found to be in breach of his undertaking, the use of the technology transferred
will not infringe the rights of third persons (see previous paragraph), royalty
payments are to cease, that royalties already paid are to be reimbursed, or that
modified technology which does not infringe the rights of the third person and
which does not adversely affect the capability of the works to operate in
accordance with the contract is to be supplied.'!

c. Issue special to know-how provisions: confidentiality12

23. The contractor will usually require the know-how supplied by him to be
kept confidential (see paragraph 5, above). He may require such confidentiality
at two stages. Firstly, he may supply some know-how to the purchaser during
negotiations in order to enable the purchaser to decide whether he wishes to
enter into a contract, and to make proposals as to contract terms. He will wish
the purchaser to keep this know-how confidential. Secondly, if a contract is
entered into, the contractor will require the additional know-how supplied
thereafter to be kept confidential. To achieve these results, it may be necessary
under some legal systems for the parties, prior to the commencement of
negotiations, to conclude an agreement under which the purchaser undertakes
to maintain confidentiality with regard to know-how supplied during negotia
tions, and thereafter to include provisions on confidentiality in the works
contract if the negotiations lead to the conclusion of a contract. Other legal
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systems, however, impose on parties involved in negotiations obligations as to
the observance of good faith during negotiations. These obligations would
entail the maintenance of confidentiality by the purchaser. Where the
applicable law imposes obligations as to the maintenance of good faith, the
contractor may wish to consider whether it is necessary for him to supplement
those obligations by contractual obligations as to the maintenance of
confidentiality.

24. The extent to which contractual provisions may impose obligations as to
confidentiality on the purchaser may be regulated by mandatory legal rules in
the purchaser's country. Issues to be addressed by such contractual provisions
may include clear identification of the know-how to be kept confidential, the
duration of the confidentiality (e.g., a fixed period) and the extent of
permissible disclosure (e.g., disclosure being permissible in specified circum
stances, or to specified persons). The parties might seek to provide that once
the know-how to be kept confidential becomes available to the public, the
obligation of confidentiality terminates, as does the obligation to pay royalties.
The parties may also wish to provide, for example, that an engineer employed
by the purchaser to supervise the construction is to be allowed access to such of
the know-how as is necessary for him to exercise effective supervision. They
may further wish to provide that if the contract is terminated by the purchaser
because of a failure of performance by the contractor, or because the
contractor is prevented by an exempting impediment from completing the
construction (e.g., regulations in the contractor's country prevent him from
exporting certain equipment), and the purchaser wishes to complete the
construction by engaging another contractor, the purchaser may disclose to the
other contractor such part of the know-how as is necessary for completion of
construction by the other contractor. The purchaser may, however, be
obligated to obtain from the engineer or the other contractor prior to the
disclosure of the know-how to him an undertaking that he will not disclose the
know-how to others.

25. In some cases an obligation of confidentiality may need to be imposed on
the contractor (e.g., when improvements to the technology made by the
purchaser are communicated to the contractor). A contractual provision for
this purpose may be included in the contract. The issues to be taken into
account when formulating a contractual provision imposing confidentiality on
the purchaser (see paragraph 24, above) may also be relevant in formulating
such a provision.

D. Training of personnel

26. The most important method of conveying to the purchaser the technical
information and skills necessary for the proper operation and maintenance of
the works is the training of the purchaser's personnel. In order to enable the
purchaser to decide on his training requirements, in the invitation to tender or
during the contract negotiations the purchaser might request the contractor to
supply him with an organizational chart showing the personnel requirements
for the operation and maintenance of the works, including the basic technical
and other qualifications which the personnel must possess (see also chapter
XXVI, "Supplies of spare parts and services after construction"). This
statement of requirements should be sufficiently detailed to enable the
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purchaser to determine the extent of trammg required in the light of the
personnel available to him. The contractor will often have the capability to
provide the training. In some cases, however, the training may be given more
effectively by a consulting engineer, or through an institution specializing in
training.

27. It may be advisable for the contract to fix the categories of employees in
respect of which training is to be given, the numbers to be trained, and the
duration of the training. It may also be advisable to fix the qualifications which
trainees for a particular post must possess (e.g., educational background,
linguistic abilities, technical skills, work experience). If these qualifications are
not agreed in the contract, the contractor may have grounds for attributing the
failure of the training to lack of relevant qualifications. The parties may also
wish to provide that the selection of trainees is to be done jointly by the parties.
Despite these procedures, the contractor may find during training that it is not
feasible to train a particular trainee. The contractor may in those cases be
obligated to inform the purchaser of, and provide supporting evidence for, his
finding immediately after he makes it. The parties may thereafter be obligated
to consult with a view to reaching an appropriate solution.

28. It is advisable to define clearly the training obligations of the contractor in
relation to each category of trainee. In this connection, the contract may
obligate the contractor to supply to the purchaser a training programme which
will enable the trainees to obtain the information and skills necessary for the
proper discharge of their duties in the operation and maintenance of the works.
The programme may include a time-schedule for training which is harmonized
with the time-schedule for construction. The parties may provide that the
training is to be completed by the time agreed for the completion of
construction. The programme should also describe the nature of the training to
be given. The contract may provide that this programme is to be approved by
the purchaser. The purchaser may be obligated not to remove trainees during
the implementation of the training programme without good reason.

29. Training will often be required both on site and at places abroad. The
places abroad at which training is to be given may be specified. While these
would normally be the contractor's places of manufacture, in some cases the
appropriate training might be available only at works or factories of third
persons (e.g., equipment suppliers). In such cases, the contractor may be
obligated to obtain placement of the trainees at those places. It may be
advisable to provide that the training must take into account the operational
conditions which the trainees will later encounter in the country of the
purchaser. The parties may also wish to specify the working and living
conditions to be provided for trainees who are to be trained abroad, and for
trainers who are to provide training in the purchaser's country. The contractor
may be obligated to assist in obtaining necessary visas, entry permits or work
permits when training is to be given abroad.

30. The contract may obligate the contractor to engage trainers with
qualifications and experience appropriate for the training and to notify the
purchaser before the commencement of training of the qualifications and
experience of the trainers to be used. In formulating training obligations, the
parties may wish to take into account legal rules governing the employment of
the personnel to be trained, which may regulate the qualifications and
experience which the personnel must possess. Where the parties enter into a
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product-in-hand contract (see chapter 11, "Choice of contracting approach",
paragraph 7), the contractor is obligated to prove during a test period that the
works can be successfully operated by the purchaser's personnel. The result of
such an obligation is that the contractor must give the purchaser's personnel
the training required by them for operating the works. Under this contracting
approach, it may be unnecessary to specify particular training obligations of
the contractor.

31. In some cases only minimal training of the personnel of the purchaser
may be necessary, e.g., making them acquainted on site with the procedures for
operating and maintaining the works. The parties might wish to agree that no
price is to be paid for such training, as it would be ancillary to the obligations
of the contractor to supply and construct the works. Where more extensive
training is required, the price for the training might be included in the overall
price charged for the construction, but identified separately, or it might be
charged separately. The price may be payable in instalments (e.g., a percentage
as an advance payment, a further percentage during the performance of the
training programme, and the balance after proof of completion of the
programme). The training programme may involve other costs (e.g., the living
expenses of the trainees in the contractor's country, or the living expenses of
the contractor's trainers in the purchaser's country), and it is advisable to settle
the allocation of those costs. The contract may provide that the portion of the
price for the training which covers costs incurred in the purchaser's country is
to be paid in the currency of that country (see chapter VII, "Price and payment
conditions", paragraph 35).

32. For practical reasons, it may not be possible to settle at the time the
contract is entered into some issues which may arise in regard to training (e.g.,
the date for commencement of training, or the duration of training). The
parties may wish to agree that such issues are to be settled by the parties within
a specified period of time after the contract is entered into.

E. Supplyof documentation

33. Technical information and skills necessary for the proper operation and
maintenance of the works may also be conveyed through the supply of
technical documentation. The documentation to be supplied may consist of
plans, drawings, formulae, manuals of operation and maintenance, and safety
instructions. It may be advisable to list in the contract the documents to be
supplied. The contractor may be obligated to supply documents which are
comprehensive and clearly drafted, and which are in a specified language. It
may be advisable to obligate the contractor, at the request of the purchaser, to
give demonstrations of procedures described in the documentation if the
procedures cannot be understood without demonstrations.

34. The points of time at which the documentation is to be supplied may be
specified. The contract may provide that the supply of all documentation is to
be completed by the time fixed in the contract for completion of construction.
The parties might also wish to provide that construction is not to be considered
as completed unless all documentation relating to the operation of the works
and required under the contract to be delivered prior to the completion has
been supplied. It may be advisable to provide that some documentation (e.g.,
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operating manuals) is to be supplied during the course of construction, as such
documentation may enable the purchaser's personnel or engineer to obtain an
understanding of the working of machinery or equipment while it is being
erected. It may also be advisable to provide that the contractor is liable to pay
damages for loss caused to the purchaser through any errors or omissions in
the documentation (see chapter XX, "Damages" and chapter XXI, "Exemption
clauses").

Footnotes to chapter VI

'In some countries the term "licensing" is used to describe both the perrmssron to exploit
industrial property rights and the supply of know-how. In this chapter the term is used only with
the first of these meanings.

'The negotiation and drafting of contracts for the licensing of industrial property and the supply
of know-how is dealt with in detail in World Intellectual Property Organization, Licensing Guide
for Developing Countries (WIPO publication No. 620(E), 1977), hereinafter referred to as the WIPO
Guide. The main issues to be considered in negotiating and drafting such contracts are set forth in
Guidelines for Evaluation of Transfer of Technology Agreements, Development and Transfer of
Technology Series, No. 12 (10/233, 1979), hereinafter referred to as the UNIDO Guidelines and in
Guide for Use in Drawing Up Contracts Relating to the International Transfer of Know-How in the
Engineering Industry (United Nations publication, Sales No. E.70.I1.E.15). Another relevant
publication is the Handbook on the Acquisition of Technology by Developing Countries (UNCTAD/
TT/AS/5,1978).

'See WIPO Guide, section U, "Approval of government authorities". The legal regulations of
several countries relating to the transfer of technology are contained in Compilation of Legal
Material Dealing with Transfer and Development of Technology (TD/B/C.6/81, 1982).

'See WIPO Guide, section 0, I, "Identification and description of the basic technology".

"These norms are being negotiated at the United Nations Conference on an International Code
of Conduct on the Transfer of Technology, convened under the auspices of UNCTAD.

6A draft model law on restrictive business practices is being prepared under the auspices of
UNCTAD.

'See WIPO Guide. section G, 4, "Guarantee of know-how", and UNIDO Guidelines. chapter Ill,
"Performance of know-how-licensor's guarantee obligations".

'The different methods of determining the price payable for technology are considered in detail
in WIPO Guide, section N, "Compensation; consideration; price; remuneration; royalties; fees",
and UNIDO GUidelines. chapter VII, "Remuneration".

"The advantages and disadvantages of the different methods of price calculation are discussed in
WIPO Guide, section N.3, "Direct monetary compensation: lump-sum payment; royalties; fees".

IOSee WIPO Guide, section E, " Special aspects concerning patents", and section S, 2, d,
"Warranty against claims by third persons for infringement".

"The possible rights and obligations of the parties are discussed in WIPO Guide. section E,
"Special aspects concerning patents", paras. 202-205.

"See WIPO Guide, Section G, 2, "Legal means for preventing communication, disclosure or use
of valuable information and expertise". In addition to confidentiality in respect of know-how, the
contractor may require confidentiality in respect of documents describing the works. This is dealt
with in chapter V, "Description of works and quality guarantee", paragraph 23.

75



Chapter VII. Price and payment conditions

SUMMARY

Three main methods of pricing are in common use in works contracts.
These are the lump-sum, cost-reimbursable and unit-price methods.
Under the lump-sum method, the purchaser is obligated to pay a
certain amount which remains constant unless it is adjusted or revised,
even though the costs of construction turn out to be different from
those anticipated at the time of the conclusion of the contract (para
graphs 2, 6 to 9).

Under the cost-reimbursable method, the purchaser is obligated to pay
all reasonable costs incurred by the contractor in constructing the
works, together with an agreed fee (paragraphs 2, 10 to 24). Under this
method, the purchaser bears the risk of' an increase in the costs of
construction over those anticipated at the time of the conclusion of the
contract. The risk of an increase in construction costs borne by the
purchaser may be limited by agreeing upon a ceiling on the total
amount of reimbursable costs or a target cost (paragraphs 13 to IS).
An incentive to economy and speed of completion of construction may
be created by a target fee (paragraph 23).

Under the unit-price method, the parties agree on a rate for a unit of
construction, and the price is determined by the total units actually used.
The risk of cost increases which occur because the actual quantity of units
exceeds the quantity estimated at the time of the conclusion of the
contract is borne by the purchaser, while the risk of increases in the cost of
each unit is borne by the contractor (paragraphs 2, 25 to 27).

If the purchaser is interested in completion of construction earlier than
envisaged in the contract, bonus payments may be agreed in the contract
(paragraphs 28 to 30).

Fluctuations in the exchange rate of the currency in which the price is
determined may create certain risks for the parties which might be dealt
with in the contract (paragraphs 31 to 37).

Even if a lump-sum price or unit-price rate is employed, the parties may
wish to provide for the price to be adjusted or revised in specific situations
(paragraphs 38 to 62). The contract might provide for an adjustment of
the price when the construction under the contract is varied, when
incorrect data are supplied by the purchaser, when the contractor
encounters unforeseeable natural obstacles, and in the case of changes in
local regulations and conditions (paragraphs 41 to 46).

The revision of the price due to a change in construction costs may be
effected on the basis of an index clause (paragraphs 49 to 55). Another
approach may be to use the documentary proof method. That approach
may, however, be appropriate for use only in cases where an index clause
cannot be used, and may be limited to portions of the price based on
unstable factors (paragraphs 56 and 57).
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Changes in the exchange rate of the price currency in relation to other
currencies may be dealt with through a currency clause (paragraphs 58
and 59) or a unit-of-account clause (paragraphs 60 to 62).

The payment conditions in the contract may provide for specified
percentages of the price to be payable at different stages of construction.
They may also stipulate modalities of payment and indicate the place of
payment (paragraphs 63 to 66).

An advance payment by the purchaser may be limited to the portion of
the price reasonably needed to cover the contractor's expenses in the
initial stages of the construction and protect him against loss in the event
of termination of the contract in the initial stages (paragraph 67). Payment
of portions of the price during construction may depend upon the progress
of construction (paragraphs 68 to 74).

A certain percentage of the price may be payable after acceptence or, insome
cases, take-over, ofthe works upon proof that construction has been success
fully completed (paragraph 75), with the remainder of the price payable only
after expiration ofthe guarantee period (paragraph 76). If a credit is granted
by the contractor to the purchaser, the portion of the price covered by the
credit may be payable in instalments within a certain period of time after
take-over or acceptance of the works (paragraphs 77 to 79).

A. General remarks

1. The formulation of contractual provisions relating to the price to be paid
by the purchaser must take into account a number of factors. The price will
often cover varying aspects of construction by the contractor, e.g., the supply
of equipment, materials and services, and the transfer of technology. A
considerable period of. time may elapse from the conclusion of the contract
until the completion of construction, and during that period the costs of
construction may change. In addition, the extent of construction to be effected
may not be precisely determinable at the time of the conclusion of the contract.
The parties should decide who is to bear the consequences of changes in costs
and reflect their decision in the contract. When construction of the works is
financed by an international lending institution, that institution may require
certain issues discussed in this chapter to be settled in particular ways.

2. Three main methods of pricing are in common use in works contracts.
These are the lump-sum, cost-reimbursable and unit-price methods. However,
in appropriate circumstances, two, or all three, methods may be used in
combination for pricing different aspects of the construction of the works.

(a) Lump-sum method. Under this method, the parties agree on the total
amount to be paid for the construction (see paragraphs 6 to 9, below). This
amount remains constant even if the actual cost of construction turns out to be
different from that anticipated at the time of the conclusion of the contract,
unless the contract or the law applicable to the contract provides for an
adjustment of the price (see paragraphs 41 to 46, below) or its revision (see
paragraphs 47 to 62, below).

(b) Cost-reimbursable method. Under this method, the purchaser is obligated
to pay all reasonable costs incurred by the contractor in constructing the
works, together with an agreed fee to cover the contractor's profit and
overhead (see paragraphs 10-24, below).

77



(c) Unit-price method. Under this method, which may be used as a
complement to the other methods, the parties agree on a rate for a unit of
construction, and the total contract price is determined by the total number of
units actually used. This pricing method may be practical only in respect of
certain portions of the construction (see paragraphs 25 to 27, below).

3. It is advisable for the contract to specify the price, Or a method for
determining it. Under some legal systems, the contract is not valid if it does not
do so. Under other legal systems, however, the contract is valid, and if the
parties fail to agree upon the price at a later stage the price is determined in
accordance with the rules of the legal system. However, under some of those
legal systems, the rules for determining the price may not be appropriate for
works contracts. Therefore, if a firm price cannot be specified in the contract, it
would be preferable in certain situations for the parties to use the cost
reimbursable or unit-price method, or to specify a lump-sum price subject, in
some cases, to an adjustment or revision, rather than to provide for a
provisional price with the final price to be agreed upon by the parties at a later
stage (see paragraphs 11, 26 and 38 to 62, below, and chapter XXIX,
"Settlement of disputes", paragraph 3).

4. In choosing a pricing method and drafting the payment conditions (see
section F, below), the parties should consider applicable foreign exchange
regulations and other legal rules of an administrative or other public nature.
The violation of those rules may result in the invalidity of the contract, or of
some of its provisions, or in the termination of the contract by operation of
law. Special problems which may arise in connection with the price to be paid
for the transfer of technology are discussed in chapter VI, "Transfer of
technology", paragraphs 18 to 20. The price and the payment conditions
relating to the supply of spare parts and the maintenance, repair and operation
of the works by the contractor after the completion of construction are dealt
with in chapter XXVI, "Supplies of spare parts and services after construction".

5. In drafting contractual provisions on price, the parties should take into
consideration legislation in the country where the works is to be constructed
which imposes taxes in connection with certain aspects of the construction.
Under some tax legislation, the purchaser may be obligated to pay on behalf of
the contractor the taxes for which the contractor is liable in the purchaser's
country and may be able to deduct the amount of the taxes paid from the price
payable to the contractor. Practice under other legal systems permits the
purchaser to undertake to pay the taxes on behalf of the contractor without
right of reimbursement from him. International treaties on avoidance of double
taxation concluded between the countries of the parties may be relevant to the
settlement of some taxation issues in the contract.

B. Methodsof pricing

1. Lump-sum method

6. Under the lump-sum method, the contractor is entitled only to the price set
forth in the contract, regardless of the actual costs incurred by him during the
construction. The mere use of the term "lump-sum price" may be insufficient
to achieve this result. Accordingly, it is advisable for the parties to include in
the contract clear provisions to this effect. However, the parties may wish to
provide for an adjustment or revision of the price in certain defined
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circumstances (see paragraphs 38 to 62, below). The parties may find the lump
sum method of pricing suitable for use in the single contract approach
(cf. paragraphs 14 and 26, below, and chapter 11, "Choice of contracting
approach"). It may also be used when an approach involving several contracts
is chosen, in particular in cases where, at the time of entering into the contract,
the extent of construction is known and significant changes in the scope and
quality of the works at a later stage are not anticipated.

7. For practical reasons, it may be advisable to break down the lump-sum
price into specific amounts payable for different portions of the works, or
amounts payable for equipment, for materials, for different kinds of services
and for the transfer of technology. Such a breakdown may facilitate adjustment
or revision of the price in certain cases envisaged in the contract (for example,
in the case of a variation of a portion of the construction: see chapter XXIII,
"Variation clauses", paragraphs 26 to 29). In addition, a breakdown will be
needed if different payment conditions are agreed upon for different portions of
the works, or for the performance of different kinds of obligations by the
contractor (see paragraph 64, below). Tax legislation or other regulations of a
public nature may also require certain elements of the price to be specified
separately, e.g., the portion of the price to be paid for a transfer of technology
(see chapter VI, "Transfer of technology", paragraph 8).

8. The main advantage for the purchaser of the lump-sum method of pricing
is that he knows the total price he will be obligated to pay and the contractor
bears the risk of increases in the cost of construction. However, this advantage
will be reduced to the extent that the lump-sum price may be adjusted or
revised. Moreover, the purchaser is obligated to pay the lump-sum price even if
the costs incurred by the contractor turn out to be lower than those anticipated
at the time of the conclusion of the contract. Another advantage of a lump-sum
contract for the purchaser is that the administration of such a contract is
normally less burdensome than under the unit-price method, where the extent
of construction completed must be measured in order to determine the price to
be paid, or under the cost-reimbursable method, where the costs incurred by
the contractor must be verified.

9. Since the contract price in a lump-sum contract may include an amount to
compensate the contractor for bearing the risk of increases in the cost of
construction, the price may be higher in some cases than if the cost
reimbursable pricing method were used for the same construction (cf. para
graph ll, below). In addition, the lump-sum pricing method requires a precise
specification in the contract of the scope of the works. It might also be
advisable for the purchaser to monitor the performance by the contractor to
ensure that the contractor is not tempted to reduce his construction costs by
using substandard materials or construction methods.

2. Cost-reimbursable method

10. If the cost-reimbursable method is used by the parties, the exact amount
of the price is not known at the time of entering into the contract, since the
price will consist of the actual costs of construction incurred by the contractor,
plus a fee to be paid to him to cover his overhead and profit. For it to function
effectively, this method of pricing requires more detailed contractual provisions
than does the lump-sum method.

79



11. The cost-reimbursable method may be appropriate in a limited class of
cases. For example, it may be appropriate when the extent of construction
services or materials and the kinds of equipment needed for the construction
cannot be accurately anticipated at the time of the conclusion of the contract
(e.g., where the works has not been completely designed because of the speed at
which construction has to be commenced, or where a substantial part of the
construction is to be effected under ground and underground conditions cannot
be accurately predicted), or where a substantial part of the construction is to be
done by subcontractors and the prices to be charged by them are not known at
the time of the conclusion of the contract. This method may also be used in
cases where the construction of the works presents unusual difficulties (e.g.,
special design or complex engineering) involving many unknown factors which
affect pricing. In cases such as those, a lump-sum price might have to include
an amount sufficient to protect the contractor against his risks. This amount
may often turn out to be too high in the circumstances.

12. The main disadvantage of the cost-reimbursable pricing method for the
purchaser is that he bears the risk of an increase in the costs of construction
over those anticipated at the time of the conclusion of the contract. Financing
institutions are therefore often opposed to this method of pricing. It is
advisable for the purchaser to have a reasonable estimate of the costs of
construction at the time of entering into the contract.

(e) Methods for reducing purchaser's risk

13. In order to reduce the risk for the purchaser it is advisable for the contract
to obligate the contractor to construct the works efficiently and economically,
and to entitle him to the costs of construction only to the extent that they are
reasonable. In practice, however, it may be difficult to enforce or apply such
general obligations. In some cases, the parties may agree upon a ceiling on the
total amount of reimbursable costs or a system of target costs (see paragraph 15,
below). Furthermore, the fee of the contractor may be structured so as to give
him an incentive to minimize the costs of construction (see paragraph 23,
below).

14. As a means to control costs to be reimbursed, the contract may require
the participation of the purchaser in the selections of subcontractors if they are
not specified in the contract (see chapter XI, "Subcontracting", paragraphs 15
to 26). The desirability of such participation makes this pricing' method
inappropriate for most turnkey contracts. Since an essential aspect of a turnkey
contract is that the contractor assumes responsibility for constructing works
which will operate in accordance with the contract, he will usually assume that
responsibility only if he is allowed to choose his subcontractors freely.

15. The risk to the purchaser of an increase in construction costs under a
cost-reimbursable contract may be limited by providing a ceiling on the total
amount of reimbursable costs. Another approach may be for the parties to
agree at the time of entering into the contract upon an estimate of the costs of
construction (i.e., a "target cost"), which is not, however, to constitute a ceiling
on the total amount of reimbursable costs. The contract might provide that, if
the actual costs exceed the target cost, the contractor is to be paid only a
percentage of that excess. The contract might also provide that this percentage
is to decrease as the excess increases. Alternatively, the parties may agree that,
if the actual costs exceed the target cost by a specified amount or percentage,
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the purchaser may terminate the contract without being liable to the contractor for
costs incurred by the contractor incidental to the termination (cf. chapter XXV,
"Termination of contract", paragraphs 17, 18,34 and 35). The right of the
purchaser to terminate may give the contractor an incentive to keep his costs
within the estimate. Under this alternative, however, the purchaser may face the
difficult choice of having either to refrain from terminating the contract and to
proceed with construction by the contractor, with an obligation to pay him
reimbursable costs exceeding the target cost, or to terminate the contract and
complete the construction by engaging another contractor, bearing in mind the
effect this would have upon total costs.

(b) Determination of reimbursabfe costs

16. It may be desirable for the contract to provide a method of determining
which costs are reimbursable and which are to be borne by the contractor out
of his fees. In order to prevent disputes as to which kinds of costs are
reimbursable, it is advisable either to enumerate the costs to be reimbursed and
to provide that all other costs are to be borne by the contractor, or to
enumerate the costs which are' not reimbursable and to provide that all other
reasonable costs are to be reimbursed.

17. The contract may specify which overhead expenses of the contractor are
to be excluded from the costs which are to be reimbursed by the purchaser.
These excluded costs may include the costs connected with the operation of the
contractor's head office, for example, the wages of the personnel at that head
office. In addition, telephone, postal and cable expenses may be excluded even
if they are incurred on the site. However, wages and other reasonable costs
connected with the stay of the contractor's personnel on the site might be
regarded as reimbursable by the purchaser to the contractor. In some cases, the
cost-reimbursable method may not be appropriate for pricing equipment
manufactured by the contractor to be used in the construction. In those cases,
it is advisable for the contract to provide an amount to be paid for that
equipment by the purchaser. The cost-reimbursable method may, however, be
used for supplies obtained by the contractor from subcontractors and suppliers
(see chapter XI, "Subcontracting", paragraph 1).

18. Routine items of equipment or materials taken from the contractor's
stocks may have been bought by the contractor at various prices before
commencement of or during the construction, and disputes may arise on how
to value them. Such disputes may be prevented by stipulating their prices in
schedules which form a part of the contract.

19. The contract might provide that costs incurred in employing subcontrac
tors and suppliers are to include only costs actually paid by the contractor,
taking into account discounts granted to the contractor by subcontractors and
suppliers. However, the parties may wish to consider whether discounts granted
to the contractor against payments in cash by the contractor are also to be
taken into account. They might consider, for example, that the contractor
should receive the benefit of cash payments made from his own funds, rather
than funds advanced to him by the purchaser.

20. The smooth progress of construction requires that all the necessary
materials be available on the site in accordance with the time-schedule, In some
cases, however, it may be very difficult to envisage the precise quantities needed
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for construction. The contractor may over-order and may incur losses in the
resale of unused excess materials. The parties may wish to consider whether
and to what extent such losses are to be reimbursed by the purchaser. The
contract might, for example, set a limit to which the losses are to be
reimbursed.

(c) Fee to be paid to contractor

21. The fee to be paid to the contractor might be fixed at a specified amount.
The contract may provide for an adjustment of the fee in case of variations of the
extent of construction (see chapter XXIII, "Variation clauses", paragraph 32).

22. Fixing the fee at a specified amount gives no particular incentive to the
contractor to minimize his costs of construction, although he may be generally
interested in completing the construction as soon as possible in order to receive
the fee. It is not advisable for the fee to be calculated as a percentage of the
actual costs of construction since this mechanism may provide an incentive to
the contractor to increase those costs. Such a method of determining the fee is
forbidden under some legal systems.

23. A method of providing for the contractor's fee is to specify a "target fee"
to be applied in combination with the target cost (see paragraph 15, above). If
the reimbursable costs are less than the target cost, the target fee would be
increased by a specified percentage of the saved cost. The contract might also
.provide that, as the saved costs increase, the percentage payable is also to
increase. If, however, the reimbursable costs are more than the target cost, the
target fee would be decreased by a specified percentage of that excess. The
contract might also provide that as the excess increases, the percentage to be
deducted is also to increase. In addition to the costs of construction, other
factors might be regarded as relevant in increasing or decreasing the target fee,
such as the time taken to complete construction, and the performance of the
completed works (e.g., its consumption of raw materials or energy). It may be
noted that providing an incentive to the contractor to lower the costs of
construction by varying the fee payable may be combined with an incentive
based on an obligation to share the costs of construction when they exceed a
target cost (see paragraph 15, above).

(d) Maintenance of records

24. To ensure a smooth operation of the cost-reimbursable method, the
contract might require a system of record keeping which would accurately give
evidence of the costs incurred by the contractor. For example, the contractor
might be required to maintain records in accordance with forms and
procedures reasonably required by the purchaser reflecting charges incurred
and payments effected by the contractor, and the parties may provide that the
purchaser shall have access to those records.

3. Unit-price method

25. Under the unit-price method, the parties agree on a rate for a construction
unit, and the total price to be paid is dependent upon the number of
construction units used for the construction. The rate fixed for a construction
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unit should include an increment representing the contractor's profit. The
construction unit may be a quantity unit of materials needed for the
construction (e.g., a ton of cement for concrete), a time-unit of construction
(e.g., an hour of labour in excavation), or a quantity unit of construction result
(e.g., a cubic meter of reinforced concrete). Different construction units may be
appropriate for different portions of the construction (e.g., material-units for
construction of buildings, time-units for installation of equipment).

26. The unit-price method may be desirable where the quantity of materials or
the quantity of construction services needed for a portion of the construction
cannot be envisaged accurately at the time of entering into the contract, and for
this reason it is difficult for the parties to determine a lump-sum price. In most
cases, this method can be used only in combination with other pricing methods,
since it is not suitable for pricing elements of the construction which, by their
nature, cannot be divided into several identical units (e.g., equipment). It may
be used, for example, for civil engineering, building and installation of
equipment. In a contract in which it is difficult to control the quantities of units
to be used for the construction (e.g., in a turnkey contract, where the
techniques of construction are left to the discretion of the contractor) it would
be advisable for the purchaser to take necessary measures to assess a fair price
for the construction effected.

27. If the parties choose the unit-price method, and the contract does not
provide for a revision of the unit price in the event of changes in unit costs, the
risk of increases and the potential benefits arising out of decreases in
construction costs are divided between the contractor and the purchaser. Since
the price per construction unit is firm, the contractor bears the risk of an
increase of the costs of materials and labour for each unit or receives the
benefit of a decrease in those costs. The risk of an increase in the estimated
total contract price due to the need to use more units for the construction than
anticipated at the time of entering into the contract is borne by the purchaser,
while he receives the benefit if fewer units are needed. The purchaser's risk may
be reduced by providing in the contract that the purchaser is to pay for
quantities up to a specified quantity, but that the contractor would have to bear
the costs, or a specified percentage of the costs, of quantities beyond that
quantity. In some cases, the contract might also provide for an increase in the
unit price where the actual quantity of units does not achieve a certain
percentage of an estimated quantity, specified in the contract, or a decrease in
the unit price if the actual quantity of units exceeds a specified percentage of
the estimated quantity. Since the price payable by the purchaser depends on the
number of units needed for the construction, it is advisable to agree in the
contract on adequate and clear methods of measuring the quantities used in
order to avoid disputes.

c. Bonus payment

28. In cases where the purchaser is interested in the completion of
construction and the commencement of the operation of the works as early as
possible, he may be willing to pay a higher price, in the form of a bonus
payment, if the construction is successfully completed by the contractor prior
to the date fixed for completion in the contract. The amount of the bonus may
represent a share of the estimated additional profit of the purchaser resulting
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from an earlier commencement of the operation of the works. It is not usually
advisable to provide for a bonus payment for early completion of construction
if the cost-reimbursable pricing method is used in the contract, since this might
induce the contractor to incur higher costs in order to complete the works
quickly and obtain the bonus.

29. For the calculation of the bonus, the parties may determine the estimated
profit to be gained by the purchaser for each day of earlier completion of the
works. This amount of money per day may then be expressed in the contract as
a fixed amount, as a percentage of the contract price if the lump-sum method
of pricing is used, or as a percentage of the fee if the cost-reimbursable method
of pricing is used. Representing the bonus payment as a percentage of the price
or fee will enable the amount of the bonus to change if the price or fee changes
(e.g., due to adjustment or revision of the price, or cost savings in comparison
with the target cost). This would to some extent enable the bonus to take
account of changes in price levels. If the unit-price method is used, the amount
may remain as a fixed amount per day of earlier completion. Whether the
bonus payment is specified as a fixed amount per day or as a percentage, it may
be limited to a maximum amount.

30. It is advisable to provide for payment of the bonus to be due only after
the works has operated continuously for a specified period of time. This
approach may deter the contractor from adopting methods of construction
which are less time consuming, but which result in defective construction. The
period of time for continuous operation of the works might commence to run
at the time of take-over or acceptance of the works by the purchaser (see
chapter XIII, "Completion, take-over and acceptance", paragraphs 22, 31 and
32).

D. Currency of price

31. The currency in which the price is to be paid may involve certain risks for
a party .arising from the fluctuation in the purchasing power of the price
currency and from the fluctuation in exchange rates between the price currency
and other currencies (see paragraphs 47 to 62, below). If the price is to be paid
in the currency of the contractor's country, the purchaser bears the conse
quences of a change in the exchange rate between that currency and the
currency of his country. The contractor, however, will bear the consequences of
a change in the exchange rate between the currency of his country and the
currency of another country in which he has to pay for equipment, materials or
services for the construction. If the price is to be paid in the currency of the
purchaser's country, the contractor bears the consequences of a change in the
exchange rate between this currency and the currency of his country. If the
price is to be paid in the currency of a third country which the parties consider
to be stable, each party bears the consequences of a change in the exchange rate
between this currency and the currency of his country. Where a financing
institution has granted the purchaser a loan for the construction of the works,
the purchaser may prefer the price to be paid in the currency in which the loan
is granted.

32. In stipulating the currency in which the price is to be paid, the parties
should take into consideration foreign exchange regulations and international
treaties in force in the countries of the contractor and the purchaser, which may
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mandarorily govern this question. The parties should also take into account
that under some legal systems the price in an international contract must be
paid in the currency in which it is denominated. while other legal systems may
permit. or even require. payments in the currency of the place of payment. even
if the price is denominated in a foreign currency.

.B. In cases where the parties use the lump-sum or unit-price method of pricing.
the risk borne by the contractor arising from fluctuations in exchange rates will be
reduced if the price is to be paid in the same currencies in which he must pay for
equipment. materials and services connected with the construction. If this
approach is adopted. the price for various portions of the works may be payable in
different currencies. The contractor mav also reduce to some extent the risk of
fluctuations in exchange rates by specifying in his subcontracts that the price is to
be paid in the same currency as that in which the price under the works contract is
to be paid. Even in these cases. however. except when the currency is that of his
own country. the contractor will bear the consequences of a change in the
exchange rate of that currency occurring between the date when he bought the
currency to pay the subcontractor and the date when the price under the works
contract in respect of the subcontractor is paid to him by the purchaser.

34. If the parties use the cost-reimbursable pricing method, the contract might
stipulate that the contractor's costs are to be reimbursed to him in the same
currency in which they.are.to be paid by him. Alternatively, it might provide
that the costs are to be reimbursed in the same currency as the currency in
which. the fee is to be paid. If this approach is adopted, and the costs are
payable in a currency other than the currency of the fee, the costs will have to
be converted into the currency of the fee at a particular rate ofexchange. It is
advisable to provide in the contract that this conversion is to be made at the
exchange rate prevailing at a specified place on a specified date. This date may
be. either the date on which the costs were incurred by the contractor (in this
case, the purchaser will bear the risk of a change in the exchange rate from that
date until the date when the costs are reimbursed by the purchaser to. the
contractor), or the date when the costs are reimbursed by the purchaser to the
contractor (in this case, the risk will be borne by the contractor).

35. If the country of the purchaser has scarce foreign exchange resources, that
country may be interested in ensuring that at least a portion of the price is to be
paid in the currency of the country. The contract might provide for the
currency of the purchaser's country to be used for payment in respect of those
costs of construction which are incurred by the contractor in the purchaser's
currency (e.g., payment of local labour or subcontractors, or costs of
accommodation of the contractor's personnel in the purchaser's country). This
approach might be used even in cases where the lump-sum pricing method is
used in the works contract. Such a contract might specify the part of the lump
sum price to be paid in the local currency, on the basis of an estimate of the
Costs to be incurred by the contractor in that currency. Another method might
be for the contract to denominate the entire lump sum in a foreign currency,
but provide that costs incurred in the local currency, after they are ascertained,
are to be paid in the local currency and be deducted from the lump sum at a
specified exchange rate. The contract might also provide for a change in the
currencies in which the price is denominated where supplies foreseen to be
procured from local sources become unavailable, and imports of those supplies
from foreign sources are authorized.
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36. The contract might denominate the price in a currency which the parties
consider to be stable, but provide that it is to be paid in another currency. The
effects of such an approach may be similar in substance to those achieved by a
currency clause (see paragraphs 58 and 59, below), and restrictions imposed by
the applicable law in respect of currency clauses may also apply to such
provisions. If this approach is used in the contract, it is advisable to agree on
the exchange rate which is to apply between the currency in which the price is
denominated and the currency in which the price is to be paid. That exchange
rate may be defined by reference to the rate prevailing at a specified place on a
specified date. If the price is formulated on a lump-sum or unit-price basis, the
contractor may prefer for the contract to specify that the relevant date is to be
the date when the price is actualIy paid. If the price is determined on a cost
reimbursable basis, one of the dates referred to in paragraph 34, above, might
be specified.

37. It is not advisable for the contract to denominate the entire price for the
works in two or more currencies, and alIow either the debtor or the creditor to
decide in which currency the price is to be paid. Under such a clause, only the
party having the choice is protected, and the choice may bring him unjustified
gains.

E. Adjustment and revision of price

38. In view of the long-term and complex nature of a works contract, the
parties may wish to provide for a lump-sum price or rates in a unit price to be
adjusted or revised in specified situations. Since, under the cost-reimbursable
method of pricing, the purchaser reimburses the contractor for the construction
costs actualIy incurred by him, a provision for adjustment or revision of the
price is not needed, except in respect of the fee, the ceiling, if any, on the total
amount of reimbursable costs, or target costs (see paragraphs 15 and 23,
above).

39. A distinction is made in the Guide between "adjustment" and "revision" of
the price. Adjustment refers to cases where construction costs become higher or
lower after entering into the contract due to a change in the construction required
under the contract. This change may be due to a variation in the works to be
constructed (see chapter XXIII, "Variation clauses", paragraphs 25 to 32) or a
change in the method of construction from that anticipated at the time of
entering into the contract due, for example, to incorrect data supplied by the
purchaser (see paragraph 43, below), unforeseeable natural obstacles (see para
graphs 44 and 45, below) or changes in local regulations and conditions (see
paragraph 46, below). Revision of price refers to situations where the construc
tion required under the contract remains the same, but certain economic factors
have changed in such a way that the cost of the construction and the price to be
paid for it have become substantialIy unbalanced. This may occur, for example,
due to substantial change in prices of equipment, material or construction
services or in tax regulations or tariffs after the contract has been entered into or
due to a substantial change in exchange rates of the price currency in relation to
other currencies. An adjustment or"revision may increase or decrease the price,
although experience shows that an increase is more usual. It is advisable to limit
adjustment and revision of the price to situations clearly determined in the
contract or provided for by the law applicable to the contract.
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40. The contract may provide for the price adjustment or revision to be
determined in accordance with certain criteria specified in the contract (see
sub-sections I and 2, below). This approach is in general permissible under
most legal systems. In regard to adjustment, the contract might, for example,
provide that the price is to be adjusted by reference to costs reasonably
incurred by the contractor in specified circumstances. In regard to revision, the
contract might provide that the price is to be revised in accordance with a
specified mathematical formula, or that allowance is to be made for costs
reasonably incurred. It may be inadvisable for the contract merely to obligate
the parties to· agree upon an adjustment or revision when stipulated
circumstances arise since, if the parties fail to agree, difficulties may arise in
settling the question in arbitral or judicial proceedings (see chapter XXIX,
"Settlement of disputes", paragraph 3). The parties may further provide that, if
disputes between them are being settled in arbitral or judicial proceedings, the
construction is not to be interrupted during the proceedings." When the
purchaser is a State enterprise, the parties should be aware that difficulties may
be encountered in obtaining additional funds in cases of price adjustment or
revision, or otherwise.

1. Adjustment ofprice

41. The parties may wish to define carefully the circumstances in which the
price determined in the contract is to be adjusted, so as to avoid uncertainty as
to the price. In addition, a contract intended to bea lump-sum contract may
tend. to take on the nature of a cost-reirnbursable contract if adjustment is
possible in too wide a range of circumstances.

42. The contract might provide for an adjustment of the price when
the construction under the contract is varied (see chapter XXIII, "Variation
clauses", paragraphs 25 to 32) as well as in the situations discussed below.

(e) Incorrect data supplied

43. The parties may wish to provide that the price is to be adjusted in
cases where, as a result of incorrect data supplied by the purchaser,
additional construction is required or a more expensive method of construc
tion must be used in comparison with the method reasonably envisaged at
the time of entering into the contract. However, the parties may wish to
provide that the price is not to be adjusted if the contractor could
reasonably have discovered the incorrectness of the data at the time of
entering into the contract. The price adjustment might cover the reasonable
costs of the additional construction or more expensive method of construc
tion. The parties may also wish to provide that, even in cases where the
incorrectness of the data could not reasonably have been discovered at the
time of entering into the contract, the price is not to be adjusted unless
the contractor subsequently discovered the incorrectness of the data at the
time it could reasonably have been discovered, and gave notification of the
errors at that time to the purchaser. In cases of incorrect data supplied by
the contractor, he should not be entitled to an increase of the price.
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(b) Unforeseeable natural obstacles

44. The contractor might be expected to have inspected the site and its
surroundings, to the extent practicable, before submitting a tender or
negotiating a contract, and to have based his negotiations on the findings made
at the inspection. During such an inspection, however, it may not be possible,
even with reasonable efforts, to discover certain natural obstacles on the site, in
particular hydrological and sub-surface conditions.

45. Different approaches may be adopted in the contract for cases where,
during construction, natural obstacles, in particular hydrological and sub
surface conditions, are encountered which could not reasonably have been
discovered by the contractor during his inspection. The. risk .of such obstacles
might be placed on the contractor, and he might be obligated to bear the extra
costs incurred as a result of the unforeseeable obstacles. An alternative
approach might be to provide that the price is to be increased so as to reflect
the higher costs reasonably incurred by the. contractor due to the natural
obstacles encountered if they are notified to the purchaser within a reasonable
period of time after they could reasonably have been discovered. The parties
may also consider the possibility of dividing the costs between them.

(c) Changes in local regulations and conditions

46. Certain legal rules of an administrative or other public nature in the
purchaser's or the contractor's country may mandatorily regulate certain
aspects of the methods of construction (e.g., in the interests of safety, or for
environmental protection, see chapter XXVIII, "Choice of law", paragraphs 22
and 23). If the construction to be effected does not accord with legal rules
coming into force after the contract has been entered into, changes in the
method of construction may be needed. The contract might specify who is to
bear the risk of these changes. If the risk is to be borne by the purchaser, the
contract might provide for the price to be adjusted. Changes in the works
which may be required by such legal rules are discussed in chapter XXIII,
"Variation clauses", paragraph 23. The contract may also provide for an
adaptation of the price where supplies foreseen to be procured from local
sources become unavailable and imports of those supplies from foreign sources
are authorized.

2. Revision ofprice

47. Under most legal systems, the principle of "nominalism" governs the
payment of a contract price. That is, the amount to be paid in the currency
specified in the contract remains. the same even if the value of that currency
changes between the time of entering into the contract and the time the
payment is made. The value of the currency may change in terms of its
exchange rate in relation to other currencies. It may also change in terms of its
purchasing power, with the result that the construction costs of the contractor
may increase or, in exceptional cases, decrease. Many long-term contracts
contain clauses directed at reducing these risks borne by the contractor. Such
clauses may provide for revision of the price on the basis of indices (see
paragraphs 49 to 55, below) or on the basis of costs actually incurred (see
paragraphs 56 and 57, below). However, contractual provisions concerning
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price revision due to a change in the value of the price currency are
mandatorily regulated under some legal systems. The parties should, therefore,
examine whether a clause which they intend to include in the contract is
permitted under the law of the country of each party.

48. The contract might provide for the price revision clause to apply only in
cases where its application would result in a revision exceeding a certain
percentage of the price. The parties may wish to take into consideration that
the price revision Clauses are usually not used in practice where the duration of
the construction as determined in the contract is less than 12 to 18 months from
the coming into force of the contract.

(e) Change in costs of construction

(iJ Index clauses

49. The purpose of index clauses is to revise the contract price in accordance
with changes in the costs of construction by linking the contract sum price to
the levels of the prices of certain goods or services prevailing on a certain date.
In works contracts, the contract price may be linked to the levels of prices of
materials or services needed for the construction of the works. A change in the
agreed indices automatically effects a change in the price, without the necessity
of examining the actual prices paid by the contractor during construction.
Under the laws of some countries, the use of index clauses is not allowed or is
restricted. For example, in some countries index clauses are permitted only for
the purpose of dealing with changes in construction costs occurring between the
time the contract is entered into and its coming into force. An index clause may
need to be adapted to a new situation in the event of a substantial revision in
the scope of the construction.

50. In drafting an index clause, it is advisable to use an algebraic formula to
determine how changes in the specified indices are to be reflected in the price.
Several indices, with different weightings given to each index, may be used in
combination in the formula in order to reflect the proportion of different cost
elements (e.g., materials or services) to the total cost of construction. Different
indices reflecting the costs of different materials and services may be contained
in a single formula. Different indices may be needed when the sources of the
same cost element are in different countries.

51. Separate formulae, each with its own weightings, may be used for different
aspects of the construction. If, for instance, the construction involves a number of
dissimilar types ofoperations, such as excavation, concreting, brickwork, installa
tion, and dredging, a single price revision formula may be difficult to draft, and
may produce inaccurate results. Therefore, it may be preferable to have a separate
formula for each main aspect of the construction.

52. An index clause may include a certain percentage of the price (commonly
5-20 per cent) which is not subject to any revision under the clause. This
percentage is intended to make allowance for the fact that some items may be
paid for by the contractor at a lower price level than that reflected in the price
index for those items. It may also afford some protection against other
inaccuracies resulting from the formula used in the clause. In addition, if the
aim of the index clause is to protect the contractor only against higher costs of
construction and not against inflation in general, this percentage may reflect
the contractor's profit.
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53. The contract may provide that the index clause is to be applied to
determine whether a price revision is needed at the time of each interim
payment. In order to use the agreed indices, it is advisable to specify in the
contract the date to be used as a basis for comparing the levels of the indices.
The contract might provide that the base date is the date when the contract was
entered into. Alternatively, when the contract is entered into on the basis of
tendering, the contract may provide that the base date is a specified number of
days (e.g., 45 days) prior to the date of submission of the contract bid, or a
specified number of days prior to the closing date for the submission of tenders
since the tender price may be based upon price levels existing at those times.
The contract might provide that the index levels on the base date are to be
compared with the index levels existing a specified number of days prior to the
last date of the period of construction in respect of which payment is to be
made since the costs will be incurred by the contractor before the end of this
period. Alternatively, it might provide that the index levels on the base date are
to be compared with the levels existing a specified number of days prior to the
date on which payment is due. However, the contract might also provide that if
the contractor is in delay in completing the construction, the index levels
existing a specified number of days prior to the agreed date for performance are
to be used if those levels are more favourable for the purchaser. The ability of
the purchaser to exercise this option might be limited to cases where the
contractor is not prevented from performing in time due to exempting
impediments (see chapter XXI, "Exemption clauses", paragraphs 9 to 26).

54. Several factors may be relevant in deciding on the indices to be used. The
indices should be readily available (e.g., they should be published at regular
intervals). They should be reliable. Indices published by recognized bodies
(such as well-established chambers of commerce), or governmental or inter
governmental agencies, may be selected. Where certain construction costs are
to be incurred by the contractor in a particular country, it may be advisable to
use the indices of that country in respect of those costs. The parties should
exercise caution in using indices based on different currencies in a formula, as
changes in the relationships between the currencies may affect the operation of
the formula in unintended ways.

55. In some countries, particularly in developing countries, the range of
indices available for use in an index clause may be limited. If an index is not
available for a particular element of costs, the parties may wish to use an
available index in respect of another element. It is advisable for an element to
be chosen such that its price is likely to fluctuate in approximately the same
proportions and at the same times as the actual material to be used (e.g.,
because it is composed of the same raw material, or can be used as an
alternative to the actual material to be used). For example, in cases where it is
desired to provide an index for labour costs, a consumer price index or cost-of
living index is sometimes used if there is no wage index available. I

(ii) Documentary proof method

56. The contract might provide a method, often referred to as the documentary
proof method, to deal with changes which may occur after the conclusion of
the contract in the costs of certain specified elements connected with the
construction. The documentary proof method is based on the principle that the
contractor is to be paid the amount by which his actual costs connected with
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the construction, if they are reasonable, exceed the costs upon which the
calculation of the contract price was based, due to changes other than changes
in the quantity of materials, equipment and construction services needed for the
construction. The documentary proof method, therefore, requires that the
contract indicate the quantity and the price for each unit of the materials,
equipment and work upon which the calculation of the price was based.
Revision of the price under this method would include the difference between
the price reflected in the calculation and the price actually paid by the
contractor for quantity units in respect of the quantity determined in the
contract. In contrast to the cost-reimbursable pricing method, under the
documentary proof method the contract price should not be revised when the
contractor incurs higher costs due to under-estimation of the scope of his
construction obligations at the time of the conclusion of the contract. This
method has certain disadvantages for the purchaser, since it imposes on him the
risk of increases in construction costs due to the increases in the prices of
equipment, materials and labour. In addition, the ability to recover increases in
his costs may give the contractor little incentive to keep down the costs of
construction. The administrative procedures needed by the contractor to obtain
documentary proof of the costs of construction, and by the purchaser to verify
such costs, may be almost as extensive as the administrative procedures under a
cost-reimbursable contract. For these reasons, the parties may wish to use the
documentary proof method only in respect of portions of the price calculated
on the basis of unstable cost factors where the index clause method cannot be
used (e.g., where relevant indices are not available).

57. If the parties wish to use the documentary proof method, they should
specify in the contract the portion of the price that is subject to revision under
that method. It is advisable to identify in the contract the equipment, materials
or services in respect of which revision of the price is to take place, and
separately state the quantity and the amount of the costs relating to a unit of
such equipment, materials or services upon which the contract price isbased. It
is also advisable to stipulate that a revision of the price is to occur not only in
the case of an increase, but also in the case of a decrease in costs. The contract
might set forth procedures, similar to those which are to be used under a cost
reimbursable contract (see paragraph 24, above), by which the contractor is to
prove the costs actually incurred by him. The contract might require the
contractor to purchase equipment or materials in respect of which price
revision is permitted from approved sources, or after obtaining competitive
bids.

(b) Change in exchange rate ofprice currency in relation to other currencies

(i) Currency clause

58. Under a currency clause, the price to be paid is linked to an exchange rate
between the price currency and a certain other currency (referred to as "the
reference currency") determined at the time of entering into the contract. If this
rate of exchange has changed at the time of payment, the price to be paid is
increased or reduced in such a way that the amount of the price in terms of the
reference currency remains unchanged. For purposes of comparing exchange
rates, it may be desirable to adopt the time of actual payment, rather than the
time when the payment falls due. If the latter time is adopted, the contractor
may suffer a loss if the purchaser delays in payment. Alternatively, the currency
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clause may give the contractor a choice between the exchange rate prevailing at
the time when payment falls due or that prevailing at the time of actual
payment. It is advisable to specify an exchange rate prevailing at a particular
place.

59. If a currency clause is to serve its purpose, the reference currency must be
stable. The insecurity arising from the potential instability of a single reference
currency may be reduced by reference to several currencies. The contract may
determine an arithmetic average of the exchange rates between the 'price
currency and several other specified currencies, and provide for revision of the
price in accordance with changes in this average.

(ii) Unit-of-account clause

60. If a unit-of-account clause is used, the price is denominated in a unit of
account composed of cumulative proportions of a number of selected
currencies. The unit of account may be one defined in an international treaty or
by an international organization, and which will specify the selected currencies
making up the unit and the relative weighting given to each currency. In
contrast to a currency clause, in which several currencies are used, the
weighting given to each selected currency of which the unit of account is
composed is usually not the same, and greater weight is given to currencies
generally used in international trade.!

61. The main advantage of using a unit of account as the currency unit with
which the price currency is to be compared is that a unit of account is relatively
stable, since the weakness of one currency of which the unit of account is
composed is usually balanced by the strength of another currency. A unit-of
account clause will therefore give substantial protection against changes in
exchange rates of the price currency in relation to other currencies.

62. In choosing a unit of account to be used in a clause, the parties should
consider whether the relation between the price currency and the unit of
account can be easily determined at the relevant times, i.e., at the time of
entering into the contract and at the time of actual payment. The unit of
account defined by the International Monetary Fund as the Special Drawing
Right (SDR) might be used. The parties might also refer to the European
Currency Unit (ECU) as a unit of account. The values of these units 'of account
in terms of a number of currencies are published daily.

F. Paymentconditions

63. Payment conditions in the contract may determine when and where
various portions of the price are to be paid, and the modalities of payment. The
time of payment may influence the price since the contractor may take into
consideration interest in calculating the price. Payment conditions might
provide an incentive for the contractor to perform in accordance with an
agreed time-schedule by providing for a substantial portion of the price to be
paid to the contractor as various steps in the construction are completed. The
place of payment may have important consequences. For example, while funds
are being transferred to a different country the value of currency may change.
In addition, a transfer may be subject to foreign exchange restrictions. The

92



modalities of payment (e.g., a letter of credit or the documents against
payment) may be structured so as to reduce the risk of the contractor in not
being paid on time and of the purchaser in paying for construction not effected
in accordance with the contract.

64. In drafting payment conditions, the parties should take into consideration
the pricing method or methods (see paragraph 2, above) used in the contract. If
the lump-sum pricing method is used, the lump-sum price might be broken
down and allocated against major aspects of the construction to be effected by
the contractor (e.g., civil engineering, supply of equipment, or transfer of
technology). The portions of the price in respect of such major items may be
payable at different stages, in specified percentages. For example, a portion
might be allocated to the supply of equipment. A certain percentage of that
allocation might be payable in advance (see paragraph 67, below), a certain
percentage during construction (see paragraphs 68 to 74, below), a certain
percentage after take-over or acceptance of the works (see paragraph 75,
below), and the rest after expiry of the guarantee period (see paragraph 76,
below).

65. If the cost-reimbursable pricing method is used for the works or a portion
of the works, the contract might contain an estimate of the costs of
construction covered by that method. A specified percentage of the total
estimated reimbursable costs might be payable in advance, a specified
percentage of the costs incurred during construction might be payable within a
specified short period of time after receipt by the purchaser of the documents
required under the contract (see paragraph 71, below), a specified percentage of
those costs might be payable after take-over or acceptance of the works (see
chapter XIII, "Completion, take-over and acceptance", paragraphs 22, 31 and
32), and the rest might be payable after expiry of the guarantee period (see
chapter V, "Description of works and quality guarantee", paragraphs 28 to 30).
In agreeing upon the time when the fee is to be paid to the contractor, the
parties should take into consideration the nature of the fee to be paid (see
paragraphs 21 to 23, above). A certain portion of the fee may be payable as
portions of the construction are completed, a certain portion after acceptance
and the rest after the expiry of the guarantee period.

66. If the unit-price method is used, the contract might provide that a
specified percentage of the estimated price, calculated on the basis of estimated
quantity of construction covered by this pricing method, is to be paid in
advance, a specified percentage of the price in respect of the construction as
actually effected is to be paid at the times specified in the contract, a specified
percentage of the price in respect of that construction is to be paid after take
over or acceptance and the rest after the expiry of the guarantee period.

1. Advancepayment

67. An advance payment might be required under the contract to cover the
contractor's working capital and expenses in the initial stages of the
construction (e.g., for initial purchases of equipment and materials, transport
and accommodation of personnel). An advance payment may also provide to
the contractor some protection against loss in the event of a termination of the
contract by the purchaser prior to the commencement or at an early stage of
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the construction. The purchaser might be protected by a guarantee against
failure by the contractor to repay the advance. The amount of the advance
payment might be calculated so as to cover the initial expenses of the
contractor which are anticipated. The contract might require the advance
payment to be directly remitted by the purchaser to a bank designated by the
contractor within a specified period of time after the provision by the
contractor of the performance and repayment guarantees. Performance and
repayment guarantees are dealt with in chapter XVII, "Security for per
formance", paragraphs IQ to 13.

2. Payment during construction

68. It is advisable to provide in the contract for the payment of portions of
the price as the construction progresses. The amount to be paid during
construction should be determined taking into consideration the nature of the
construction to be effected and the pricing method adopted.

69. One approach to determining the time and extent of payment may be to
identify specific portions of the construction (e.g., excavation, or construction
of the foundations), and to provide that specified portions of the price are to be
payable upon completion of those portions. An alternative approach may be to
provide that the contractor is entitled to receive progress payments for the
construction completed within specified periods of time (e.g., every month), the
amount of the payment depending upon the extent of construction effected
within that period.

70. Equipment and materials supplied by the contractor may be paid for after
they are incorporated in the works, under either of the approaches described in
the preceding paragraph. The parties may, however, agree on another
approach, particularly in cases where the equipment and materials are taken
over by the purchaser after their delivery, and are in his physical possession
until their use for construction. In these cases, the portion of the price in
respect of such equipment and materials may be payable against the submission
to the purchaser or the purchaser's bank of documents proving that they have
been handed over to the first carrier for transmission to the purchaser and
insurance has been taken out, or that they have been handed over to the
purchasers on the site (see chapter VIII, "Supply of equipment and materials",
paragraph 10).

71. It is advisable to specify in the contract the documents which the
contractor is obligated to submit in order to obtain payment, such as invoices,
bills of lading, certificates of origin, packing lists, and inspection certificates.
The documents to be required may depend upon the time and manner of
performance. Differing documents may be required in respect of supplies of
equipment, materials, or services. The documents required may also differ
depending on the method of pricing used by the parties.

72. Since payments during the construction process are to be effected in
respect of construction already completed, the parties should clearly agree upon
the procedures for determining such completion. The purchaser may wish to
authorize the consulting engineer to measure the extent of the completed
construction. To obtain a progress payment, the contract might require the
contractor to submit to the consulting engineer at the end of each payment
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period certain documents supported by a detailed report concerning the
construction completed in the relevant payment period. The contract might
provide for payments to be effected on the basis of interim certificates issued by
the consulting engineer or the purchaser.

73. If the cost-reimbursable pricing method is used, special contractual
provisions may be needed for the verification of costs incurred by the
contractor. The contract might entitle the purchaser to audit the contractor's
records. Since the payment conditions in subcontracts concluded by the
contractor may be expected to correspond to the payment conditions in the
works contract, the contract might entitle the contractor to payment of a
portion of the price in respect of subcontracted construction only if he has
already paid his subcontractor, or if the payment to the subcontractor has at
least become due. The purchaser may be able to influence payment conditions
in subcontracts by participating in the selection of the subcontractors (see
chapter XI, "Subcontracting", paragraphs 15 to 26), or by including in the
works contract requirements for payment conditions in subcontracts.

74. The contract might specify a period of time within which an interim
certificate for payment must be issued by the consulting engineer or the
purchaser, and a period of time after issuance of this certificate within which
payment must be effected by the purchaser. The portion of the price under the
certificate might be made due within a specified period of time after submission
of the certificate to a bank to be specified in the contract. In case of a failure to
issue the certificate even though the event entitling the contractor to payment
has occurred, or to pay the amount due under the certificate, the contractor
might be entitled to claim payment in dispute settlement proceedings (see
chapter XXIX, "Settlement of disputes").

3. Payment within specified time after take-over or acceptance of
works

75. Certain percentages of some portions of the price (e.g., those in respect of
equipment and materials supplied, civil engineering, installation, or transfer of
technology) might be payable only upon proof that construction has been
successfully completed, i.e. after acceptance of the works. The contract might
require the purchaser to pay those portions of the price within a specified
period of time after such proof (e.g., within two weeks after successful
performance tests have been conducted, or an acceptance protocol has been
signed). In some cases, where take-over precedes acceptance of the works, a
portion of the price might be made payable within a specified period of time
after take-over (see chapter XIII, "Completion, take-over and acceptance").

4. Payment within specified time after expirationofguaranteeperiod

76. To protect the purchaser against the consequences of defective construc
tion by the contractor, the contract might provide that a certain percentage of
the price is payable only within a specified period of time after expiration of the
guarantee period (see chapter V, "Description of works and quality guarantee,"
paragraphs 28 to 30). In fixing that percentage, the parties may wish to take
into account the other securities which are available to the purchaser in case of
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the discovery of defects during the guarantee period. If the purchaser is
sufficiently protected by a performance guarantee (see chapter XVII, "Security
for performance", paragraphs 10 to 12), the contract might provide that the
entire price is to be paid within a specified period of time after the date of the
acceptance of the works. The contract might further provide that if any
defects are discovered and notified within the guarantee period, the purchaser is
entitled to retain from the portion of the price then outstanding an amount
which is needed to compensate him for the defects. The retention might last
until the contractor cures the defects and pays any damages to which the
purchaser may be entitled.

5. Credit granted by contractor or contractor's country

77. In most cases, the construction of a works is financed by a loan granted to
the purchaser by a financing institution. However, in some cases, where the
contractor has at his disposal ample financial resources and the works to be
constructed is not large, the contractor may prefer to grant a credit to the
purchaser in respect of a portion of the price. In such cases, the portion of the
price covered by the credit might be repayable in instalments within a specified
period of time after take-over or acceptance of the works by the purchaser.

78. Where the contractor grants such a credit to the purchaser, some of the
same issues which are dealt with in a loan agreement with a financing
institution (e.g., security for repayment of the loan by the purchaser, interest
payable on the loan) must also be settled between the purchaser and the
contractor in the works contract.

79. The construction of a works is sometimes financed by a credit granted by
the contractor's country to the purchaser's country. In these cases, the parties
should, when drafting the payment conditions in the works contract, take into
consideration the provisions of the agreement between the Governments of
these two countries and the rules which may be issued in the purchaser's
country in connection with the implementation of the agreement (e.g.,
conditions under which the credit may be used for construction).

APPENDIX

"The price revision envisaged in article ... of this contract is to be made by the
application of the following formula:

PI =~(a+b MI +c~+d WI)
100 MO NO WO

Where:

PI = price payable under index clause
PO= initial price as stipulated in the contract

a, b, c, d, represent the contractually agreed percentages of individual elements of
construction price covered by the index clause, which add up to 100 (a + b + c + d = 100).
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a = proportion of price excluded from adjustment = ... percent

b = proportion of (to specify materials covered by this weighting) = ... percent

c = proportion of (to specify other materials covered by this weighting) = ... percent
d = proportion of (to specify wages covered by this weighting) = ... percent
MO = base level of price indices for materials specified under b;

M I = comparable level of price indices for materials specified under b:
NO = base level of price indices for materials specified under c;
NI = comparable level of price indices for materials specifed under c;
WO = base level of price indices for wages specified under d;

WI = comparable level of price indices specified under d."

Notes:

- "b", "c" and "d" should be equal to percentage indicated in paragraph 3 of the
illustrative provision contained in footnote I to this chapter; "a" should include the
remaining percentage;

- The dates provided for in paragraph 2 and the price indices indicated in paragraph 5
of the illustrative provision contained in footnote I to this chapter should be used for base
levels under MO, NOand WO and comparable levels under MI, NI, and Wl.

Footnotes to chapter VII

'Lllustrative provision (index clause)

"(I) The agreed price is to be revised if there is an increase or decrease in the costs of ...
[list materials or services to be covered by this clause]. The revision is to be made by the
application of the formula contained in the annex to this contract." [see appendix to the present
chapter].

"(2) The base levels of the indices are to be those existing [at the time of the entering into the
contract] [... days prior to the actual submission of the bid] [... days prior to the closing date
for the submission of bids]. These levels are to be compared with the levels of the indices for the
same materials or wages existing [... days prior to the last day of the period of construction in
respect of which payment is to be made] [... days prior to the date on which the payment
claimed is due]. However, if the contractor is in delay in construction, the base levels are, at the
purchaser's option, to be compared with the levels existing ... days prior to the agreed date for
performance [unless the delay was due to an exempting impediment].

"(3) The price subject to revision is to be ... per cent of the price for the construction of ...
(indicate items to be covered by this clause) effected during the construction period in respect of
which the interim payment is to be made.

"(4) If a dispute arises between the parties with regard to the weightings in the formula, the
weightings are to be adjusted by [the arbitrators] [the court] if they have been rendered
unreasonable or inapplicable as a result of changes in the nature or extent of construction or
major changes in the cost relationship of the factors weighted."

(This paragraph may be included in the index clause if the laws applicable to the contract and
the law applicable to arbitral or judicial proceedings permit an arbitral tribunal or a court to
exercise the authority specified in this paragraph).

"(5) For the purposes of this provision the indices published by ... in ... [indicate the
country] are to be used. If these indices cease to be available, other indices are to be used if they
can reasonably be expected to reflect price changes in respect of the construction costs covered
by this clause.

"(6) This clause applies only in cases where its application results in a revision of the price
exceeding ... per cent of the price agreed in the contract."
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'Illustrative provision

"The price is agreed upon subject to the condition that ... [indicate a unit of price currency]
is equal to ... [indicate unit or units of a unit of account]. Should this relationship have changed
at the time of the actual payment of the price by more than ... per cent, the price to be paid is
to be increased or decreased so as to reflect the new relationship between the unit of account and
the unit of the price currency."

98



Chapter VIII. Supply of equipment and materials

SUMMARY

In structuring provisions in their contract concerning the supply of
equipment and materials, the parties might bear in mind that supply of
equipment and materials by the contractor under a works contract has
features which may differ from those in respect of delivery of goods under
a sales contract (paragraph 2).

The parties may wish to consider whether certain issues connected with
the supply of equipment and materials should be settled in their works
contract in accordance with a particular trade term as interpreted in the
International Rules for the Interpretation of Trade Terms (lNCOTERMS).
Since trade terms are interpreted in INCOTERMS primarily in the context
of sales contracts, some issues in a works contract may need to be resolved
in a manner different from that in INCOTERMS (paragraph 3).

The necessity for and nature of the description in the contract of
equipment and materials to be supplied by the contractor may depend
upon the contracting approach chosen by the purchaser as well as the
extent of the contractor's obligations (paragraphs 6 and 7).

It is advisable to specify in the contract the time when and the place where
equipment and materials are to be supplied. In some cases, the contract
might obligate the contractor to supply equipment and materials on a
specified date; in other cases, it might obligate him to supply them within
a specified period of time. The place of supply may depend upon whether
or not the purchaser is to take over the equipment and materials
(paragraphs 8 to 10).

The contract may specify which party is obligated to arrange for the
transport of equipment and materials and to bear the costs connected with
that transport. It may also deal with such ancillary issues as the packing of
the equipment and materials, permits required for the transport, marking
of the equipment and materials, and delivery to the purchaser of the
documents connected with the transport (paragraphs II to 14).

The contract might specify which party is to arrange customs clearance of
the equipment and materials and to pay the customs duties (paragraphs 15
and 16).

The parties should take into account any legal rules in the country where
the works is to be constructed which prohibit the import of certain
equipment and materials, and any legal rules which prohibit the export of
certain equipment and materials from the contractor's country or another
country from which they are to be exported. The contract might allocate
responsibility for obtaining necessary import or export licences. The
contract might also provide that its entry into force depends upon the
granting of all import and export licences which are required at the time
the contract is entered into, except in respect of such licences as are not
obtainable before the start of construction (paragraphs 17 and 18).
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Equipment and materials supplied by the contractor may need to be taken
over by the purchaser in order to store them, or prior to their being
incorporated in the works by the purchaser, or by a contractor other than
the one who supplied them. The contract might contain provisions
concerning the checking by the purchaser of equipment and materials
taken over by him, and the giving of notice of a lack of conformity
(paragraphs 19 and 20).

The contract may establish the responsibilities of the parties in connection
with the storage of equipment and materials on site. If the equipment and
materials are to be stored by the purchaser, the contract might establish
the extent of the purchaser's responsibility for loss of or damage to the
equipment or materials during storage (paragraphs 21 to 26).

If the purchaser assumes the obligation to supply certain equipment and
materials needed for the construction of the works by the contractor, it is
advisable for the contract to specify the quantity and quality of the
equipment and materials to be supplied, as well as the time when they are to
be supplied. In addition, the contract might obligate the contractor to inspect
the equipment and materials promptly after they have been supplied by the
purchaser, and require notice to be given to the purchaser of any lack of
conformity of the equipment and materials (paragraphs 27 to 29).

A. General remarks

1. This chapter deals with the supply of equipment and materials which are to
be incorporated in the works. Certain related issues are discussed in other
chapters. Inspection and tests of equipment and materials during manufacture
and construction, as well as the consequences of defects discovered through the
inspection and tests, are discussed in chapter XII, "Inspections and tests during
manufacture and construction". The passing of the risk of loss of or damage to
equipment and materials, and the consequences of the passing of risk, are
discussed in chapter XIV, "Passing of risk", paragraphs 7 to 19. The transfer of
ownership of equipment and materials is discussed in chapter XV, "Transfer of
ownership of property", paragraphs 6 and 7. Insurance of equipment and
materials is discussed in chapter XVI, "Insurance", paragraphs 24 to 26. Spare
parts for equipment incorporated in the works to be supplied by the contractor
after completion of construction are discussed in chapter XXVI, "Supplies of
spare parts and services after construction", paragraphs 10 to 21. The remedies
which the purchaser may have for the supply of defective equipment and
materials by the contractor are dealt with in chapter XVIII, "Delay, defects
and other failures to perform", paragraphs 26 to 32.

2. In structuring provisions in their contract concerning the supply of
equipment and materials, the parties might bear in mind that supply of those
items under a works contract has features which may differ from those in
respect of the delivery of goods under a sales contract. For example, since
equipment and materials supplied by the contractor under a works contract are
to be incorporated in the works by him or by another contractor under his
supervision, the mere supply of the equipment and materials is only a partial
performance of the supplying contractor's obligations. The passing of risk or
the transfer of ownership in respect of equipment or materials may occur at a
time different from the time when they are supplied. In some cases (in
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particular, if only a single contractor is engaged to construct the whole works),
the equipment and materials may remain in the hands of the contractor after
their arrival at the site until their incorporation in the works. In other cases,
they may be taken over by the purchaser for storage purposes, and later handed
back to the contractor for incorporation in the works (see section 8,6 and 7,
below).

3. Some of the issues involved in the supply of equipment and materials (e.g.,
transport, passing of risk, obtaining of export and import licences, and
packing) are addressed by trade terms (e.g., f.o.b., c. & f.) as interpreted in the
International Rules for the Interpretation of Trade Terms (lNCOTERMS). If
the parties wish certain issues under their works contract to be settled in
accordance with a particular trade term, they might include in the contract a
provision to that effect. 1 The parties should be aware, however, that trade
terms are interpreted in INCOTERMS primarily in the context of sales
contracts, and that certain issues arising in the context of a works contract may
not be resolved in INCOTERMS, or may need to be resolved in a manner
different from that in INCOTERMS.

4. Some of the equipment and materials needed for the construction of the
works may be available in the country where the works is to be constructed.
Even when the use of local equipment and materials is not required by the local
law or by the local authorities in order to strengthen the industrial development
of the country, it is advisable for the purchaser to use such equipment or
materials if, for example, they are less costly than those obtainable from
abroad, or if their use enables the purchaser to conserve foreign exchange.
Therefore, the purchaser may wish to assume the obligation to supply specific
locally available equipment and materials, if he is in a better position to
procure them than the contractor (see paragraphs 27 to 30, below). If the
purchaser does not wish to assume this obligation, the contract might obligate the
contractor to obtain and use specified locally available equipment and materials.

5. In some cases, the contractor may perform his obligation to supply
equipment or materials by providing them from his own stocks. In many other
cases, however, he will engage third persons (e.g., subcontractors or suppliers)
to supply them directly to the place specified in the contract. In the latter case,
the supply by a third person might be regarded under the works contract as
performance of the supply obligations of the contractor (see, e.g., chapter XI,
"Subcontracting", paragraph I). The discussion in the present chapter is
intended to apply whether the contractor performs his obligation to supply
equipment or materials by providing them from his own stocks or by engaging
a third person to supply them.

B. Supply of equipment and materials by contractor

1. Description ofequipment and materials to be supplied

6. The necessity for and nature of the description in the contract of equipment
and materials to be supplied by the contractor may depend upon the
contracting approach chosen by the purchaser as well as the extent of the
contractor's obligations. In some cases, for example, the contractor may be one
of several engaged to construct the works, and each contractor may be
obligated to supply certain types of equipment and materials. In those cases,
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the purchaser will have to co-ordinate the obligations and performance of the
several contractors in order to achieve his construction targets (see chapter 11,
"Choice ofcontracting approach", paragraph 18). To achieve that co-ordination,
he should see to it that the equipment and materials to be supplied by each
contractor are clearly specified in the contract with that contractor, and that all of
the equipment and materials needed for the construction of the entire works are
allocated among the various contractors.

7. When a single contractor is engaged to construct the entire works, or a
particular portion of the works which can be operated separately (e.g., a power
station), and the contractor must supply all the equipment and materials needed
for the construction, the contract need not describe in detail all the items which are
to be supplied. However, it is advisable for the contract to contain a description of
the operation capability to be attained by the important items of equipment and
technical characteristics of main materials to be supplied, since the quality of the
construction will depend in large measure on the quality of those items and
materials (see chapter V, "Description of works and quality guarantee",
paragraphs 8 and 9, and cf. chapter XII, "Inspections and tests during
manufacture and construction", paragraphs 4 and 5).

2. Time and place ofsupply

8. It is advisable to specify in the contract the time when and the place where
equipment and materials are to be supplied. When equipment and materials are to
be supplied by one contractor but incorporated in the works by other contractors
under the supervision of the supplying contractor, it is important for the contract
to specify the time when the equipment and materials must be supplied in order to
enable the performances of the various contractors to be co-ordinated. In such
cases, it is usually desirable to provide in the time-schedule for construction that
the time when the equipment and materials are to be supplied is obligatory. Even
in cases where the equipment and materials are to be incorporated in the works by
the contractor who supplied them, the parties may agree on a time-schedule for the
supply of certain items at given times in order to enable the purchaser to monitor
the progress ofconstruction and to subject the contractor to sanctions for delay if
those times are not met (see chapter IX, "Construction on site", paragraphs 18
to 23, and chapter XVIII, "Delay, defects and other failures to perform",
paragraphs 17 and 18). The contract might link the obligation of the purchaser to
pay a portion of the price to the time when certain equipment and materials are
supplied (see chapter VII, "Price and payment conditions", paragraph 70).

9. The contract might obligate the contractor to supply equipment and materials
on a specified date or within a specified period of time. A specified date may be
appropriate when a rigid time-schedule has been established for the construction
process, with the contractor being obligated to supply on the specified date and
not earlier (e.g., because storage facilities would not be available earlier). In
certain circumstances, however, it may not be possible to specify a date in the
contract, for example, when the equipment and materials are required subsequent
to the completion of certain elements of construction by another contractor, and
the time of that completion is uncertain at the time when the contract for .the
supply of equipment and materials is entered into. In such cases, the contract
might entitle the purchaser, after the contract has been entered into, to specify a
date falling within a period of time set forth in the contract when the contractor
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must supply the equipment and materials. In determining what period of time to
set forth in the contract, the purchaser may take into consideration the time frame
within which he expects the equipment and materials to be needed for the
construction. Such an approach would take into account the uncertainty at the
time of entering into the works contract as to precisely when the equipment or
materials would be needed, but would give the contractor an indication as to the
period of time within which he must supply them (cr. chapter IX, "Construction
on site", paragraph 20). In circumstances where it is not needed to specify a
particular date for the supply of equipment and materials (e.g., where only one
contractor is to construct the entire works), the contract might permit the
contractor to supply them at any time within a period of time specified in the
contract.

10. With regard to the place of supply, if equipment and materials are to
remain in the hands of the contractor until he incorporates them in the works,
the contract may specify that supply to the site is relevant for determining
compliance with the time-schedule, as well as for the allocation of the costs of
supply. If they are to be taken over by the purchaser (see paragraph 19, below),
the contract might obligate the contractor to hand them over to the purchaser
at the site, or at some other specified place. In cases where the purchaser is to
arrange for the transport of the equipment and materials to the site (see section
B,3, below), the contract might obligate the contractor to supply the equipment
and materials at a specified place for handing over to the first carrier engaged
by the purchaser. Except where the cost-reimbursable method of pricing is used
(see chapter VII, "Price and payment conditions", paragraphs 10 to 24), the
contract might obligate the contractor to bear the costs of supplying the
equipment and materials at the place specified.

3. Transport ofequipment and materials

11. Normally, it would be appropriate for the party obligated to supply the
equipment and materials to be obligated to arrange and pay the costs of
transport to the stipulated place of supply. Where equipment and materials are
to be supplied at a place other than the site, it is desirable for the contract to
specify which party is obligated to arrange for their transport from that place
to the site and to pay the costs of transport.

12. Even when the equipment and materials are to be supplied at a place
other than the site, it is desirable in most cases for the contractor to be
responsible for the packing and protecting of the equipment and materials in.
a manner adequate for their transport to the site by the means of transport
envisaged. The packing of equipment and materials may be governed by
legal rules applicable to international transport or to transport in the
countries through which the equipment is to be transported (e.g., rules
imposing limitations on the dimensions of packages or requiring that
dangerous goods be packed in particular ways). If the contract provides for
a lump-sum price, the costs of packing the equipment and materials may be
included in the price.

13. The transport of equipment and materials may require road, rail or other
transport permits, and it is advisable for the contract to specify which party is
to be responsible for obtaining the permits. The contract might obligate the
party not responsible for obtaining the permits to render to the other party any
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assistance necessary to obtain them (e.g., by providing information about the
dimensions of the equipment, the kind of packaging used, or the formalities to
be satisfied for obtaining the permits under applicable regulations).

14. If equipment and materials are to be taken over by the purchaser at the
place of supply, it may be desirable for the contract to obligate the contractor
to mark the packages containing the equipment and materials in such a manner
that they can be identified by the purchaser. In addition, the contractor might
be obligated to mark the equipment and materials as required by the legal rules
applicable to the mode of transport envisaged (e.g., to use the appropriate
marking to indicate that the materials are dangerous). The contract might also
obligate the contractor to deliver to the purchaser the documents connected
with the transport (e.g., invoices or transport documents). Some of these
documents, such as bills of lading, may be needed by the purchaser to be able
to take over the equipment and materials; the contract might require such
documents to be delivered to the purchaser, or, in the case of a documentary
credit transaction, to the purchaser's bank, so that they are received in
sufficient time to enable the purchaser to take over the equipment and
materials when they arrive at the place of destination. The receipt of such
documents by the purchaser may also be made a precondition to payment of
the price for the equipment and materials (see chapter VII, "Price and payment
conditions", paragraph 71).

4. Customs clearance and customs duties

15. The contract might specify which party is to arrange customs clearance of
the equipment and materials and to pay the customs duties. Customs duties are
normally imposed on equipment and materials being imported. However, in
exceptional cases, they may be imposed on equipment and materials being
exported. In addition, transit charges and fees may be imposed on equipment
and materials during transit. It may be appropriate to provide in the contract
that customs clearance of equipment and materials for export, and the payment
of export customsduties, are the responsibility of the contractor. This may be
the case even where the place of supply is the place where the equipment and
materials are to be handed over to the carrier engaged by the purchaser (see
paragraph 10, above). The contract might provide that customs clearance and
the payment of customs duties during transit are the responsibility of the party
arranging the transport. The parties may take into account in the contract any
exemption from customs duties provided under local law.

16. The customs clearance of imported equipment and materials might be
undertaken by the purchaser if they are to be taken over by him after import
(see paragraph 19, below). If equipment and materials are to remain in the
hands of the contractor after import, import customs clearance may be the
responsibility either of the contractor or the purchaser, depending on which
party would find it easier to engage in the clearance procedures or which party
is obligated under local law to engage in those procedures. The contract might
obligate the party not responsible for the clearance to assist in the clearance
procedures, in particular, by providing documents which may be needed (e.g.,
the contractor might be required to assist by providing invoices and certificates
of origin, and the purchaser by providing import licences or other required
permits issued in his country). As regards the payment of import customs
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duties, it may be preferable in some cases to provide that the payment is to be
the responsibility of the purchaser. If the contractor is to be responsible for the
payment, a change in the rates of import customs duties from those existing at
the time the contract is entered into may necessitate a revision of the price to
account for the change (see chapter VII, "Price and payment conditions",
paragraphs 38 and 39).

5. Prohibitions and licence requirements

17. Legal rules in the country where the works is to be constructed may
prohibit the import of certain equipment and materials. In addition, legal rules
in the contractor's country, or another country from which equipment and
materials are to be exported, may prohibit the export of certain equipment and
materials. The parties should take those rules into account when drawing up
the works contract, since violating them may render the contract invalid. If
import and export are permitted only upon the obtaining of licences, it is
advisable for the contract to obligate the purchaser to obtain any import
licences and the contractor to obtain any export licences which are required by
law at the time the contract is entered into, or which may become required by
law after the contract has been entered into. In addition, the contract may
obligate each party to co-operate with the other in obtaining such licences. The
party who is to obtain the licences may be obligated by the contract to notify
the other party in time of the steps taken towards obtaining them and the
results achieved.

18. The contract might provide that its entry into force depends upon the
granting of all import and export licences which are required at the time the
contract is entered into (see chapter Ill, "Selection of contractor and
conclusion of contract", paragraph 50). In some cases, however, licences
required for the import or export of certain equipment or materials may not be
obtainable before the start of construction. For example, applicable regulations
might enable an application for a licence to be acted upon only a short time
before the proposed date of export or import, which may be some time after
the start of construction. In such cases, it would not be possible to condition
the entry into force of the contract upon the granting of those licences, but the
contract might provide for the consequences of a failure to obtain a licence by
the party obligated to obtain it. It might also provide that, if the party who is
obligated to obtain a licence does not do so within a specified period of time
after the contract is entered into, the other party may suspend his performance
or terminate the contract (see chapter XXIV, "Suspension of construction" and
chapter XXV, "Termination of contract"). Such consequences might also be
provided for a failure to obtain a licence which becomes legally required after
the contract has been entered into.

6. Take-over ofequipment and materials by purchaser

19. In certain circumstances, equipment and materials supplied by the
contractor may need to be taken over by the purchaser. For example, the
purchaser may need to take them over in order to store them (see section B,7,
below). He may also need to take them over prior to their being incorporated
in the works when the incorporation is to be done either by himself or by a

105



contractor other than the one who supplied them (e.g., in cases where the
supplying contractor only supervises the installation of the equipment). The
contract might provide that take-over occurs when the purchaser takes
physical possession of the equipment and materials. It might also provide that
take-over by the purchaser does not connote any approval by him of the
equipment or materials supplied by the contractor (see chapter XII, "Inspec
tions and tests during manufacture and construction", paragraph I, and
chapter XVIII, "Delay, defects and other failures to perform", paragraphs 8
and 44). Furthermore, the contract might provide that where the purchaser is
obligated to take over equipment and materials and he fails to do so, they are
deemed to be taken over at the time that they are placed at the disposal of the
purchaser.

20. In some cases, the contract might provide that the take-over of the
equipment and materials by the purchaser is to result in the passing to the
purchaser of the risk of loss of or damage to the equipment and materials (see
chapter XIV, "Passing of risk", paragraphs 9 to 17). Where the risk so passes,
disputes may arise as to whether loss or damage occurred before or after take
over. Disputes may also arise as to whether defects in the equipment and
materials were caused prior to take-over, e.g., by faulty manufacture or
inadequate packing by the contractor, or after take-over, e.g., by improper
storage by the purchaser. Such disputes may be reduced if the purchaser is
obligated to check the apparent condition of the equipment and materials at
the time of take-over, and to notify the contractor promptly of any lack of
conformity which the purchaser discovers. However, the purchaser might not
be capable of determining whether the equipment and materials are in good
condition (e.g., because he is not aware of the specifications of the equipment
and materials, or does not have the technical knowledge to determine whether
the specifications are met). In addition, some defects may be discoverable only
after the incorporation of the equipment and materials in the works and the
completion of construction. The parties might therefore wish to consider
whether the contract should provide that in such cases the purchaser would not
lose his remedies in respect of a lack of conformity which he did not notify to
the contractor, if that lack of conformity arose from causes for which the
contractor was liable to the purchaser.

7. Storage on site

21. Equipment and materials must be available at the site at the time when they
are needed for incorporation in the works. They are, therefore, usually supplied to
the site and stored there prior to the time when they will be used. The contract may
establish the obligations of the parties in connection with that storage.

22. Provisions concerning storage may be unnecessary if the equipment and
materials are to remain in the hands of the contractor after being supplied to
the site and the contractor bears the risk of loss of or damage to them. In such
cases, the contractor's liability for defects in the works, or the portion of the
works in which the stored equipment and materials are to be incorporated, will
be a sufficient incentive by him to exercise proper care in storage. In cases
where the storage is to be effected by the contractor, but the risk is to be borne
by the purchaser during the storage, it is advisable to determine in the contract
the degree of care expected of the contractor in performing the storage.
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23. The choice of which party is to be responsible for storage may depend
upon the contracting approach chosen by the purchaser. If only one
contractor is engaged to construct the works, that contractor might assume
responsibility for storage (see, also, paragraph 22, above). If more than one
contractor is to supply equipment and materials, each contractor might assume
responsibility for storing the equipment and materials supplied by him if his
personnel are to be present on site at the time of supply, and if he has suitable
storage facilities. Otherwise, the purchaser might assume responsibility for
the storage. Such an arrangement may, however, give rise to disputes. In
that case, the contract might obligate the contractor supplying the equipment
or materials to advise the purchaser on the manner in which they are to be
stored, if the purchaser requests such advice. It might also obligate the
contractor to inform the purchaser of any special measures which have to be
taken in storing the equipment and materials, even if the purchaser makes no
such request.

24. In cases where the contractor is reponsible for storage, that responsibility
might include the provision of adequate storage facilities (e.g., storage sheds or
rooms). However, the contract might require the purchaser to provide the land
on which the facilities are to be located. If the purchaser is better able to
provide the storage facilities, the contract might obligate him to provide them
at a time set forth in the time-schedule for construction (see chapter IX,
"Construction on site", paragraphs 18 to 23).

25. If the equipment and materials are to be taken over and stored by the
purchaser, and the risk of loss of or damage to the equipment and materials
during storage is to be borne by him (see chapter XIV, "Passing of risk",
paragraphs 9 to 17), the contract might obligate the purchaser to hand over the
equipment and materials to the contractor in the same condition in which the
purchaser took them over for storage. However, the contract might exclude
from such liability loss or damage caused by the contractor Or by a person
engaged by him, or loss or damage occurring by reason of the inherent
character of the equipment or materials. In cases where storage is to be effected
by the purchaser but the risk is to be borne by the contractor, it is advisable to
determine in the contract the degree of care expected of the purchaser in
performing the storage. In cases where the purchaser stores the goods, the
contractor might obligate him to notify the contractor promptly of any loss or
damage occurring to the stored equipment and materials.

26. The contract might establish the time and manner in which equipment
and materials stored by the purchaser are to be handed back to the contractor
for incorporation in the works. It might obligate the contractor to inspect the
equipment and materials at the time they are handed back to him by the
purchaser, and to notify the purchaser of any loss or damage. Whether the
purchaser is liable for the loss or damage may depend on the nature of the
purchaser's responsibility for storage (see paragraph 25, above). The contract
might provide that the contractor loses his right to hold the purchaser liable for
loss of or damage to the stored equipment or materials if the contractor does
not give notice to the purchaser specifying the nature of the loss or damage
within a reasonable period of time after the contractor can reasonably be
expected to have discovered it, and, at the latest, within a period of time,
specified in the contract, after the stored equipment or materials have been
handed over to the contractor by the purchaser.
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c. Supply of equipment and materials by purchaser

27. Under some works contracts, the purchaser may assume the obligation to
supply certain equipment and materials needed for the construction of the
works by the contractor (see paragraph 4, above). This should be distinguished
from the situation where the purchaser has undertaken to construct a portion
of the works himself and he is to be solely responsible for that construction (see
chapter 11, "Choice of contracting approach", paragraph 1).

28. It is advisable for the contract to specify the equipment and materials to
be supplied by the purchaser. The time when the equipment and materials are
to be supplied by the purchaser may be set forth in the time-schedule by
reference to dates or periods of time in a manner similar to that discussed in
paragraph 9, above, concerning the time of supply by the contractor.

29. The contract might obligate the contractor to inspect the equipment and
materials promptly after they have been supplied by the purchaser. It might
also provide that the contractor loses his right to hold the purchaser liable for a
lack of conformity of equipment and materials if the contractor does not give
notice to the purchaser specifying the lack of conformity within a reasonable
period of time after the contractor can reasonably be expected to have
discovered it, and at the latest, within a period of time, specified in the
contract, after the equipment and materials have been supplied by the
purchaser. The remedies available to the contractor for a failure by the
purchaser to supply equipment and materials in time and free of defects are
dealt with in chapter XVIII, "Delay, defects and other failures to perform",
paragraph 63.

30. The parties may wish to agree that the contractor is not to pay for
equipment and materials supplied by the purchaser, but that the value of that
equipment and materials is to be accounted for in determining the price to be
paid by the purchaser for the construction of the works.

Footnote to chapter VIII

'Hlustrative provision

"( I) The supply of equipment and materials by the contractor for incorporation in the works
is to be effected on the basis of [FOR ... (named departure point)] [f.o.b.... (named port of
shipment)] [c. & L ... (named port of destination)] [Freight/Carriage Paid to (named port
of destination)] [Ex Ship (named port of destination)] [Ex Quay (duty paid named port)]
[Delivered at Frontier (named place of supply at frontier)] [Delivered Duty Paid at ...
(named place of destination in the country of importation)].

"(2) The trade term referred to in paragraph (I) is to be interpreted in accordance with the
International Rules for the Interpretation of Trade Terms (lNCOTERMS) of the International
Chamber of Commerce in force on the date of entering into the contract, unless the contract
provides otherwise in respect of any of the issues regulated by that trade term". (INCOTERMS,
as revised in 1980, are contained in ICC Document No. 350).
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Chapter IX. Construction on site

SUMMARY

Construction on site as discussed in this chapter covers civil engineering,
building and the installation of equipment. It also covers the supply by the
contractor of certain construction services relating to installation to be
effected by the purchaser or an enterprise engaged by the purchaser. The
scope of the construction to be effected will depend on the terms of the
particular works contract. Mandatory legal rules in force in the country
where the works is to be constructed may require certain standards or
procedures to be observed during the construction (paragraphs I to 3).

Some preparatory work is usually needed on the site before construction
can commence. The contract may specify the items of preparatory work to
be' undertaken by each party. The purchaser may be obligated to obtain
any authorizations required for the use of the site for construction. The
contract may also specify the facilities which will be needed by the
contractor's personnel during the construction, and determine how those
facilities are to be provided (paragraphs 6 to 9).

The contract may obligate the contractor to equip himself with the
construction machinery and tools that he needs for the construction. If the
purchaser is to supply some of the construction machinery and tools, the
contract may determine the rights and obligations of the parties in regard
to the supply. The purchaser may be obligated to assist the contractor in
obtaining authorizations for the import of the construction machinery and
tools into the country where the works is to be constructed (paragraphs II
and 12).

The contract should set forth the dates when the construction is to be
commenced and completed by the contractor, and also determine whether
completion prior to the date set for completion is permissible (para
graphs 14 to 17).

It is advisable for the contract to contain a time-schedule which establishes
the sequential order in which construction is to take place. In designing
the time-schedule, the parties may wish to consider using the "critical path
method". The time-schedule may establish obligatory and non-obligatory
milestone dates for the completion of portions of the construction
(paragraphs 18 to 23).

The date for completion of construction may need to be changed in
certain circumstances. The contract may establish a mechanism for
making the change if those circumstances occur (paragraphs 24 and 25).

If the purchaser undertakes the installation of equipment, the contractor
may be obligated to supervise the installation. The contract may specify
the rights and obligations of the parties in relation to the supervision.
Where supervision by the contractor is not needed, the contractor may be
obligated to give advice on installation, if so requested by the purchaser
(paragraphs 27 to 30).
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Each party will need access to the site for certain purposes. The contract
may define the access to be granted, and include provisions regulating
access (paragraphs 31 and 32).

In cases where the purchaser is to construct a portion of the works, he
may sometimes find it advantageous to require the contractor to purchase
on his behalf some of the equipment and materials needed for the
construction (paragraphs 33 and 34).

The contract may obligate the contractor to clear the site periodically, and
to leave it in a clean and workmanlike condition after the completion of
construction (paragraph 36).

A. General remarks

I. Construction under a works contract may include the supply of equipment
and materials to be incorporated in the works, as well as civil engineering,
building, installation of equipment and the supply of other construction
services (e.g., supervision of installation). In addition to undertaking the
construction, the contractor may undertake to transfer technology (see
chapter VI, "Transfer of technology", paragraph 2) and to supply the design
for the works (see chapter II, "Choice of contracting approach", paragraph 2).

2. Construction on site as discussed in this chapter covers civil engineering,
building and the installation of equipment. It also covers the supply by the
contractor ofcertain construction services relating to installation to be effected by
the purchaser, or by an enterprise engaged by the purchaser. The supply of equip
ment and materials is dealt with in chapter VIII, "Supply of equipment and
materials". The scope of the construction on site to be effected will depend on the
terms of the particular works contract (e.g., the construction may be limited to the
installation of equipment, or may include, in addition, civil engineering and
building: see chapter V, "Description of works and quality guarantee", para
graph 3). In some cases, equipment supplied by the contractor may be installed by
the purchaser or an enterprise engaged by him, and the obligation of the
contractor may be limited to the supervision of the installation (see paragraphs 27
to 30, below). In other cases, some equipment may be supplied by enterprises
engaged by the purchaser, and the contractor may be obligated to install that
equipment in addition to equipment supplied by him.

3. Mandatory legal rules in force in the country where the works is to be
constructed may require certain standards or procedures to be observed during
the construction on site (e.g., in the interests of the health and safety of the
personnel effecting the construction and in the interests of environmental
conservation). The contract may, however, obligate the purchaser to assist the
contractor in obtaining information concerning such rules, and the purchaser may
find it convenient to perform some of the obligations imposed by the rules. In
addition, certain mandatory legal rules of the contractor's country relating to
working conditions may apply even to construction effected on the site in the
purchaser's country by the contractor's personnel. Apart from relevant local,
national and international legal rules and regulations and the provisions of the
contract, there may exist local, national and international standards or codes of
practice concerning health, safety and environmental conservation. It is advisable
for the parties to agree that the contractor will comply with those requirements.
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4. When several contractors are engaged to construct the works, and
construction by them is to proceed simultaneously, the contract may require
each of them to avoid conduct which would interfere with the performance of
his obligations by other contractors.

5. The contract may provide that representatives of the parties are to meet
periodically at specified intervals on the site to promote co-operation between
them and to resolve outstanding issues concerning the construction on site.
Such meetings may help to resolve routine problems or misunderstandings, and
thus dispel the need to invoke contract provisions on dispute settlement (see
chapter XXIX, "Settlement of disputes", paragraph 9).

B. Preparatory work

6. Most works contracts obligate the purchaser to provide the site on which
the works is to be constructed. The site may be identified in the contract, e.g.,
by reference to maps or plans. The contractor will normally have inspected the
site prior to entering into the contract, and may have assumed some obligations
as to the suitability of the site for the proposed construction (cf. chapter VII,
"Price and payment conditions", paragraphs 44 and 45).

7. Some preparatory work on the site (e.g., clearing and levelling the site,
providing access roads or railways, and making water and energy available to
the site) is usually needed to enable construction on site to commence and to
progress smoothly. The contract may specify the items of preparatory work to
be undertaken by each party, fix a time-schedule for the completion of the
work (see section C,3, below), and determine which party is to bear the cost of
the work.

8. It is desirable for the contract to obligate the purchaser to obtain official
approvals or authorizations required under the law of the country where
the works is to be constructed for the use of the site for construction (cf.
chapter XXVIII, "Choice of law", paragraph 24). The parties may also wish to
provide that the purchaser is to assist the contractor in obtaining visas, work
permits, and similar documents which are necessary for the contractor's
personnel to enter the country of the site, and to commence work there.

9. It is desirable that the contract specify the facilities which will be needed by
the contractor's personnel during the construction on site, which party is to
provide those facilities, and which party is to bear the costs of providing them.
If the purchaser is to pay for facilities to be provided by the contractor, the
amount of the payment may be included in a lump-sum price or, alternatively,
the amount may be payable on a cost-reimbursable basis (see chapter VII,
"Price and payment conditions", paragraph 2). In some cases, the contractor
may be obligated under the contract to provide certain facilities needed by the
purchaser's personnel during the construction on site. The purchaser may wish
to consider undertaking some or all of the following obligations: to provide
offices and living quarters suitable for the contractor's personnel; to equip such
accommodations with furniture, telephones and other utilities; to provide food
or catering facilities for the contractor's personnel; to provide sanitary facilities
on the site; and to provide daily transportation for the contractor's personnel
between their living quarters and the site. The contract may specify the
standard of the facilities to be provided, taking into account requirements
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imposed by the applicable law in respect of the working conditions ofconstruction
personnel. It may be desirable for the contract to require, prior to the
commencement of construction on site, a joint inspection by the parties of the
facilities to be provided by the purchaser. The condition of the facilities as
ascertained by the inspection may be set forth in a protocol signed by both parties.

10. It is usually necessary to establish a workshop for the purposes of the
construction on site, and the contract may obligate the contractor to provide it.
The purchaser may wish to retain this workshop after construction has been
completed since it may be useful for the purposes ofrepairing and maintaining the
works. The cost of providing the workshop may be included in the contract price.

C. Construction on site to be effected by contractor

1. Machinery and tools for effecting construction

11. The contractor will need construction machinery (e.g., excavators, cranes,
earth movers) and tools (e.g., drills, saws) for effecting the construction on site,
and he may be obligated to equip himself with the machinery and tools that he
needs. In certain cases, however, it may be advantageous for the purchaser to
supply the contractor with some of the construction machinery and tools (e.g.,
when he has the possibility of inexpensively leasing such machinery and tools
for local currency). In such cases, the contract may enumerate the items to be
supplied by the purchaser, and provide that the contractor is responsible for
obtaining all the other items needed by him. Furthermore, it is advisable for the
contract to specify the rights and obligations of the parties in respect of items
supplied by the purchaser (e.g., whether the items are to be sold or leased to the
contractor, and whether the amount payable by the contractor in respect of the
sale or hire has been accounted for in the contract price or has to be paid
separately). The contract may also address other issues which will arise under
such arrangements, for example, the dates on which various items are to be
supplied, the quantity and quality of the items, which party is to be responsible
for maintenance and repairs, the purposes for which the items may be used,
and which party bears the risk of loss of or damage to the items. The same
issues will have to be addressed if the purchaser is to construct a portion of the
works, and he finds it advantageous to obtain from the contractor some of the
machinery and tools he needs for the construction.

12. Special licences and authorizations (e.g., customs clearances) may be
required in respect of construction machinery and tools imported by the
contractor into the country where the works is to be constructed, even if they
are to be exported after completion of the construction. The purchaser may be
obligated under the contract to assist the contractor in obtaining such licences
and authorizations, or to obtain them on behalf of the contractor.

13. The parties may wish to agree upon how the transport on the site needed
for effecting the construction is to be provided. For example, the contract may
require one of the parties to provide the vehicles needed, and may allocate
responsibility in respect of the maintenance, repair and replacement of the
vehicles. Issues connected with the transport of equipment and materials to the
site are discussed in chapter VIII, "Supply of equipment and materials",
paragraphs 11 to 14.
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2. Time for completion of construction

14. The contract should clearly set forth the times when the construction is to be
commenced and is to be completed by the contractor. The time for completion
may be determined either by reference to a calendar date or by reference to a
period of time. Ifconstruction is to be completed by a calendar date, it is advisable
for the contract to specify the situations in which this date may be postponed, and
the criterion for determining the length of postponement. The contract may
provide that construction is to be completed within a specified period of time in
cases where the date on which construction can commence is uncertain (e.g.,
because approval of the contract by a governmental institution is required before
the contract can enter into force, or because licences for the import of equipment
and material required for the construction have to be obtained by the purchaser).
The contract should specify when the period is to commence (see succeeding
paragraph), under what circumstances it will cease to run or will be extended or
shortened, and the criterion for determining the change in the period (see
paragraphs 24 to 26, below, chapter XXIII, "Variation clauses", paragraph 8, and
chapter XXIV, "Suspension of construction", paragraphs 13 and 14).

15. The parties may wish to provide that a period of time for completion of
construction is to commence from one of the following dates:

(a) The date on which the contract enters into force;
(b) The date on which the purchaser makes an advance payment of a part

of the price required to be made under the contract, or the date on which the
purchaser delivers to the contractor a guarantee as security that such an
advance payment will be made;

(c) The date on which the purchaser delivers a notification to the
contractor that the purchaser has obtained all licences for import of equipment
and materials, and all official approvals for construction of the works required
in the country where the works is to be constructed;

(d) The date on which the purchaser has delivered to the contractor all the
contract documents defining the scope of construction and the technical
characteristics of the works (e.g., designs, drawings) which are needed for the
commencement of construction;

(e) The date on which the site is handed over to the contractor.

16. Alternatively, the parties might refer to more than one of the dates
mentioned in the preceding paragraph, and provide that the period of time is to
commence to run from the date which occurs last. The consequences of a
failure by the contractor to complete construction in time are discussed in
chapter XVIII, "Delay, defects and other failures to perform" and in
chapter XIX, "Liquidated damages and penalty clauses".

17. Where only one contractor is engaged to construct the works and co
ordination by the purchaser of construction on site by several contractors is not
needed, it may be in the interest of the purchaser that the construction is
completed as early as possible. In such a case, the date fixed for completion, or
the end of the period of time for completion, may be considered as the final
time for completion, with earlier completion being permissible or even
encouraged (see chapter VII, "Price and payment conditions", paragraphs 28
to 30). Sometimes, however, the purchaser may not desire earlier completion
for various practical reasons, including his financial arrangements. The
contract should determine whether early completion is permitted.
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3. Time-schedule for construction

18. It is advisable for the contract to contain a time-schedule which
establishes the sequential order in which construction is to take place. A
time-schedule facilitates an evaluation of the progress of the construction. It
may also facilitate the determination of a change in time for completion of
construction when this time has tobe changed (see sub-section 4, below). The
parties may wish to negotiate a time-schedule acceptable to them prior to
entering into the contract, since it may be more difficult to reach agreement at
a later stage. However, where it is impracticable to formulate a complete and
detailed time-schedule prior to entering into the contract, the contract may set
forth a basic time-schedule dealing with the construction of major portions of
the works, and provide for a detailed time-schedule to be prepared by the
contractor within a specified period of time after the contract has entered into
force.

19. The time-schedule should be prepared in such a form (e.g., graphically or
by using computer facilities) as would permit the actual progress of the
construction to be recorded and compared with the time-schedule. One method
for designing the time-schedule which the parties may wish to consider is the
so-called "critical path method". In this method, the entire construction is
divided into individual tasks, and each task is assigned a period of time within
which it is to be performed. These periods are incorporated in a schematic
diagram depicting the sequence and interrelationship of construction activities.
Critical activities, i.e., activities on which other activities depend, form a
continuous chain, known as the critical path, through the schematic diagram.
This method may facilitate the evaluation of the consequences of delay in
certain construction activities upon other such activities.

20. Where several contractors are engaged for the. construction (see chapter
11, "Choice of contracting approach", paragraphs 17 to 25), each contract may
include a time-schedule of the sequence of construction under that contract to
enable the purchaser to harmonize it with the purchaser's overall time-schedule
for the construction of the entire works. However, while in some cases it may
be possible to stipulate the period of time within which the construction to be
effected by each contractor is to be completed, it may not be possible to specify
the dates for commencement of construction by each contractor (e.g., because
the exact dates of completion by other contractors are' uncertain). The contract
with each of the contractors may provide that the date on which that
contractor is to commence construction must fall within a period of time
specified in the contract, and may further provide that the date of commence
ment is to be specified in a notification to the contractor to be delivered within
a specified period of time prior to that date. The contract may further provide
that, if the purchaser does not require the commencement of construction by
the end of the specified period, the contractor is entitled to terminate the
contract (see chapter XXV, "Termination of contract").

21. The time-schedule may establish milestone dates (that is, dates by which
specified portions of the construction are expected to be completed) for the
purposes of assessing the progress of construction. The completion of a portion
of construction by a milestone date may be obligatory. When several
contractors are engaged for the construction, strict compliance by each
contractor with his own time-schedule will be necessary in order for the

114



construction to be successfully co-ordinated by the purchaser. In such cases,
therefore, the contract may provide that the milestone dates are obligatory, and
that a contractor who fails to meet a milestone date is liable for delay (see
chapter XVIII, "Delay, defects and other failures to perform", paragraphs 17
and 18).

22. When only a single contractor is engaged to construct the entire works,
milestone dates are not needed for the purposes of co-ordinating construction
activities; the single contractor will be obligated to co-ordinate the activities
and to complete construction of the entire works by the date specified in the
contract for completion. Nevertheless, even in such cases, obligatory milestone
dates may be useful to the purchaser. In the absence of milestone dates
requiring certain portions of the construction to be completed by those dates,
under some legal systems the purchaser may have no remedy until the date
fixed for completion of construction is reached, even where the contractor has
fallen far behind the time-schedule for construction. The purchaser may
therefore wish to provide in the time-schedule one or several obligatory
milestone dates by which certain major portions of the construction are to be
completed. The contract may provide that the purchaser is entitled to terminate
the contract if the contractor fails to complete one of those portions within a
reasonable or specified period of time after the passing of the relevant
milestone date (see chapter XVIII, "Delay, defects and other failures to
perform", paragraphs 17 and 18, and chapter XXV, "Termination of contract",
paragraph 9).

23. Non-obligatory milestone dates may be useful for certain purposes. For
example, the use of such dates to delimit the periods of time within which
portions of the construction are expected to be completed may facilitate the
determination of the length of an extension of time to be granted to a
contractor in the event of a variation or suspension of the construction.
However, a contractor who failed to meet a non-obligatory milestone date
would not be in delay in the performance of his construction obligations.

4. Change in time for completion ofconstruction

24. The time for completion of construction may need to be extended or
shortened in certain circumstances. If the law applicable to "the contract does
not adequately provide for such an extension or shortening, it is advisable for
the parties to do so in the contract. The circumstances requiring a change in the
time for completion is discussed in various other chapters of this Guide (see, for
example, chapter XXIII, "Variation clauses", paragraph 8, and chapter XXIV,
"Suspension of construction", paragraphs 13 and 14). If the time for
completion is changed, the time-schedule for construction will have to be
adapted accordingly.

25. The contract may obligate the contractor to notify the purchaser promptly
of the occurrence of any event on which the contractor intends to rely for the
exercise of his right to an extension of time for completion and of the causes of
the event. Furthermore, the contractor may be obligated to notify the
purchaser of the length of the extension which is needed as soon as the
contractor is in a position to specify that length. If, within a specified period of
time after the delivery of the notification, the parties fail to agree on the length
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of the extension which the contractor is to be given, the time for completion of
construction may be deemed under the contract to be extended by a period of
time reasonably needed for the completion. The parties may provide that, if
disputes between them are settled in arbitral or judicial proceedings (see
chapter XXIX, "Settlement of disputes"), the construction is not to be
interrupted during the proceedings.

26. A change in the time for completion of construction may require a
consequential extension of insurance cover in respect of the construction (see
chapter XVI, "Insurance") or of the period of validity of performance
guarantees (see chapter XVII, "Security for performance", paragraphs 10
to 12). The party who is obligated to obtain insurance or provide security may
be obligated to take the necessary measures.

D. Installation of equipment to be effected under contractor's guidance

27. Where the several contracts approach is adopted (see chapter 11,"Choice of
contracting approach", paragraphs 17to 25), the purchaser may wish to undertake
the installation of equipment supplied by a contractor, or to engage a local enter
prise to install the equipment. The contract may obligate the contractor to super
vise the installation. Such an arrangement would reduce the purchaser's outflow of
foreign exchange, and might lead to the acquisition of technical skills in his country.

28. It is advisable for the contract to specify the duties to be performed by the
contractor in the course of supervision. The contract may obligate him to give
specific instructions to the personnel installing the equipment on technical,
health and safety aspects of the installation. The contract may specify the
qualifications required of the persons to carry out the supervision on behalf of
the contractor, and may obligate the contractor to notify the purchaser of the
names of persons authorized to carry out the supervision. The contract may
indicate the estimated duration of the installation to be supervised, and the
approximate date when the installation is to commence. The contract may
obligate the contractor to commence his supervision within a specified period
of time after delivery to him by the purchaser of a notice to commence. The
contract may obligate the purchaser, within a specified period of time before
the supervision by the contractor is due to commence, to notify the contractor
of the personnel to be supervised.

29. The contract may obligate the contractor to inspect equipment installed
under his supervision in order to verify that the installation has been properly
carried out, and to notify the purchaser promptly of any defects which he
discovers or may reasonably be expected to discover at the inspection. The
contract may provide that the contractor is not liable for defects caused by a
failure of the purchaser or enterprise engaged by the purchaser to follow
instructions given by the contractor.

30. The purchaser, or a local enterprise engaged by the purchaser, may have
the technical capability to install the equipment without supervision by the
contractor. In such cases, the contract may obligate the contractor to give
advice on installation, if so requested by the purchaser. The contract may also
obligate the contractor to inspect the equipment installed after the installation
is completed, and to notify the purchaser promptly of any defects which he
discovers or may reasonably be expected to discover at the inspection.
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E. Access to site

31. Each party will need access to the site for certain purposes. The contract
may define access to the site to include access to the area where the
construction is to be carried out, and also to workshops, laboratories, stores
and other facilities established for the purposes of construction on site. Where
several contractors are engaged for the construction, in determining the access
to be given by the purchaser to a contractor to portions of the works
constructed by another contractor, account should be taken of undertakings as
to confidentiality (e.g., with regard to drawings, specifications or technology)
given by the purchaser to the other contractor.

32. It is advisable for the contract to regulate access to the site. The nature of
the access to be granted may depend upon which party is to be in physical
possession of the site and the works during construction. When the site and the
works during construction are to be in the physical possession of the
contractor, the contract may obligate him to give the purchaser, and persons
nominated by the purchaser, access to the site for the purpose of enabling them
to ascertain the progress of construction, and to exclude persons having no
right of access. When the site and the works during construction are to be in
the physical possession of the purchaser, the contract may obligate him to give
the contractor, and persons engaged by him (including subcontractors), access
for the purpose of constructing the works and ensuring curing defects during
the guarantee period (see chapter XIII, "Completion, take-over and acceptance",
paragraph 23). The contract may obligate each party to take such security
measures as are necessary to prevent loss of or damage to equipment, materials
and the works when the risk of loss or damage is borne by the other party (see
chapter XIV, "Passing of risk").

F. Assistance by contractor in purchasing equipment and materials

33. In cases where the purchaser is to construct a portion of the works, he
may sometimes find it advantageous to require the contractor to purchase on
his behalf some of the equipment and materials needed for the construction
(e.g., the contractor may be in a position to obtain such items more efficiently
or more inexpensively). The services relating to purchasing to be supplied by
the contractor may include suggesting appropriate specifications for the
equipment and materials; suggesting the contractual undertakings, including
quality guarantees, to be required from potential suppliers; selecting suitable
suppliers; preparing tender and other documents needed for entering into
contracts with suppliers; entering into purchase contracts on behalf of the
purchaser; and taking over and inspecting supplies. It is advisable for the
contract to contain special provisions concerning payment by the purchaser for
items purchased on his behalf by the contractor, since the payment conditions
applicable to the construction to be effected by the contractor may not be
appropriate in respect of those items.

34. The contract may specify the liability of the contractor for a failure to
perform his obligations. In contrast to the cases where the contractor engages
subcontractors or other persons for the performance of his own construction
obligations (see chapter XI, "Subcontracting", paragraphs 27 and 28), it may
be provided that the contractor is not liable if suppliers fail to perform their
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obligations under contracts which they have entered into with the purchaser.
The contractor may be liable only where he has failed to exercise the care which
can reasonably be expected from him in the performance of his obligations
related to purchasing.

35. In some cases, the purchaser may be capable of purchasing the necessary
equipment and materials himself, but may need assistance on a few issues (e.g.,
appropriate specifications for the equipment and materials, or the guarantees
which may be required from suppliers). In such cases, the contractor may be
obligated to give suitable advice.

G. Clearance of site

36. The contract may obligate the contractor to clear the site periodically of
excess materials and waste. Furthermore, it may obligate him to remove his
construction machinery and tools from the site after take-over or acceptance of
the works by the purchaser, with the exception of machinery and tools which
he may need to repair defects notified to him during the guarantee period. The
contract may also obligate the contractor to depart from the site after
completion of the construction, leaving it in a clean and workmanlike
condition. For the contractor's obligations with respect to his construction
machinery and tools when the contract is terminated, see chapter XXV,
"Termination of contract", paragraphs 23 to 25.
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Chapter x. Consulting engineer

SUMMARY

A consulting engineer as dealt with in this chapter is an engineer engaged
by the purchaser to render advice and technical expertise to the purchaser,
to take certain actions under the works contract on behalf of the
purchaser, or to exercise certain independent functions under the contract
(paragraphs 1 to 3). It is advisable for the works contract to set forth
clearly the authority and functions of the consulting engineer to the extent
that they affect the rights and obligations of the contractor (paragraph 4).
The contract need not authorize or regulate the rendering by the
consulting engineer of advice and technical expertise to the purchaser
(paragraphs 5 and 6). It is advisable, however, for the contract to set forth
any authority of the consulting engineer to act on behalf of the purchaser,
including any limitations on such authority (paragraphs 7 and 8).

In some works contracts, the parties may wish to provide for a consulting
engineer to exercise certain functions independently, rather than for or on
behalf of the purchaser (paragraphs 9 to 12 and 16). Such independent
functions may be limited to matters of a technical nature, and may
include, for example, resolving on site technical questions arising during'
the course of construction, resolving discrepancies, errors or omissions. in
the drawings or specifications, interpreting the technical provisions of the
contract, and certifying the existence of certain facts giving rise to rights
and obligations under the contract (paragraphs 13 and 14). The parties
may wish to consider whether the. consulting engineer should be
authorized to decide disputes between the parties (paragraph 15).

It is desirable for the contract to establish the extent to which an act of the
consulting engineer pursuant to an independent function is to be
considered binding on the parties. This may depend upon whether the act
relates to the resolution of routine problems and questions, or is in
connection with the settlement of a dispute between the parties (para
graphs 17 to 19).

If the consulting engineer is only to render advice and technical expertise
to the purchaser, or to act on behalf of the purchaser, he might be selected
by the purchaser alone. However, if he is to exercise independent
functions, the contractor may wish to have the right to participate in the
selection. It is desirable for the contract to establish procedures relating to
the selection and replacement of the consulting engineer (paragraphs 20
to 26). It may be desirable for the parties to deal with the question of
delegation by the consulting engineer of his authority, if they are able to
do so under the applicable law (paragraphs 27 and 28).

The contract might obligate the contractor to provide to the consulting
engineer such information or grant access to the site, places of
manufacture and the completed works to the same extent that he must
provide the information or grant access to the purchaser under the works
contract (paragraph 29).
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A. General remarks

1. The purchaser is likely to require the services of an engineer from the early
stages of an industrial works project. Prior to the conclusion of the works
contract, an engineer may be required in connection with the performance of
feasibility and other pre-contract studies (see chapter I, "Pre-contract studies"),
preparation of the design, drawings and specifications for portions or all of the
works, preparation of tender and contract documents (see chapter Ill,
"Selection of contractor and conclusion of contract"), and for advice on
various other technical matters. After the contract has been entered into, an
engineer may provide advice and technical expertise to the purchaser in
connection with the construction of the works. In some cases, the purchaser
may authorize an engineer to act on his behalf with respect to certain actions to
be taken by the purchaser under the works contract (see paragraphs 7 and 8,
below). In addition, an engineer may be authorized to exercise independent
functions under the works contract which directly affect the rights and
obligations of the parties (see paragraphs 9 to 19, below).

2. The scope of the functions to be exercised by an engineer may vary
depending upon the contracting approach chosen by the purchaser (see chapter
11, "Choice of contracting approach"). The scope would be greater, for
example, if the purchaser were to choose an approach involving several
contractors and the engineer was required to assist the purchaser in co
ordinating the performances of the various contractors, than if he were to
choose a turnkey contract in which such co-ordination was not normally
required. Even in a turnkey contract, however, the purchaser may find the
services of an engineer to be valuable in connection, for example, with
monitoring the progress and checking the quality of the construction performed
by the contractor.

3. In some cases, the purchaser may have on his own staff engineers who are
capable of supplying the various services which the purchaser will require in
connection with the construction of the works. In other cases, however, the
purchaser's staff may not be able to supply all the engineering services required,
and the purchaser may wish to engage an engineer in order to obtain those
services. Such a third-party engineer is referred to in this chapter as the
"consulting engineer". Even in cases where the purchaser's in-house engi
neering capabilities are sufficient, the. purchaser may wish to engage a
consulting engineer in order to supplement those capabilities, for example,
where a consulting engineer has particular expertise or experience in the type of
works or construction involved. In addition, if the works contract provides for
certain independent functions to be exercised by an engineer, the contract may
require that those functions be exercised by a third party, rather than by
engineers on the staff of the purchaser. In choosing a consulting engineer, the
purchaser may wish to consider whether the engineer who performed the pre
contract studies should be chosen (see chapter I, "Pre-contract studies",
paragraph 16).

4. The present chapter deals with provisions in the works contract with
respect to the authority and functions of a consulting engineer who is engaged
by the purchaser. As far as the consulting engineer is concerned, such authority
and functions will be established by the contract between him and the
purchaser, rather than by the works contract, to which the consulting engineer
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is not normally a party. To the extent that the consulting engineer takes actions
either on behalf of the purchaser or independently in his own right which are to
have consequences upon the rights and obligations of the contractor under the
works contract, it is advisable for the works contract, too, to set forth the
authority and functions of the consulting engineer. This will give the contractor
the legal authorization as well as the obligation to give effect to such actions of
the consulting engineer. It is important for the provisions of the works contract
with respect to the authority and functions of the consulting engineer to be
consistent with those of the contract between the purchaser and the consulting
engineer. If there is more than one works. contract for the construction of the
works, it is advisable for the provisions in those contracts with respect to the
authority and functions of the consulting engineer to be consistent.

B. Authority and functions of consulting engineer

1. Rendering services to purchaser

(e) Rendering advice and technical expertise to purchaser

5. With any type of works contract, it is important for the purchaser to possess
or to have access to the technical expertise necessary to satisfy himself that the
design and specifications for the works meet his requirements and that the
construction is progressing satisfactorily, and to take the various decisions and
exercise the other functions which are within his province under the contract.
For example, he must be able to approve the construction time-schedule
submitted by the contractor, monitor the progress of the construction, assess
the performance of the contractor in order to determine whether to make
payments claimed to be due, evaluate delays or defects in construction and
determine what measures to take in that regard, order variations or decide
upon variations proposed by the contractor, decide upon subcontractors
proposed by the contractor, deal with exempting impediments or hardship
situations and evaluate the results of inspections and tests. In certain contracts,
it may be necessary for the purchaser to contract for equipment and materials,
check and evaluate drawings submitted by the contractor, evaluate guarantees
proffered by contractors and suppliers and schedule and co-ordinate work
performed by various contractors. In a cost-reimbursable contract, it will be
necessary for the purchaser to ascertain whether the costs of items for which
the contractor seeks reimbursement are reasonable and correct. In a unit-price
contract, the purchaser will have to verify the amount of construction units to
be paid. The purchaser will often find it desirable to engage a consulting
engineer to advise him and render technical expertise as to matters such as
these.

6. If the consulting engineer merely renders such advice and expertise to the
purchaser, and does not, either on behalf of the purchaser or in his own right,
take actions which directly affect the contractor's contractual rights and
obligations, there is no need for the works contract to authorize or regulate the
exercise of such functions by the consulting engineer. On the other hand, it may
be desirable for the works contract to contain provisions designed to enable the
consulting engineer to perform such functions, or to facilitate that per
formance, such as provisions granting him access to the site or place of
manufacture or information necessary to monitor the progress of the work and
to exercise his other functions (see paragraph 29, below).
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(b) Acting on behalfofpurchaser

7. In addition to rendering advice and technical expertise to the purchaser, a
consulting engineer may be authorized to take, on behalf of the purchaser,
some or all of the acts of the nature referred to in paragraph 5, above. Since, in
some cases, such acts by the consulting engineer may directly affect the
contractor's contractual rights and obligations, it is advisable for the works
contract to set forth the authority of the consulting engineer in this regard,
including any limitations upon that authority (e.g., any restrictions on the
authority of the engineer to order or agree to variations on behalf of the
purchaser). In addition, it is advisable for the works contract to obligate the
purchaser to notify the contractor in writing of any addition to or change in the
authority of the consulting engineer effected after the contract has been entered
into.

8. It is desirable for the works contract to specify any authority of the
consulting engineer to communicate with the contractor on behalf of the
purchaser. For example, the contract might provide for communications
between the purchaser and the contractor dealing with matters within the
authority of the consulting engineer to be transmitted through the engineer.

2. Independent functions

9. The parties may wish to consider whether a consulting engineer should
exercise certain functions independently, rather than for or on behalf of the
purchaser. Such a practice is sometimes a feature of works contracts in certain
areas of the world, but may be unfamiliar in other areas. It may have certairi
advantages. For example, it could enable technical questions arising during the
course of construction to be resolved expeditiously and in an independent
manner by one who is conversant with the construction and knowledgeable
about the project, and who has immediate access to the relevant personnel,
factual information and correspondence. An act taken independently by a
consulting engineer in whom both parties have confidence may be more readily
accepted by the parties than one taken by or on behalf of one of them, and
might avoid time-consuming and costly arbitral or judicial proceedings.

10. On the other hand, there may be certain disadvantages to the exercise of
independent functions by a consulting engineer. For example, if the consulting
engineer is chosen, engaged and paid by the purchaser, the contractor may
question whether the consulting engineer will be able to perform his
independent functions impartially. Such concern may arise, in particular, if, in
addition to his independent functions, the consulting engineer is to perform
various other functions for or on behalf of the purchaser. The contractor may
question the ability of the consulting engineer to shift from protecting the
interests of the purchaser in some cases to acting impartially and independently
in other cases.

11. In theory, it would be possible for each party to appoint a consulting
engineer and to have independent functions performed by agreement between
them. It would also be possible for the purchaser to engage one consulting
engineer to render advice and technical expertise to him or to act on his behalf,
and another one to exercise independent functions. In practice, however, such
arrangements could prove cumbersome.
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12. The ability of the consulting engineer to exercise independent functions,
the scope of such functions and the degree to which independent acts by the
consulting engineer are to be binding upon the parties,may depend upon the
extent to which both parties participate in the selection of the consulting
engineer (see section C, below). For example, if the consulting engineer is
selected exclusively by the purchaser, a contractor might be reluctant to agree
to the exercise of any independent functions by the consulting engineer; or, he
might agree to the exercise by the consulting engineer of independent functions
of only a restricted scope. Also, he may not agree to accord any binding effect.
to independent acts of the consulting engineer, or may agree only to a limited
binding effect (see paragraph 17, below). Permitting both parties to participate
in the selection of the consulting engineer could enable the independent role of
the consulting engineer to be broadened. However, even in the case where the
consulting engineer is selected by the purchaser alone, the selection of an
engineer who has a high international reputation for competence and fairness
could increase the acceptability to potential contractors of a broader
independent role of the consulting engineer.

13. With respect to the types of independent functions which the consulting
engineer may exercise, the parties may wish to limit those functions to such
matters of a technical nature as the methods of construction, specifications of
equipment and materials to be incorporated in the works, and the quality of the
works. For example, the parties may wish to authorize the consulting engineer
to be on site to be able expeditiously to answer technical questions which arise
during the course of construction, to resolve discrepancies, errors or omissions
in the drawings or specifications or to interpret technical provisions of the
contract. In addition, the parties might wish to authorize the consulting
engineer to certify the existence of certain facts which would give rise to rights
or obligations under the contract. For example, the consulting engineer might
be authorized to certify the entitlement of the contractor to payments claimed
by him, the existence of a delay in construction, or the occurrence and duration
of events asserted by a party to be exempting impediments, to give rise to rights
under a hardship clause, or to justify suspension of construction. He might also
be authorized to certify whether mechanical completion tests or performance
tests are successful, or the existence of circumstances asserted by the contractor
as a ground for objecting to a variation ordered by the purchaser.

14. Some of the functions referred to in the previous paragraph might be
exercised by the consulting engineer either on behalf of the purchaser or
independently, such as certifying the entitlement of the contractor to payment,
or that mechanical completion tests were successful. It is advisable for the
contract to indicate clearly whether a particular function is to be exercised on
behalf of the purchaser or independently, and to exclude from independent
functions those functions which are to be exercised on behalf of the purchaser.

15. The parties may wish to consider whether the consulting engineer should
be authorized to decide disputes between the parties concerning matters of a
technical nature. If the parties designate a referee to deal with such disputes
(see chapter XXIX, "Settlement of disputes", paragraphs 16 to 21) who is
different from the consulting engineer, they may wish to restrict the authority
of the consulting engineer to resolving routine problems and questions and
certifying the existence of facts (see paragraph 13, above). The consulting
engineer might himself exercise the role of a referee to settle disputes. In such a
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case, considerations such as those discussed in paragraphs 10 to 12, above, are
likely to be relevant. For example, such a role is more likely to be acceptable to
the contractor if he can participate in the selection of the consulting engineer. If
the consulting engineer is to exercise that role, the settlement of such issues as
the appointment of the consulting engineer and the scope of his authority to
decide disputes may be in accordance with the discussion concerning the referee
in chapter XXIX, "Settlement of disputes", paragraphs 17 to 19.

16. If the consulting engineer is to be authorized to exercise independent
functions, the contract should provide that those functions are to be exercised
impartially with respect to the purchaser and the contractor. Moreover, the
contract should provide that the consulting engineer is to apply and give effect
to the provisions of the contract, and not simply to act in accordance with his
own conception of fairness and without regard to the contract.

17. It is desirable for the contract to establish the extent to which an act of the
consulting engineer pursuant to an independent function is to be considered
binding on the parties. With respect to the resolution of routine problems and
questions and certification of the existence of facts, the contract might provide
that any such act may be referred by either party for review in dispute
settlement proceedings provided for in the contract. Another possibility may be
to provide that acts involving a value less than a stipulated amount are to be
binding on the parties and non-reviewable. The contract might also provide
that any matter upon which the consulting engineer has failed to act within a
specified period of time after having been requested by a party to do so may be
referred to dispute settlement proceedings, unless the contract provides another
means of dealing with the matter.

18, As to the status of the act in question during the pendency of dispute
settlement proceedings, the contract might provide that the act must be
conformed to or complied with until it is modified or reversed in such
proceedings, or unless the tribunal conducting the proceedings otherwise
decides as an interim measure (cf. chapter XXIX, "Settlement of disputes",
paragraph 21). Such an approach would avoid lengthy and costly interruptions
in the construction. If that approach is adopted, however, the contract might
entitle either party to be compensated by the other party for any costs incurred,
not otherwise compensated under the contract, as a result of conforming to or
complying with an act of the consulting engineer which is subsequently
modified or reversed in dispute settlement proceedings.

19. With respect to the settlement of disputes by the consulting engineer, the
discussion in chapter XXIX, "Settlement of disputes", paragraphs 16 to 21,
concerning the settlement of disputes by a referee, is also relevant to questions
concerning the binding nature of a decision by the consulting engineer and the
status of such a decision during the pendency of dispute settlement proceedings.

C. Selection and replacement of consulting engineer

20. If the consulting engineer is only to render technical advice and technical
expertise to the purchaser, or to act on behalf of the purchaser, he might be
selected by the purchaser alone. However, if he is to exercise independent
functions, the contractor may wish to have the right to participate in the
selection (see, e.g., paragraphs 10 to 12, above).
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21. In some cases, the purchaser may designate the consulting engineer in the
tender documents. In deciding on whether or not to submit a tender, a
potential contractor may take into consideration his knowledge of the
designated consulting engineer or his reputation and the role to be played by
the consulting engineer under the works contract,particularly if the consulting
engineer is to exercise independent functions. It is, therefore, in the purchaser's
own interest to designate a firm which is likely to be acceptable to potential
contractors.

22. If the consulting engineer is to be selected by the purchaser alone after the
works contract has been entered into and the consulting engineer is to act on
behalf of the purchaser, it is desirable for the contract to obligate the purchaser
to deliver to the contractor written notice of the name and address of the
consulting engineer. If the consulting engineer is only to render advice and
assistance to the purchaser, such a provision may not be necessary.

23. If the contractor is to participate in the selection of a consulting engineer
after the contract has been entered into and the consulting engineer is to
exercise independent functions, it would be desirable for the contract to provide
a mechanism for the selection. The contract might require the purchaser to
notify the contractor in writing of the name and address of the proposed
consulting engineer and seek the contractor's consent to his appointment. It
might permit the purchaser to engage the proposed consulting engineer
immediately, but provide that the consulting engineer is not to exercise any
independent functions until the contractor consents in writing to the appoint
ment of the consulting engineer. This would enable the consulting engineer to
render technical advice and expertise to the purchaser and to take actions on
his behalf, and thus permit the construction to proceed to the extent that it can
in the absence of the performance of independent functions by a consulting
engineer. The contract might further provide that the consulting engineer may
exercise the independent functions provided for in the contract if the purchaser
does. not receive, within a specified period of time after the despatch of his
notice to the contractor, his written objection to the appointment specifying his
grounds for the objection.

24. The parties may wish to consider various possible approaches to deal with
the case where the contractor objects to the consulting engineer proposed by
the purchaser. Under one approach, the contract might obligate the purchaser
to propose another consulting engineer to exercise independent functions who
meets the contractor's objections. Under another approach, the contractor
might provide for the parties to agree upon a third person to select the
consulting engineer. Under a third approach, the contract might permit either
party to submit the question of the appointment of the consulting engineer to
dispute settlement proceedings. If, in those proceedings, the contractor's
objection is found not to be reasonable, the contract may authorize the
consulting engineer to perform independent functions. If the objection is found
to be reasonable, the purchaser may be obligated to propose another consulting
engineer to perform the independent functions who meets the contractor's
objections. Alternatively, the contract might permit the purchaser to request
the person, tribunal or court before which the proceedings are brought to
substitute its consent to the appointment of the consulting engineer for that of
the contractor, if it is competent under the applicable law to do so.
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25. The contract might also contain provisions to deal with the case where the
consulting engineer must be replaced after the contract has been entered into. If
the original consulting engineer was selected by the purchaser alone after the
conclusion of the contract, then the replacement might also be chosen by the
purchaser alone, subject to his giving written notice to the contractor of the
name and address of the replacement if such notice was required for the
appointment of the original consulting engineer. If the original consulting
engineer was stipulated in the works contract, or if the contractor participated
in the selection of the consulting engineer after the works contract was entered
into, the contract might entitle the contractor to participate in the selection of
the replacement. Procedures in that regard may be similar to those described in
the previous paragraphs with respect to the participation by the contractor in
the selection of the original consulting engineer.

26. It is desirable for the contract to provide that acts taken by the original
consulting engineer which are in effect at the time of the appointment of the
replacement are to remain in effect to the same extent as if the original
consulting engineer had not been replaced.

D. Delegation of authority by consulting engineer

27. The delegation of authority by the consulting engineer will often be
regulated by rules of the applicable law. However, it may be desirable for the
parties to deal with that question in the contract, if they are able to so (i.e. if
not restricted by mandatory rules of law). For example, in cases where the
consulting engineer is to exercise independent functions, the parties may
consider it desirable to provide that he may not delegate his authority to
exercise those functions to another consulting engineer without the written
consent of both parties. If such a restriction is desired, it is advisable to include
it both in the purchaser's contract with the consulting engineer and in the
works contract. Similarly, in cases where the consulting engineer is to act on
behalf of the purchaser, it is advisable for any limitations which the purchaser
may wish to impose upon the ability of the consulting engineer to delegate his
authority to exercise such functions to be contained both in the purchaser's
contract with the consulting engineer and in the works contract, so that the
contractor is made aware of and subject to those limitations.

28. The contract might also provide that any acts taken by a person to whom
authority has properly been delegated by the consulting engineer shall have the
same effect as if the acts had been taken by the consulting engineer himself. It
might also provide that the consulting engineer may take any act which the
person to whom authority has been delegated is authorized to take but has not
taken.

E. Information and access to be provided to consulting engineer

29. In order to enable the consulting engineer to exercise his functions
effectively, he may need to have various types of information, as well as access
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to the site, access to the places of manufacture of equipment, materials and
supplies to be incorporated in the works, and access to the works during
construction and to the completed works. The contract might obligate the
contractor to provide such information or grant such access to the consulting
engineer to the same extent that he must provide the information or grant the
access to the purchaser under the works contract.
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Chapter XI. Subcontracting

SUMMARY

The term "subcontracting" as used in this Guide refers to the engagement
by the contractor of a third person to perform certain of the contractor's
obligations under the works contract. It is desirable for the contract to
contain provisions dealing with the permissible scope of subcontracting,
the selection of subcontractors and other aspects of subcontracting. It is
also desirable for the contract to specify the obligations of the contractor
which are to be subject to those provisions (paragraphs I to 4). Under
many legal systems, no legal relationship exists between the purchaser and
the subcontractor. It may be desirable for the works contract to deal with
certain consequences which arise from this fact (paragraphs 5 and 6).

In particular cases, the contract might prohibit the contractor from
subcontracting the performance of some, or all, of his obligations
(paragraphs 8 and 9).

With regard to the selection of subcontractors, the parties might consider
two basic approaches: the selection of subcontractors by the contractor
alone (paragraph 10), and participation of the purchaser in the selection of
subcontractors (paragraphs 11 to 26).

If possible, it is desirable for the parties to agree upon the subcontractors
prior to entering into the works contract. The names of the subcontractors
may be specified in the contract, in order to avoid disputes as to the choice
of subcontractors. Alternatively, the parties might agree upon a list of
acceptable potential subcontractors, from which the subcontractor would
be selected by the contractor (paragraphs 13 and 14).

If the contract provides for the subcontractors to be selected with the
participation of the purchaser after the contract had been entered into
(paragraph IS), the contract might entitle the purchaser to raise
reasonable objections to a subcontractor proposed by the contractor
(paragraphs 16 to 19), or obligate the contractor to engage as a
subcontractor a firm nominated by the purchaser, subject to the right of
the contractor to object to the firm on specified grounds (paragraphs 20 to
26). The nomination system should be used with caution, and with a full
understanding of the procedures involved, as well as of the contractual
provisions and their consequences (paragraph 23). In either case, it is
advisable for the parties to agree upon an expeditious procedure for
dealing with disputes between themselves concerning the engagement of a
subcontractor (paragraphs 17 and 18, and 26, respectively).

The parties may wish to provide that the engagement by the contractor of
a subcontractor to perform any obligation of the contractor under the
works contract does not diminish or eliminate the liability of the
contractor for a failure to perform that obligation (paragraph 27). The
contract might also require the contractor to indemnify the purchaser
against losses resulting from damage caused by the subcontractor to
property of the purchaser, or resulting from liabilities incurred by the
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purchaser towards third persons as a result of acts or omissions of the
subcontractor, to the same extent that the contractor would be liable to
the purchaser had those losses resulted from an act or omission of the
contractor himself. Alternatively, the contract might leave those issues to
be resolved by the applicable law (paragraph 28).

In some situations, the purchaser might wish the subcontractor to
undertake certain obligations towards him, and might wish to be able to
claim directly against the subcontractor for a failure to perform those
obligations. The parties may wish to consider providing in the works
contract a mechanism to make this possible (paragraphs 29 to 31).

The parties may consider it desirable for the works contract to authorize
the purchaser to pay a subcontractor directly and to recover from the
contractor the sums paid or otherwise be credited for those payments
(paragraphs 32 to 34), and to provide for co-operation and communica
tion between the purchaser and a subcontractor (paragraphs 35 and 36).

It is desirable for the provisions of the works contract and of the
subcontract to be compatible (paragraph 37).

A. General remarks

1. The term "subcontracting" as used in this Guide refers to the engagement
by the contractor of a third person to perform on behalf of the contractor
certain of the contractor's obligations under the works contract. The term
includes, for example, third persons who are engaged by the contractor to
install equipment or to supply other construction services, or to manufacture
major equipment which the contractor is obligated to supply for incorporation
in the works. The term does not include third persons from whom the
contractor obtains standard equipment, materials or services used by the
contractor himself in connection with the performance of his contractual
obligations. The latter type of third persons, sometimes referred to as
"suppliers", is not dealt with in the Guide. Contractual relations with those
third persons do not present the special problems presented by contractual
relations with subcontractors; accordingly, only the latter need be dealt with in
the works contract..

2. It is difficult to draw a precise borderline between subcontractors and
suppliers. While certain third persons engaged by the contractor may clearly
fall within one category or the other, others will not. Therefore, it is advisable
for the parties not to attempt to differentiate in the contract between them.
Rather, it is preferable for the contract to specify the obligations' of the
contractor which are to be subject to the contractual provisions restricting or
regulating the engagement by the contractor of a third person to perform his
contractual obligations. 1

3. It is common for a contractor to engage subcontractors to perform certain
of his obligations under a works contract. A contractor might not possess the
expertise, personnel, equipment or financial resources to perform by himself all
of the specialized work for which he is responsible under the contract. Even if a
contractor is able to perform all of his contractual obligations himself, he might
be required by regulations in force in the country where the works is to be
constructed to engage local subcontractors to perform certain types of
obligations. In some situations, an organization, such as a State foreign trade
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organization which does not itself possess the capability of performing any
aspect of the construction, may enter into a contract for the construction of an
industrial works, and subcontract for the performance of all of the construction
obligations under the works contract.

4. It is desirable for a works contract to contain provisions dealing with the
permissible scope of subcontracting, the selection of subcontractors and other
aspects of subcontracting. Without such provisions, under some legal systems a
contractor might be able to subcontract more liberally than would be desirable
from the point of view of the purchaser; under other legal systems his ability to
subcontract without the express consent of the purchaser might be restricted.
The parties should give due attention to provisions on subcontracting when
negotiating and drafting the works contract, since unsatisfactory treatment of
issues associated with subcontracting could result in problems with the progress
of the construction and the quality of the works. In formulating provisions on
subcontracting, the parties should consider any mandatory rules on the subject
in the law applicable to the contract, and mandatory legal rules of an
administrative or other public nature in force in the country where the works is
to be constructed (see chapter XXVIII, "Choice of law", paragraph 22).

5. Since a subcontract is a contract solely between the contractor and the
subcontractor, under many legal systems no legal relationship exists between
the purchaser and the subcontractor. Thus, if the subcontractor fails to
perform, he is liable only to the contractor. The purchaser can recover only
from the contractor for loss suffered by the purchaser as a result of the failure
of the subcontractor to perform, and only if the contractor is liable to the
purchaser under the works contract for that loss (see paragraph 27, below).
Similarly, in those legal systems where there is no legal relationship between the
purchaser and the subcontractor, the purchaser is not obligated to pay the
subcontractor for his services; the subcontractor must seek payment from the
contractor, who will in turn recover that payment in some form from the
purchaser under the works contract (see, however, paragraphs 32 to 34, below).
For example, the cost of the services of the subcontractor may be included in a
lump-sum price charged by the contractor, or it may be reimbursed to the
contractor in the case of a cost-reimbursable contract. In some legal systems,
however, certain legal rights and obligations flow directly between the
purchaser and the subcontractor by operation of law.

6. The absence of a contractual relationship between the purchaser and the
subcontractor could be beneficial to the purchaser by, for example, insulating
him from disputes between the contractor and the subcontractor with respect to
a failure by the subcontractor to perform or a failure by the contractor to pay
the subcontractor. However, this insulation is usually not complete, and it may
be desirable for the works contract to contain provisions dealing with matters
of concern to the purchaser in relation to the subcontractor. These are
discussed in subsequent sections of this chapter.

B. Right of contractor to subcontract

7. In some countries, there are legal rules obligating the contractor to
subcontract certain works to national enterprises. Where such legal rules do not
exist, the parties should provide in the contract whether, and to what extent,
the contractor is entitled to subcontract.
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8. The purchaser might rely upon the contractor's expertise and reputation
for the creation of the design, the supply of certain equipment or materials for
the works, or the performance of certain services in connection with the
construction; he may therefore wish the contractor to perform those obligations
himself. On the other hand, the purchaser might expect the contractor to
subcontract for the supply of certain other equipment, materials or services. In
addition, a purchaser who supplies the technology or design might wish to
restrict or prohibit the contractor from subcontracting in order to protect the
confidentiality of the technology or design.

9. Different approaches are possible for restricting or prohibiting the
contractor from subcontracting. In some cases, the parties might wish to
provide that the contractor cannot subcontract a major portion of his
obligations with respect to the construction of the works. In other cases, the
contract might specify those obligations which the contractor cannot sub
contract and those which may be subcontracted, subject to the other provisions
of the contract (e.g., those discussed in the following section). In still other
cases, the parties might agree that the contractor cannot subcontract any of his
obligations. In cases in which the contractor is an organization which does not
itself possess the capability of performing any aspect of the construction (see
paragraph 3, above), the contract might permit the contractor to subcontract
for the performance of all of his construction obligations.

C. Selection of subcontractors

1. Selection by contractor alone

10. In.some cases, the purchaser may have little or no interest in the selection
of a subcontractor. In those cases, the selection of the subcontractor might be
left exclusively to the contractor.

2. Participation by purchaser in selection ofsubcontractor

11. In other cases, however, the purchaser may have a concrete interest in the
selection of a subcontractor. He may be interested in being assured that the
subcontracted obligations will be performed by a firm that possesses the
expertise and resources needed to perform those obligations satisfactorily. The
purchaser may wish to be assured that particular equipment to be installed will
be of a certain standard which can be met only by certain subcontractors. In
contracts in which the price charged by a subcontractor will directly affect the
price payable by the purchaser to the contractor, such as in cost-reimbursable
contracts, the purchaser will be interested in having the subcontracted
obligations performed at the most reasonable price. The purchaser may wish to
restrict the contractor to the employment of local subcontractors, or he may be
obligated to do so by the law of the country where the works is to be
constructed. Due to arrangements with a foreign financing organization, the
purchaser may be obligated to ensure that subcontracts amounting to a certain
value are entered into with firms from the country of that organization.
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12. The circumstances mentioned in the preceding paragraph may be
accommodated by having the contract provide for the purchaser to participate
in the selection of a subcontractor. The degree and nature of the purchaser's
participation may vary, depending on the contracting approach chosen by the
parties (see chapter 11, "Choice of contracting approach") and the importance
to the purchaser of being able to exercise control over the cost and quality of
the performance of the obligations to be subcontracted. Purchasers should be
aware, however, that the inclusion in the contract of a right to compel a
contractor to subcontract with a particular subcontractor could have adverse
financial consequences for a purchaser, since the contractor might include in
his price the cost of exercising increased supervision over a subcontractor with
whose work he may not be familiar, as well as an increment to account for the
increased risk resulting from being liable to the purchaser for losses due to
failures to perform by the subcontractor. In addition, the purchaser should be
aware that his participation in the selection of subcontractors could diminish
the liability of the contractor arising from failure by the subcontractor to
perform (see paragraph 27, below).

(a) Specification ofsubcontractors in works contract

13. If possible, and in particular when the equipment, materials or construction
services to be supplied by a subcontractor are critical for the construction, it is
desirable for the parties to agree upon the subcontractors prior to entering into the
works contract, and for the names of the subcontractors to be specified in the
contract. This will avoid disputes as to the choice of subcontractors in particular
instances, and the interruptions of the work and the financial consequences which
may arise from those disputes. Moreover, such an approach might help to avoid
"bid-shopping" by the contractor after the contract has been awarded. Under that
practice, a contractor uses a bid which he has obtained for a subcontract from one
firm, and upon which his own contract price was based, to try to obtain lower bids
for the subcontract from other firms, and possibly to force a lower bid from the
first firm. If the contractor is successful in procuring a lower bid from the first firm
(which, in most lump-sum contracts, will not lead to a reduction of the price
payable by the purchaser), that firm may be induced to reduce his expenses and to
perform the subcontract less satisfactorily in order to prevent his profit margin
from being reduced.

14. The works contract might specify that a particular subcontractor is to
perform a certain aspect of the construction. Alternatively, it might include a
list of acceptable potential subcontractors who have been agreed to by the
purchaser and the contractor. The agreement of the purchaser to a sub
contractor or to a list of potential subcontractors might be facilitated if the
contractor were to obtain bids from proposed subcontractors and present them
to the purchaser together with details of their past work records. However, the
solicitation of bids by the contractor could result in extra expenses to him
which would ultimately have to be borne by the purchaser. Moreover, in
contracts other than cost-reimbursable contracts, the contractor may be
reluctant to reveal to the purchaser bids submitted by subcontractors.

(b) Participation by purchaser in selection ofsubcontractor after works contract
entered into

15. There is an increased possibility of disputes arising between the parties as
to the subcontractors to be engaged when the subcontractors are to be selected
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after the contract has been entered into. This could result in an interruption of
the work, with possible financial consequences for both parties. The use of this
approach, therefore, requires a high degree of co-operation and prompt
communication between the parties. For example, if the contract provides for a
subcontractor to be proposed by the contractor or nominated by the purchaser
(discussed below), it would be desirable for the other party to inform the
proposing or nominating party as early as possible of potential subcontractors
who do not meet with his approval. The following paragraphs discuss various
possible procedures for participation by the purchaser in the selection of a
subcontractor after the works contract has been entered into.

(i) Right ofpurchaser to object to subcontractor proposed by contractor

16. The contract might provide that the contractor cannot engage as a
subcontractor a firm against which the purchaser has a reasonable objection.
The contract could obligate the contractor to deliver to the purchaser a written
notice of his intention to subcontract with a particular firm, including the name
and address of the firm and the work to be performed by it. In contracts in
which the price charged by the subcontractor will directly affect the price to be
paid by the purchaser, e.g., cost-reimbursable contracts, and lump-sum
contracts incorporating the documentary-proof method for price revision (see
chapter VII, "Price and payment conditions", paragraphs 56 and 57), it is
desirable for the notice also to include the price to be charged by the firm. The
parties may also wish to consider requiring the contractor to provide to the
purchaser a copy of the proposed subcontract, as well as additional
information relative to the firm which the purchaser might reasonably require.
Unless the purchaser delivers to the contractor a written objection to the
engagement of the firm within a specified period of time after receiving the
notice, specifying reasonable grounds for the objection, the contractor would
be permitted to engage the firm.?

17. It is advisable for the parties to agree upon an expeditious procedure for
dealing with disputes concerning objections by the purchaser to the sub
contractor proposed by the contractor, so that the interruption of construction
is prevented or minimized. Under one approach, either party might be
permitted to submit the dispute immediately for settlement in dispute
settlement proceedings (see chapter XXIX, "Settlement of disputes"), and the
works contract might provide for a decision to be rendered within a short
period of time (e.g., one month). No subcontractor would be engaged until the
dispute was resolved, but the construction would be interrupted only to the
extent that it could not be performed without a subcontractor having been
engaged. If the purchaser's objections were found to be reasonable, the
contractor could be obligated to propose another subcontractor and to bear the
financial consequences of the interruption of construction. If the purchaser's
objections were found not to be reasonable, the contractor could be permitted
to subcontract in accordance with his notice to the purchaser, and the
purchaser could be required to bear the financial consequences of the
interruption of construction.

18. Under another approach, the contractor might be obligated to deliver to
the purchaser a new notice of intention to subcontract within a short period of
time (e.g., one week) after receipt of the purchaser's objection to the
subcontractor originally proposed. If the firm proposed as a subcontractor in
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the new notice was acceptable to the purchaser, that firm would be engaged by
the contractor. The dispute concerning the reasonableness of the purchaser's
objection to the firm proposed in the first notice of intention to subcontract
could be submitted to dispute settlement proceedings immediately or at some
later time. The pendency of those proceedings would not postpone the
engagement of the firm proposed in the new notice of intention to subcontract.
If, in the dispute settlement proceedings, the purchaser's objections were found
not to be reasonable, the purchaser could be required to bear the financial
consequences of any interruption in construction, and the additional financial
consequences to the contractor of engaging the new firm rather than the one
proposed originally. If the purchaser's objections were found to be reasonable,
the contractor could be required to bear those consequences and losses. For the
case where the firm proposed in the new notice was not acceptable to the
purchaser, the contract might provide a procedure such as that described in
paragraph 17, above.

19. In certain types of contracts, e.g., cost-reimbursable contracts, the parties
may wish to consider requiring the contractor to solicit bids from a certain
number of firms for the performance of the. obligations to be subcontracted;
and to submit them to the purchaser with an indication of those bids which he
would be prepared to accept. The subcontractor would be selected from those
bidders by the purchaser. This mechanism might not be appropriate for the
supply of highly specialized items or services, since there might not exist a
range of firms from which bids could be solicited.

(ii) Nomination system

20. Even more extensive involvement by the purchaser in the selection of
subcontractors may be provided by having the purchaser himself select the
subcontractor and require the contractor to execute a subcontract with him.
This, in essence, is the system of "nomination", which is common in certain
parts of the world.

21. Under the nomination system, the purchaser identifies and negotiates with
prospective subcontractors to perform obligations which are specified in the
contract as being subject to that system. Those negotiations may take place
before the works contract is entered into. If so, it may be possible to include in
the contract the essential terms of a subcontract to be concluded by the
contractor, including the price. In a lump-sum contract, if a price for the
subcontracted work is not established at the time of entering into the contract,
an estimated price for that work may be set forth in the contract, and the
contract price may be increased or decreased by the difference between the
estimated price and the actual price for the subcontracted work. In essence, the
subcontracted work would be cost-reimbursable (see chapter VII, "Price and
payment conditions", paragraphs 10 to 24). In any event, the contract would
obligate the contractor to enter into a subcontract with the firm nominated by
the purchaser.

22. There are various advantages to the purchaser of a mechanism such as the
nomination system. It enables the purchaser to choose a subcontractor, and
gives the purchaser a large measure of control over the price and other terms
under which the subcontracted obligations will be performed. It also enables
him to make use of a particular design, equipment or services supplied by a
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particular subcontractor. In addition, it is a way for the purchaser to ensure
that subcontracts are awarded to local firms. These benefits may be achieved by
the purchaser without himself having to enter into a contractual relationship
with the subcontractor.

23. However, the nomination system should be used with caution and with a
full understanding of the procedures involved, as well as of the contractual
provisions and their consequences. There are various pitfalls which could be
encountered in the use of the system and these should be dealt with by
appropriate contractual provisions. For example, unless clearly negatived by
the contract, the high degree of the purchaser's involvement in the selection of
a subcontractor might lead to an undesired implication that contractual rights
and obligations flow directly between the subcontractor and the purchaser, or
that the contractor's liability for a failure to perform by the subcontractor is
restricted or excluded. In the latter case, in addition to being unable to recover
from the. contractor, the purchaser may be unable to recover from the
subcontractor, with whom he has. no contractual relationship, and he would
have to bear the loss himself. These consequences could· be avoided by
providing in the contract that the engagement by the contractor of a
subcontractor to perform any obligation of the contractor under the contract
does not diminish or -eliminate his liability for a failure to perform that
obligation (see paragraph 27, below; however, see, also, paragraph 24, below).
In addition, in negotiating with a firm which may be nominated as a
subcontractor, the purchaser must take care that the results of those
negotiations cahnotbe construed as an agreement that that firm will be
engaged as a subcontractor. Otherwise, the purchaser might be held liable to
that firm if it were not to be ultimately engaged as a subcontractor by the
contractor. Due to the disadvantages and pitfalls of the nomination system, the
purchaser may wish to consider whether it would be preferable for him to
engage a firm directly as a separate contractor instead of nominating it as a
subcontractor.

24. If the nomination system is adopted, it may be advisable to allow the
contractor to object to the firm nominated as subcontractor on certain
grounds,in order to protect the contractor against being obligated to enter into
a contractual relationship with a subcontractor which is unduly prejudicial to
the contractor's interests. These grounds might include, for example, one .or
more of the following:

(a) The refusal of the firm nominated as subcontractor to undertake
towards the contractor obligations and liabilities of the same scope as are
imposed on the contractor towards the purchaser, including obligations and
liabilities with respect to quality, timing, guarantees, and financial amounts of
liability;

(b) The refusal of the firm nominated as subcontractor to agree to
indemnify the contractor against any liability which the contractor incurs
towards the purchaser or a third person as a result of acts or omissions of the
subcontractor;

(c) The lack of qualifications to perform the obligations to be sub
contracted on the part of the firm nominated as subcontractor;

(d) Any other reasonable objection of the contractor to subcontracting with
the firm nominated as subcontractor. This could include, for. example, that the
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contractor has previously had unsatisfactory experience with that firm, or that
its financial situation prejudices its ability to perform satisfactorily.

25. The parties may wish to consider certain approaches to deal with cases in
which the contractor objects to a firm nominated by the purchaser as a
subcontractor because that firm refuses to undertake towards the contractor
obligations and liabilities of the same scope as are imposed on the contractor
towards the purchaser. For example, the works contract might obligate the
contractor to enter into the subcontract if the purchaser agrees to a reduction
in the scope of the obligations of the contractor towards the purchaser, so that
they match the obligations of the subcontractor towards the contractor.
Alternatively, the contract might limit the damages payable by the contractor
to the purchaser in the event of a failure by a subcontractor to perform to no
more than the damages that are recoverable by the contractor from the
subcontractor.

26. The parties should consider what should occur if a dispute arises from a
refusal by the contractor to enter into a contract with a firm nominated by the
purchaser as a subcontractor. In this regard, the parties may wish to consider
approaches comparable to those described in paragraphs 17 and 18, above,
with the financial consequences to be allocated on the basis of whether or not
the contractor's refusal to engage that firm was justified.

D. Extent of liability of contractor for losses of purchaser due to
failure to perform by subcontractor or other acts or omissions of

subcontractor

27. The parties may wish to consider the extent to which the contractor
should be liable to the purchaser for a failure by the former to perform an
obligation under the works contract if the failure resulted from failure of the
subcontractor to perform the subcontract. In this regard, they may wish to
provide that the engagement by the contractor of a subcontractor to perform
any obligation of the contractor under the works contract does not diminish or
eliminate the liability of the contractor for a failure to perform that obligation.'
This approach would preserve the purchaser's right to redress for losses
arising frorn a failure of a subcontractor to perform. If, under the works
contract, the contractor may be compelled to engage a subcontractor against
whose engagement he has reasonable objections (see, however, paragraphs 12
and 24, above), the parties might wish to consider restricting the liability of the
contractor for losses due to a failure of the subcontractor to perform (see, e.g.,
paragraph 25, above). In legal systems in which the subcontractor is considered
to have a legal relationship only with the contractor and not with the
purchaser, a consequence of the latter approach is that the purchaser would
have to bear the losses arising from failures to perform by a subcontractor to
the extent that the contractor was not liable to the purchaser for those losses.

28. Related issues the parties may wish to consider are whether and the extent
to which the contractor should be liable to the purchaser for losses resulting
from damage caused by the subcontractor to property of the purchaser, or
resulting from liabilities incurred by the purchaser towards third persons as a
result of acts or omissions of a subcontractor. The latter liabilities could arise,
for example, from injury caused by the subcontractor to third persons or their
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property. One possible approach would be to require the contractor to
indemnify the purchaser against such losses to the same extent that the
contractor would be liable to the purchaser had those losses resulted from an
act or omission of the contractor himself. 4 Another possible approach would
be to leave these issues to be resolved by the applicable law.

E. Right of purchaser to claim directly against subcontractor

29. In some situations, the purchaser might wish the subcontractor to
undertake certain obligations towards him, and might wish to be able to claim
directly against the subcontractor for a violation of those obligations. For
example, the purchaser might wish the subcontractor to be obligated to
preserve the confidentiality of the design. Similarly, the contractor might not
wish to be liable to. the purchaser for defects in the design of a specialized
element of the works which is to be designed and supplied by a subcontractor,
e.g., air conditioning, and the parties might agree that the purchaser should be
able to claim directly against the subcontractor that supplies the design. Where
there is no contractual relationship between the purchaser and subcontractor,
obligations such as those would not flow from the subcontractor directly to the
purchaser, and the purchaser could not claim against the subcontractor for
violating them.

30. One approach which the parties might wish to consider in such cases is for
the purchaser to enter into a separate agreement with the subcontractor limited
to the obligations sought to be imposed on him. For example, the sub
contractor could undertake towards the purchaser an obligation of confi
dentiality, or could guarantee the suitability of the design. The purchaser could
then claim directly against the subcontractor for a violation of the obligation.

31. An alternative approach would impose the relevant obligations on the
contractor and require the contractor to obtain the same obligations from the
subcontractor. This might be accomplished either by a provision in the contract
requiring the contractor to do so, or by the purchaser's conditioning his
consent to a subcontractor proposed by the contractor on the contractor's
obtaining such obligations from the subcontractor. In order for the purchaser
to be entitled to claim directly against the subcontractor, an additional
provision would be included in the contract by which the contractor assigned to
the purchaser the contractor's rights against the subcontractor for a violation
of the obligations, if such an assignment was permittedby the applicable law.

F. Payment for performance by subcontractors

32. As noted above (see paragraph 5), the purchaser will in most cases not be
obligated to .pay a subcontractor; rather, the subcontractor will have to seek
payment from his contracting party, the contractor. There may, however, be
instances in which the purchaser wishes to pay a subcontractor, such as when
the contractor fails to pay a sum previously due to the subcontractor and the
smooth progress of the construction is threatened by a reluctance of the
subcontractor to continue to work. Furthermore, in some legal systems a
subcontractor may have a right to enforce payment of the sums due him by
establishing a lien or priority in the works itself. The parties may consider it
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desirable, therefore, for the works contract to authorize the purchaser to
demand proof from the contractor that payment due to a subcontractor has
been made and, if within a specified period of time after delivery of such a
demand to the contractor, the contractor does not deliver the proof to the
purchaser, or deliver to the purchaser a written statement of reasonable
grounds for not making the payment, to pay a subcontractor and to recover
from the contractor the sums paid or otherwise to be credited for those
payments. Unless the purchaser is expressly authorized by the works contract
to pay a subcontractor, a purchaser who does so will place himself in peril,
since his obligation to pay the contractor will not be reduced by the amount of
the payment to the subcontractor. In order to avoid the implication that a
contractual relationship exists between the purchaser and, the subcontractor,
the works contract could also make it clear that such direct payments by the
purchaser are made on behalf of the contractor.

33. The method by which the purchaser recovers from the contractor or is
credited the amount of his direct payment to the subcontractor may depend
upon the payment conditions in the works contract between the purchaser and
the contractor. In a lump-sum contract, the purchaser might be entitled to
deduct the amount of his payment from the contract price to be paid to the
contractor. In a cost-reimbursable contract, if the purchaser pays the
subcontractor on behalf of the contractor in respect of the subcontracted work,
no adjustment need be made as between the contractor and the purchaser, since
the contractor will not have incurred a cost for the subcontracted work which is
to be reimbursed by the purchaser.

34. It may be noted that payment by the purchaser to the subcontractor could
have the disadvantage of involving. the purchaser in disputes between tile
contractor and the subcontractor, and could in some cases impair relations
between the purchaser and the contractor. Moreover, the purchaser should
exercise caution in making such payments, lest disputes arise between him and
the contractor as to whether the payment should have been made or whether
the amount paid was that actually due.

G. Co-operation and communication between purchaser and
subcontractor

35. As discussed in chapter IX, "Construction on site", paragraph 3, the
contract may obligate the purchaser to provide certain types of information to
the contractor relevant to the performance by the contractor (e.g., information
concerning safety or environmental laws in force in the country of the
purchaser), and to co-operate in other ways with the contractor (e.g., by storing
equipment or materials of the contractor). The parties may also wish to
consider obligating the purchaser to provide information to, or to co-operate
with, the subcontractor in the same way and to the same extent when the
subcontractor is performing the obligations of the contractor.

36. Direct communication between the purchaser and a subcontractor is often
desirable in order to enable matters relevant to the performance by the
subcontractor to be discussed and understood by both of them. The parties
may wish, therefore, for the works contract to authorize the purchaser to
communicate with the subcontractor as to technical matters or matters relating
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to the design or quality of the works, insofar as they relate to the performance
by the subcontractor. The contract might also entitle the contractor to be
present at discussions between the purchaser and the subcontractor, and might
obligate the purchaser to inform the contractor of any other communications
between the purchaser and the subcontractor. The parties may wish to provide
that agreements between the purchaser and the subcontractor in respect of
matters about which the purchaser is authorized to communicate with the
subcontractor are binding upon the contractor, provided that the contractor'
participated or was entitled to participate in the discussions between the
purchaser and the subcontractor, or was informed of communications between
them, and provided that the agreements do not alter the terms of the works
contract between the contractor and the purchaser.

H. Compatibility ofsubcontract with works contract

37; It is desirable for the provisions of the works contract and of the
subcontract to be in harmony, so that the scope and quality of the work to be
performed by the subcontractor fulfil the obligations incumbent upon the
contractor under the works contract.

Footnotes to chapter XI

I Illustrative provision

"The engagement by the contractor of one or more third persons to perform the obligations
hereinafter listed shall be subject to.the provisions of this contract regarding subcontracting, and
such a third person shall be regarded as a subcontractor. The obligations referred to in the
previous sentence are the following: ..,."

'Illustrative provision

"The contractor shall deliver to the purchaser written notice of his intention to subcontract,
which shall include the name and address of the proposed subcontractor, and a description of
the work to be performed by him [and the price to be charged by him] [and any other
information relative to the proposed subcontractor which the purchaser might reasonably
require]. [The contractor shall also deliver to the purchaser a copy of the proposed subcontract.]
The contractor shall be permitted to subcontract in accordance with such notice after the
expiration of ... days following the delivery thereof to the purchaser, unless within the said ...
days the purchaser delivers to the contractor an objection to the proposed subcontractor, the
obligations to be subcontracted, [the price to be charged by the subcontractor] [or the terms of
the subcontract], specifying reasonable grounds for the objection."

'Illustrative provisions

"(I) All subcontractors engaged by the contractor are those of the contractor alone, and no
provision of this contract is to be interpreted or applied so as to give rise to or imply the
existence of a contractual relationship between the purchaser and any subcontractor, except to
the extent that this contract expressly provides otherwise.

"(2) The engagement by the contractor of a subcontractor to perform any obligation of the
contractor under this contract does not diminish or eliminate the liability of the contractor for a
failure to perform that obligation."

"Illustrative provision

"The contractor agrees to indemnify the purchaser against any loss resulting from damage
caused by the subcontractor to property of the purchaser, or resulting from any liability which
the purchaser may have to bear towards a third person as a result of an act or omission of a
subcontractor, to the same extent that the contractor would be liable to the purchaser had such
loss resulted from an act or omission of the contractor himself."
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Chapter XII. Inspections and testsduring manufacture and
construction

SUMMARY

The parties may wish to specify in the contract the requirements and
procedures for inspections and tests during manufacture and construction.
The purpose of inspecting and testing during manufacture and construction
may be to satisfy the purchaser that manufacture and- construction are
proceeding in accordance with the agreed time-schedule and in accordance
with the contract (paragraph I).

In drafting contractual provisions on inspecting and testing during
manufacture and construction, it is advisable to take into account municipal
legal regulations prescribing inspections and tests in the countries where the
works is to be constructed and where equipment or materials are to be
manufactured (paragraph 3). Inspections and tests may be conducted by an
independent institution (paragraphs 2, 6 and 19).

It is. advisable to describe the character of the inspections and tests to be
conducted during manufacture (paragraph 8). The contract may provide for
the purchaser to have access to places where inspections and tests are to be
conducted, and specify the facilities to be given to the purchaser for the
purposes of inspecting and testing (paragraphs 10and I I). While the time for
conducting the tests may be fixed by the contractor, the purchaser should be
notified in advance of that time (paragraphs 12 to 14).

Additional or modified tests not specified in the contract may be requiredby
legal rules issued in the purchaser's country, or may be desired by the
purchaser even if not so required. The contract should determine the
allocation of the costs of conducting those tests (paragraph 15).

The contract should determine the consequences if tests conducted during
manufacture and construction are unsuccessful (paragraph 16) and provide
for the issue of test reports and certificates (paragraphs 17 to 19).

If certain payments are to made upon shipment of equipment and materials
(chapter VII, "Price and payment conditions", paragraph 70), the contract
might provide for inspection by the purchaser upon shipment. Inspection
upon shipment may be also advisable if the risk of loss of or damage to
equipment and materials (chapter XIV, "Passing of risk") is to pass to the
purchaser upon shipment (paragraphs 21 and 22). The contract may require
inspection ofequipment and materials on their arrival on the site if they are to
be taken over by the purchaser at that time (paragraph 23).

The contract might entitle the purchaser to inspect how the construction on
the site proceeds, or might require specified tests to be conducted during the
construction by the contractor. Issues arising in connection with inspections
and tests during construction might be settled in a manner analogous to the
manner in which issues arising in connection with inspections and tests
during manufacture are settled (paragraphs 24 and 25). Inspection by the
purchaser may be facilitated if records are maintained by the contractor of
the construction as it proceeds (paragraph 26).
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A. General remarks

l. This chapter deals with inspections and tests to be conducted during
manufacture and construction. Tests to be conducted after completion of
construction are dealt with in chapter XIII, "Completion, take-over and
acceptance". It is important for a works contract to specify clearly the
requirements and procedures for inspecting and testing to be conducted during
manufacture and construction, and the legal effects of those inspections and
tests. Procedures for inspecting and testing might be established to ascertain
whether the manufacture and construction process conforms to contractual
requirements, since such conformity will reduce the occurrence of defects in the
completed works. The procedures might relate not only to inspection by the
purchaser through visual checking, but might also relate to a variety of tests to
be performed by the contractor during manufacture and construction. The
purchaser may be entitled, though not obligated, to inspect equipment and
materials and participate in specified tests to be effected during manufacture or
construction (see paragraphs 8 and 24, below). The precise nature, scope and
timing of the inspections and tests provided for in the contract may depend
upon the contracting approach chosen by the purchaser and the nature of the
works to "be constructed (see chapter 11, "Choice of contracting approach").
Inspections and tests to be conducted during manufacture and construction are
not, in principle, intended to demonstrate that the contractor has met his
construction obligations. The inspections and tests are, rather, intended to
satisfy the. purchaser that manufacture and construction are proceeding in
accordance with the agreed time-schedule (see chapter IX, "Construction on
site", paragraphs 18 to 23) and in accordance with the contract (see
chapter XVIII, "Delay, defects and other failures to perform", paragraph 26).
Consequently, it is advisable to provide that a failure of the purchaser to detect
and notify a defect during manufacture and construction does not deprive him
from later claiming a remedy for that defect (see paragraph 8, below, and
chapter VIII, "Supply of equipment and materials", paragraph 20).

2. A number of countries, especially those in which industry is highly
developed, have issued legal regulations which require that equipment and
materials to be incorporated into industrial works must be inspected by public
authorities or authorized private institutions. In regard to certain matters, the
inspections and tests may also be prescribed at an international level.

3. Inspections and tests prescribed by municipal legal regulations which relate
primarily to safety, health and environmental standards are in principle
applicable irrespective of whether or not they are provided for in the contract.
Legal regulations of this character may exist in the country where the works is
to be constructed. Such regulations should be taken into account when drafting
the contract. In addition, where certain quality control requirements have to be
met during manufacture under legal regulations in the country of manufacture,
additional contractual provisions on testing the equipment and materials might
not be necessary. It might be sufficient for the contractor to show that the
inspections and tests required in the country of manufacture have been
properly carried out, if those requirements are in conformity with the quality
requirements specified in the contract.

4. The contractor may conduct tests during manufacture or construction as a
part of his quality control system. The purchaser should satisfy himself that this

141



quality control system is adequate. Excessive testing requirements during
manufacture and construction, like other interferences with the contractor's
performance, are likely to lead to an increase in the cost of the construction.

5. A number of technical standards prepared by national or international
standardization institutions specify testing requirements. Therefore, the con
tract may provide that the standards of a specified international standardiza
tion institution, or the standards of a specified national standardization
institution, preferably one in the country where the works is to be constructed,
are to be applied, if such standards settle all relevant issues in a satisfactory
manner.

6. Where a new industry is being developed it may be preferable, at the initial
stages, to have some of the inspections and tests carried out by an experienced
foreign institution which is ready to carry out inspections and tests abroad. The
necessary arrangements can be made between the purchaser and the institution.
Alternatively, the contract might provide that the necessary arrangements are
to be made by the contractor with an institution specified in the contract and
might require the production of certificates from the institution that the
inspections and tests have been successful.

7. In some cases, inspections and tests might be required in the contract with
respect to equipment and materials supplied by the purchaser that are to be
incorporated into the works by the contractor. The contractor might. be
obligated to make the inspections and tests as soon as possible after the
equipment and materials have been supplied to him. The contract might deal
with the consequences of the contractor's failure to discover defects and notify
them to the purchaser (see chapter VIII, "Supplyof equipment and materials",
paragraph 29, and chapter XVIII, "Delay, defects and other failures to
perform", paragraph 65).

B. Inspections and tests during manufacture

1. Description and effects ofinspections and tests during manufacture

8. The parties may agree that the purchaser is entitled to inspect the processes
involved in the manufacture of certain equipment and materials to be
incorporated into the works, and to participate in specified tests to be
conducted during manufacture by the contractor. The purpose of the
inspections and tests during manufacture might be to check whether· an
appropriate manufacturing process has been followed, and whether the
equipment and materials have the required technical parameters. It is advisable
to describe the character of the inspections and tests to be conducted during
manufacture as precisely as possible, taking into consideration the nature of the
equipment and materials. The contract might provide that the purchaser's
failure to discover defects during those inspections and tests does not release
the contractor from the responsibility to demonstrate by appropriate tests after
completion that the works is free of defects (cf. chapter XIII, "Completion,
take-over and acceptance", paragraphs I and 24, and chapter XVIII, "Delay,
defects and other failures to perform", paragraph 8).

9. Inspection of equipment during manufacture may also give to the
purchaser's personnel an opportunity to acquaint themselves with certain
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aspects of the equipment. If the purchaser wishes to have this opportunity, the
contract might specify that the right to attend inspections during manufacture
is not limited to the purchaser's engineer or other personnel supervising the
construction of the works, but also extends to other employees of the purchaser
whom he may nominate. However, the purchaser's right should be limited to
having his employees participate in normal inspection procedures, since any
improper operation could affect the contractor's obligation to deliver equip
ment free of defects.

2. Purchaser's access to places of manufacture and facilities to be
provided by contractor

10. If the purchaser wishes to inspect equipment and materials during
manufacture, or participate in tests during manufacture, the contract may
provide that for the purposes of such inspections and tests the purchaser is to
have access during working hours to all places where the equipment and
materials are manufactured. Difficulties in conferring this right on the
purchaser may arise primarily for two reasons. Firstly, the contractor may wish
to protect the confidential know-how of certain manufacturing processes, or he
may be under an obligation to preserve such confidentiality either under
contractual arrangements with other persons, such as licensors, or under
arrangements with certain clients, for example when he also performs certain
contracts for Government authorities in sensitive subjects. In addition, legal
rules in the country of manufacture may restrict the purchaser's access to the
place of manufacture. In those cases, the only possibility for according the
purchaser an opportunity for some form of inspection might consist in
retaining a specialized inspection institution which could provide theguar
antees of confidentiality acceptable to the contractor or to the third parties
concerned, or which might be permitted to have access under the legal rules.
Secondly, the contractor's subcontractors and suppliers (in particular where
they are specialists in high technology products) may refuse to allow the
purchaser access to their premises. Where the subcontractor and suppliers have
no contractual relationship with the purchaser (see chapter XI, "Subcon
tracting", paragraph 5) the works contract between the purchaser and the
contractor may require the contractor to include in the contracts with his
subcontractors and suppliers a right of access for the purpose of inspecting and
testing during manufacture.

11. Where the purchaser has a right to inspect or participate in tests, the
contract may specify what facilities are to be given to the purchaser's
representatives for this purpose. The facilities may consist in particular of office
space, or in the supply of samples for independent testing by the purchaser or
by institutions retained by him.

3. Time for conducting tests during manufacture

12. Since tests during manufacture may form part of the contractor's quality
control system, he is usually entitled to fix the times of those tests. However, it
is rare for those times to be fixed in the time-schedule for contract
performance, except possibly in respect of some critical major items.
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13. The contract may provide that the purchaser has the right to observe the
tests. In order to enable the purchaser to exercise this right, the contractor
might be obligated to notify him in advance of the time when the tests will be
conducted. The contract may require a specified period of notice to be given to
the purchaser. The length of the period may depend on the time which is
usually needed for the purchaser to make the necessary travel and other
arrangements for his representatives to attend the tests.

14. In the case of specified important items of equipment, the contract may
allow the contractor to proceed with further manufacture and construction
only after those items have been successfully tested in the presence of the
purchaser. If the purchaser fails to attend the tests due to causes for which the
contractor is not responsible, the contract might entitle the contractor to
conduct the tests in the absence of the purchaser.

4. Additional or modified tests

15. It may not be possible to specify in the contract all the tests required.
Additional or modified tests not specified in the contract may be required by
legal rules issued in the purchaser's country subsequent to entering into the
contract. The contractor may be entitled to be compensated for reasonable
costs incurred by conducting such tests, and to a reasonable extension of the
period of time for supply of the equipment and materials and for completion of
the construction if an extension is needed due to the additional or modified
tests. If additional or modified tests are not required by such legal rules, but the
purchaser wishes to have them conducted, the tests may be conducted with the
consent of the contractor. As in cases where the tests are necessary, the
contractor may be entitled to be compensated for reasonable costs incurred and
to a reasonable extension of time for supply of equipment and materials and
for completion of construction. Alternatively, the costs of additional or
modified tests may be allocated in the contract in accordance with international
standard practice in the industry.

5. Unsuccessful tests

16. If the tests are unsuccessful the contract might require them to be
repeated. The contractor might not be granted additional time for performance
if unsuccessful tests have to be repeated for reasons for which the contractor is
responsible, and he might be required to bear all the costs of the unsuccessful
tests. The purchaser's remedies in cases of defects discovered during manufac
ture are dealt with in chapter XVIII, "Delay, defects and other failures to
perform", paragraph 28.

6. Test reports and certificates

17. The contract may require reports to be made on all tests conducted. The
test reports might include the procedures which were followed and the test
results. When a test has been attended by representatives of the purchaser, the
test report should also be signed by those representatives. However, the
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signature might be deemed to constitute only an acknowledgement that the test
procedures and readings have been correctly recorded.

18. When a test is not attended by representatives of the purchaser, the
contractor might be obligated to transmit the test reports immediately to the
purchaser. If the purchaser has been given proper notice of the tests (see
paragraph 13, above), the procedures and results recorded in the reports might
be deemed to be correct.

19. When inspections and tests are carried out by an independent inspection
or testing institution, the institution normally issues a certificate or a similar
document. The contract may obligate the contractor to transmit the document
to the purchaser either promptly after it has been issued or as part of the
documentation submitted to the purchaser prior to acceptance of the works.

7. Costs

20. In most cases, the parties may wish to agree that the costs of inspections
and tests are to be borne by the contractor. However, the costs of attendance
by the purchaser's representatives (see paragraph 13, above) might be borne by
the purchaser. The costs to be borne by the contractor might include the cost of
labour, materials, electricity, fuel and other items necessary for the proper
conduct of the inspections and tests.

C. Inspection upon shipment or arrival on site

21. When certain payments are to be made upon shipment of equipment or
materials (see chapter VII, "Price and payment conditions", paragraph 70) or
when the risk of loss of or damage to the equipment or materials is to pass
from the contractor to the purchaser upon shipment (see chapter XIV, "Passing
of. risk", paragraph 12), the contract might provide for inspection of the
equipment and materials by the purchaser upon shipment. In addition to
covering the equipment and materials, the inspection might cover their packing,
in particular if the risk of loss or damage during the transport is to be borne by
the purchaser. The contractor might be obligated to give reasonable advance
notice to the purchaser when and where the equipment and materials will be
available for inspection.

22. Where equipment and materials are to be inspected, the contractor may
be obligated under the contract to dispatch them only after the inspection has
been conducted or after the purchaser, despite timely notification, has failed to
conduct the inspection within a period of time to be specified in the contract.
The parties may agree that the inspection is to be conducted by a specified
independent organization at the cost either of the purchaser or the contractor.
The contract may require a certificate of the organization confirming that no
defects were discovered during the inspection, and the contractor may be
obligated to dispatch the equipment and materials only after the issue of the
certificate. If defects are discovered, the purchaser may be entitled to stop the
shipment and require their cure (see chapter XVIII, "Delay, defects and other
failures to perform", paragraph 28).

23. As an alternative to inspection prior to shipment, the contract may
require that the inspection take place upon the arrival of the equipment and
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materials on the site. This procedure might be adopted in cases when payments
are to be made or the passing of the risk is to occur at that time. In addition,
inspection upon arrival might be agreed upon by the parties if the equipment
and materials are to be taken over by the purchaser at the time of arrival on the
site. The inspection may facilitate the identification of defects for which the
contractor is liable and the preservation of potential rights against the carrier
for loss of or damage to the equipment and materials during transport. The
consequences of a failure by the purchaser to inspect, or to notify in time,
defects discovered during the inspection, are discussed in chapter VIII, "Supply
of equipment and materials", paragraph 20, and the remedies which the
purchaser may have in respect of discovered defects are discussed in
chapter XVIII, "Delay, defects and other failures to perform", paragraphs 8
and 30 to 32.

D. Inspections and tests during construction on site

24. The purchaser might be entitled under the contract to inspect how the
construction on the site proceeds. In addition, the contract might require
specified tests to be conducted during the construction by the contractor, and
the purchaser might be entitled to be notified in time of those tests and to
participate therein.

25. Issues arising in connection with inspections and tests during construction
might be settled in a manner analogous to the manner in which issues arising in
connection with inspections and tests during manufacture are settled. However,
the period of notice to be given to the purchaser of the time when tests will be
conducted can be considerably shorter, since the purchaser will usually have a
representative on the site to observe or supervise the construction process. In
addition, the problems of confidentiality, to which reference has been made in
paragraph 10, above, do not normally occur on the site. The purchaser's
remedies for defective construction, and the consequences of his failure to
discover defects in construction or to notify in time defects which he discovers,
are discussed in chapter XVIII, "Delay, defects and other failures to perform",
paragraphs 8 and 30 to 32.

26. Inspection by the purchaser may be facilitated if records are maintained of
the construction as it proceeds. Accordingly, the contractor might be obligated
to keep complete records of the construction and to produce them to the
purchaser upon request. Alternatively, the records might be checked periodi
cally by the purchaser's representative and the correctness of the records
authenticated by his signature.

27. When equipment is to be installed by the purchaser or another person
under the supervision of the contractor (see chapter IX, "Construction on site",
paragraphs 27 to 29), the contractor might be made responsible for specifying
and conducting the inspections and tests to be made during the installation.
The contractor might be obligated to keep records of those inspections and
tests.
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Chapter XIII. Completion, take-over and acceptance

SUMMARY

It is advisable that the contract clearly specify when completion, take-over
and acceptance are to occur, and their legal consequences. Completion of
construction will normally occur prior to take-over and acceptance
(paragraphs 1 and 2).

The contractor may be obligated to prove completion of construction
through the conduct of successful completion tests. The contract may
describe the tests that are required. The contract may require the conduct
of the tests within a specified period after notification of completion to the
purchaser. If the tests are unsuccessful, the contractor may be obligated to
repeat them. The contract may require the tests to be conducted in the
presence of both parties (paragraphs 4 to 8).

The contract may allocate the costs of tests between the parties. The
contract may require the results of completion tests to be reflected in a
report to be signed by both parties. The contract may determine the date
when construction is considered to be complete if completion tests are
successful (paragraphs 9 to 13).

The sequence in which take-over, performance tests and acceptance are to
occur may depend on the contracting approach chosen by the parties, and
on whether the parties have provided for a trial operation period. It is
advisable for the contract to determine which party is to provide the items
needed to operate the works during the trial operation period (paragraphs
14 to 20).

The contract should specify when the purchaser is obligated to take over
the works. The parties may be obligated to prepare a take-over statement
which describes the construction of the works at the date of take-over. It is
advisable for the contract to determine the legal consequences of take-over
(paragraphs 21 to 23).

Performance tests serve to demonstrate.that the works meets the technical
characteristics specified in the contract. The contract may provide that
acceptance can occur after performance tests have been conducted. The
contract may obligate the contractor to conduct performance tests within
a specified period of time after the expiry of the trial operation period, or,
if the contract does not provide for a trial operation period, after
completion of construction. It is desirable that the contract describe the
tests to be conducted. The results of the tests may be reflected in a report
to be signed by both parties (paragraphs 24 to 28).

The contract may obligate the purchaser to accept the works within a
specified period after the conduct of successful performance tests, and
obligate the parties to prepare an acceptance statement, to be signed by
both parties. The statement may list the defects in the works discovered
during the performance tests, and set forth a time-schedule for their cure
(paragraphs 29 and 30).
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The contract may provide that, if the contractor is prevented from
conducting performance tests due to a failure by the purchaser to perform
an obligation, acceptance is deemed to occur. Where performance tests
can be conducted independently in respect of portions of the works, those
portions may be accepted separately (paragraphs 32 and 33).

It is advisable for the contract to determine the legal consequences of
acceptance, in particular if the contract provides for provisional accept
ance (paragraphs 34 to 36).

A. General remarks

1. It is advisable that the contract clearly specify when completion of
construction, and take-over and acceptance of the works, are to occur, and
their legal consequences. The contract may provide that the completion of
construction is to occur when equipment, materials and construction services
(e.g., installation of equipment) required under the contract have been supplied
by the contractor, and the supply proved through successful completion tests;
that take-over is to occur when the purchaser takes physical possession of the
works from the contractor; and that acceptance is to occur when the purchaser
states that he is satisfied that the works is free of serious defects, or,despite the
existence of serious defects in the works, expresses his intention not to exercise
remedies which are available to him solely in respect of serious defects in the
works (see chapter XVIII, "Delay, defects and other failures to perform",
paragraph 35). However, even if acceptance occurs, the contract may entitle the
purchaser to exercise other remedies for defects in the accepted works (see
chapter XVIII, "Delay, defects and other failures to perform", paragraphs 38
to 48). The contract may also provide that acceptance is deemed to occur in
certain situations (see paragraph 32, below).

2. Under normal construction procedures, completion of construction will
occur prior to take-over and acceptance. The sequence in which take-over and
acceptance are to occur may depend upon a number of factors (see section C,
below).

3. The take-over of uncompleted or defective works after the termination of
the contract is discussed in chapter XXV, "Termination of contract",
paragraph 26. The take-over of works where construction is to be completed or
defects in the works are to be cured by a new contractor at the expense of the
original contractor is discussed in chapter XVIII, "Delay, defects and other
failures to perform". The take-over of equipment and materials to be
incorporated in the works is discussed in chapter VIII, "Supply of equipment
and materials", paragraphs 19 and 20.

B. Completion of construction

1. Proofofcompletion through completion tests

4. The contract may obligate the contractor, after he considers the entire
construction to have been completed, to notify the purchaser of the completion,
and to prove the completion through the conduct of successful completion
tests. The contract may provide that the construction is to be considered as
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completed even if the completion tests disclose that certain minor items (i.e.,
items the absence of which does not prevent the conduct of performance tests,
or, in cases where performance tests are not required, the use of the works)
have not been supplied. The contract may provide that the absence of such a
minor item is to constitute a defect in the works, and not delay in construction
(see chapter XVIII, "Delay, defects and other failures to perform", para
graph 5). When several contractors are engaged for the construction, com
pletion tests may be required from each contractor in respect of the portion of
the construction effected by him after the completion of that portion. Even if
only one contractor is engaged for the construction, the parties may wish to
provide that completion tests in respect of certain portions of the construction
are to be conducted before the construction of the entire works is completed
(e.g., when the purchaser wishes to use a portion of the works. before the
construction of the entire works is completed: see also paragraph 33, below).

5. It is desirable that the contract describe the tests which are required to
determine whether construction has been completed. These tests may include
some or all of the following procedures as are appropriate to the construction
effected: visual inspection of the works and its components; checking and
calibration of instruments; safety tests; dry runs; mechanical operation of the
works and its various components; examination of the technical documentation
which the contractor has to supply to assist the purchaser in operating and
maintaining the works (e.g., as-built plans, manuals of instruction, and lists of
spare parts); and verification of the stock of spare parts which the contractor
may be obligated to deliver before completion of the construction (cf. XXVI,
"Supplies of spare parts and services after construction", paragraphs IQ to 21).
Mandatory legal rules in the country where the works is to be constructed may
provide that, upon completion of construction, certain tests must be success
fully conducted before the works can be operated. The contract may provide
that, in addition to the tests required under the contract, any tests required by
such rules must also be conducted.

6. The contract may obligate the contractor to commence the completion tests
within a specified period of time after he notifies the purchaser of completion
(see paragraph 4, above). The contract may require the parties to agree on a
date within this period for the commencement of the tests. The contract may
provide. that, if the parties fail to agree upon such a date, the contractor is
obligated to commence the tests on the last day of the specified period.

7. The construction may be considered as incomplete until the tests are
successfully conducted. If completion tests conducted by the contractor are
unsuccessful, the contract may obligate him to repeat the tests, In addition, if
the tests are not successfully conducted by the date specified in the contract for
the completion of construction (see chapter IX, "Construction on site",
paragraphs 14 to 17), the contractor may be liable for delay in completion (see
chapter XVIII, "Delay, defects and other failures to perform", paragraphs 19
to 25). If, however, the contractor was prevented from conducting completion
tests within the period specified in the contract for the conduct of tests due to a
failure by the purchaser to perform an obligation (e.g., to provide the necessary
power: see paragraph 9, below) the construction maybe deemed to be
completed on the expiry of that period. If, however, the failure to perform by
the purchaser was due to an exempting impediment, the contractor may be
obligated to repeat the tests.
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8. The contract may require the tests to be conducted in the presence of both
parties. If the purchaser is prevented from attending the tests by an
unavoidable impediment, he may be entitled under the contract to ask that the
tests be postponed. If the purchaser fails to attend the tests, and either does not
request a postponement, or requests a postponement when he is not entitled to
do so, the contractor may be entitled under the contract to conduct the tests in
the absence of the purchaser. The contract may provide that tests which are
postponed at the request of the purchaser must be held within a specified
period after the notification of the completion of construction (see paragraph 4,
above).

9. The contractor may be obligated to conduct the tests at his expense.
However, the purchaser may be obligated to provide specified forms of
assistance for the conduct of the tests (e.g., to provide power needed for
running equipment), and to bear the costs of providing such assistance. The
contract may determine which party is to bear the costs of tests not required
under the contract but which are required by mandatory legal rules in the
country where the works is to be constructed which are enacted after the
contract is entered into (see paragraph 5, above).

10. Which party is to be required to bear the costs of tests which are repeated
or postponed may depend on the cause for the repetition or postponement. If
tests have to be repeated because the initial tests are not successful, the contract
may provide that the contractor is to bear all costs reasonably incurred by the
purchaser as a result of the repetition. If the conduct of tests is prevented
because the purchaser has failed to perform an obligation, and the tests have to
be postponed, it may be provided that the purchaser is to bear all costs
reasonably incurred by the contractor as a result of the postponement. If tests
have to be postponed because the purchaser is prevented from attending them
by an unavoidable impediment, it may be provided that the parties are to bear
the costs of the postponed tests in the same manner in which the costs of the
tests which were postponed would have been borne by them.

11. If the contract requires certain formalities (e.g., the participation of an
inspecting authority) to be complied with during the conduct of the completion
tests, and such formalities cannot be complied with due to an unavoidable
impediment, the contract may entitle the contractor to conduct the tests
without complying with the formalities. In some cases, the applicable law may
require an inspecting authority to participate in the tests. If such an inspecting
authority requires alterations to the works, the contractor may be obligated to
make the alterations on the basis of procedures provided in the contract for
variation of the construction (see chapter XXIII, "Variation clauses",
paragraphs 12 to 19).

12. The contract may require the results of the completion tests to be reflected
ina report to be signed by both parties. The report may specify the dates when
the tests were commenced and completed, and indicate whether the tests were
successful or unsuccessful. Where the tests are unsuccessful, the report may
indicate in what respects the construction is incomplete. Where the tests are
successful, the report may indicate defects in the works discovered during the
tests, and specify a period of time within which the contractor is obligated to
cure them. The purchaser's remedies for such defects are discussed in chapter
XVIII, "Delay, defects and other failures to perform", paragraphs 38 to 42. If
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the contractor was entitled to conduct the tests in the absence of the purchaser
(see paragraph 8,above), the report may be signed by the contractor alone. The
contract may require the contractor to send the report promptly to the
purchaser.

2. Date ofcompletion ofconstruction

13. The contract may provide that, where the completion tests are successful,
the construction is considered to be completed as of the date agreed by the
parties for the commencement of the tests (see paragraph 6, above), or,
alternatively, on the date of the completion of the tests. In cases where
completion tests were postponed at the request of the purchaser (see paragraph
8, above) and have been successfully conducted, the construction may be
considered under the contract to be completed on the date on which the tests
were to be conducted before the postponement.

C. Sequence of take-over, performance tests and acceptance:
trial operation period

14. The sequence in which the contract provides for take-over, performance
tests and acceptance to occur may depend on the contracting approach chosen
by the purchaser (see chapter 11, "Choice of contracting approach") and, in
particular, on whether the parties have provided in the contract for a trial
operation period.

15. The contract may provide that after the completion of construction the
works is to be operated for a trial period. Such a period enables the works to be
run in, to reach normal operating conditions, and to be made ready for the
conduct of performance tests. The contract may provide that during this period
the contractor is to train the purchaser's personnel, provide technical
supervision of the operation and maintenance of the works, and cure with all
possible speed any defects discovered in the works.

16. Where the works during construction is to be in the physical possession of
the contractor (see chapter XIV, "Passing of risk", paragraphs 20 and 21), and
the works is to be operated during the trial operation period by the purchaser
under the supervision of the contractor, take-over of the works by the
purchaser for the purposes of the trial operation may occur after completion of
construction. The contract may provide for the conduct of performance tests at
the expiry of the trial operation period, and for acceptance of the works by the
purchaser if the performance tests are successful (see section E,I, below).

17. In cases where the works is to be operated during the trial operation
period by the contractor (e.g., under a product-in-hand contract: see chapter 11,
"Choice of contracting approach", paragraph 7), the works may remain in his
physical possession during this period. In these cases, performance tests may be
conducted at the end of the trial operation period and, if they are successful,
the works may be accepted and taken over by the purchaser in that order.
Alternatively, the contract may provide that acceptance and take-over are to
occur concurrently.
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18. When the parties do not provide fora trial operation period, the contract
may provide for the conduct of performance tests after completion of
construction, and, if the performance tests are successful, for acceptance and
take-over of the works to take place in that order. Alternatively, the contract
may provide that acceptance and take-over are to occur concurrently.

19. The works will not be taken over by the purchaser if it has already been in
his physical possession during construction (e.g., where several contractors are
engaged to construct the works simultaneously). In such cases, completion of
construction may be followed by the conduct of performance tests, and, if the
performance tests are successful, by acceptance.

20. It is advisable for the contract to determine which party is to provide the
personnel, energy, raw materials and other items needed to operate the works
during the trial operation period, and to allocate between the parties the costs
of providing those items. If a product-in-hand contract has been concluded, the
costs of training the purchaser's personnel during this period may be allocated
to the contractor. It may be provided that the output of the works is to be
owned by the purchaser. The contract may specify the length of the trial
operation period and the circumstances in which this period may be extended.

D. Take-over of works

1. Obligation to take-over

21. If the take-over of the works by the purchaser is to precede acceptance
(see paragraph 16, above), the contract may obligate the purchaser to take over
the works within a specified period of time after the date of completion of the
construction (see paragraph 13, above). If acceptance of the works is to precede
take-over (see paragraph 18, above), the contract may obligate the purchaser to
take over the works within a specified period of time after the date of
acceptance (see section £.2, below).

2. Take-over statement and date oftake-over

22. It is advisable that the contract obligate the parties to prepare a take-over
statement, to be signed by both parties, describing the condition of the works at
the date of take-over. The contract may provide that, if the statement does not
indicate the date of take-over, the date is to be that on which the statement is
signed by the parties. A take-over statement may not be needed if take-over is
to occur immediately after the conduct of completion tests, or concurrently
with or immediately after acceptance of the works. In such cases, the take-over
may be reflected in the completion tests report (see paragraph 12, above) or in
the acceptance statement (see section £.2, below).

3. Legal consequences oftake-over

23. It is advisable for the contract to determine the legal consequences of
take-over. The contract may provide that, as from the date of take-over, the
risk of loss of or damage to the works passes from the contractor to the
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purchaser (see chapter XIV, "Passing of risk", paragraph 20); that the
purchaser is obligated to pay a portion of the price (see chapter VII, "Price and
payment conditions", paragraph 75); and that the quality guarantee period
commences to run (see chapter V, "Description of works and quality
guarantee", paragraph 29). Alternatively, the contract may provide that these
consequences, or some of them, are to occur upon acceptance, and not upon
take-over (see paragraph 34, below). The contract may obligate the purchaser
to give the contractor access to the site after take-over, and to protect the
works (see chapter IX, "Construction on site", paragraph 32).

E. Acceptance of works

1. Performance tests!

24. Performance tests serve to demonstrate that the works meets the technical
characteristics specified in the contract. These technical characteristics may
relate not only to the quantity and quality of the output, but also to a number
of other parameters, such as the consumption of energy and raw materials by
the works (see chapter V, "Description of works and quality guarantee",
paragraph 8). The tests may also serve to demonstrate the performance of the
works under a variety of operating conditions. The contract may provide that
performance tests are to be considered successful if they do not reveal the
existence of serious defects in the works (see chapter XVIII, "Delay, defects
and other failures to perform", paragraph 27).

25. The contract may provide that acceptance can occur only after per
formance tests have been conducted. However, in respect of certain elements of
the construction (e.g., building, civil engineering), performance tests may not be
the appropriate method for determining whether the required technical
characteristics have been satisfied, and the contract may require the conduct
only of completion tests in respect of those elements.

26. The contract may obligate the contractor to conduct performance tests
within a specified period of time after the expiry of the trial operation period,
or, if the contract does not provide for a trial operation period, after
completion of construction (see paragraph 18, above). The contract may
require the parties to agree on a date within this period on which the tests are
to commence. The contract may provide that, if the parties fail to agree upon
such a date, the contractor is obligated to commence the tests on the last day of
the specified period. The contract may provide that, if tests are unsuccessful.
the contractor is obligated to repeat them. The contract may also limit the
number of times the contractor is permitted to repeat them, and may specify
the period of time within which unsuccessful tests must be repeated. The
remedies to which a purchaser may be entitled when the last tests the contract
permits the contractor to conduct are unsuccessful are dealt with in chapter
XVIII, "Delay, defects and other failures to perform", paragraphs 35 to 37.
The contract may provide that when the last tests the contract permits the
contractor to conduct are unsuccessful, the purchaser is entitled to require the
conduct of further tests.

27. It is desirable that the contract describe the tests to be conducted. The
description may include the duration of the tests, the performance criteria to be
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met, the methods of measurement and analysis to be adopted in the conduct of
the tests, and the tolerances permitted. In case of a variation in construction
(see chapter XXIII, "Variation clauses", paragraph I), the performance tests
may also be varied so as to be appropriate to the varied construction. Issues
such as the responsibility of the contractor for conducting performance tests,
the assistance to be provided by the purchaser in the conduct of the tests, the
allocation between the parties of the costs of tests, the postponement of tests,
the conduct of additional tests required by mandatory legal rules, and
compliance with prescribed formalities during the conduct of tests, may be
settled in a manner analogous to that in which they are settled in relation to
completion tests (see paragraphs 8 to 11, above).

28. The contract may require the results of the performance tests to be
reflected in a report to be signed by both parties within a specified period of
time. The report may record the dates when the performance tests were
commenced and completed, the test procedures followed, and the readings
achieved. In addition, the reading and results may be evaluated in the report,
and the tests judged to be successful or unsuccessful. If the tests are
unsuccessful, the report may indicate a date on which the tests are to be
repeated. The contract may provide that any differences of view between the
parties. concerning the readings and results achieved or their evaluation are to
be reflected in the report. If the contractor was entitled to conduct the tests in
the absence of the purchaser, the report should be signed by the contractor
alone. The contract may require the report to be also signed by an independent
expert, if this is permitted by the applicable law. The contract may obligate the
contractor to send the report promptly to the purchaser. Where performance
tests are successful and the results of the tests may be recorded without
difficulty, the parties may not wish to prepare a performance tests report, but
instead include those results in the acceptance statement.

2. Acceptance statement and date ofacceptance

29. The contract may obligate the purchaser to accept the works within a
specified period of time after the conduct of successful performance tests, and
also obligate the parties to prepare an acceptance statement, to be signed by
both parties, which confirms the acceptance of the works by the purchaser on a
stated date." Such a statement would minimize disputes as to the date on which
the works was accepted, and whether the works was accepted despite the
discovery of serious defects in it (see chapter XVIII, "Delay, defects and other
failures to perform", paragraph 38).

30. The acceptance statement may list the defects in the works discovered
during the performance tests. In addition, it may set forth a time-schedule for
the cure of the defects, unless the purchaser has chosen to exercise remedies
other than cure in respect of the defects (e.g., price reduction: see chapter XVIII,
"Delay, defects and other failures to perform", paragraphs 39, 41 and 42). If
the parties differ on certain issues, such as the time-schedule for the cure of
defects, the statement may reflect the views of both parties. The statement may
also indicate measures which need to be taken by the parties in connection with
acceptance, e.g., transfer of rights under an insurance policy.

31. The contract may provide that, if the statement does not indicate the date
of acceptance; the date is to be that on which the statement was signed by both
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parties. If the acceptance statement has not been signed by both parties (e.g.,
due to the purchaser's failure to attend the performance tests, 'or due to a
dispute between the parties as to whether the performance tests were
successful), the date on which the performance tests were successfully
completed may be considered as the date of acceptance. In cases where
performance tests are not required by the contract (see paragraph 25, above)
and the acceptance statement is not signed by both parties, the contract may
provide that the date of acceptance is considered to be the date on which
completion tests were successfully conducted.

32. The contractor may be prevented from conducting performance tests
during the period of time specified in the contract for conducting them due to a
failure by the purchaser to perform an obligation (e.g., a failure to provide
assistance needed for the conduct of the tests: see paragraph 27, above). The
contract may provide that, in such cases, acceptance is deemed to occur on the
date when a notice stating that acceptance has occurred is delivered by the
contractor to the purchaser. The contract may further provide that, if
performance tests cannot be conducted for a specified period of time due to
causes for which neither party is responsible (e.g., due to the failure of an
inspecting organization to attend the tests, when the attendance of the
organization is required under the contract), the works is to' be put into
operation. If the works is operated successfully and no serious defects in the
works are discovered during a period of time equivalent to that which would
have been expended in the conduct of performance tests, acceptance may be
deemed to occur after expiry of that period.

33. When several contractors are engaged to construct the works (see chapter
11, "Choice of contracting approach", paragraphs 17 to 25), and the different
contractors complete the portions of the works which they are engaged to
construct at different times and performance tests can be conducted independ
ently in respect of each portion, the contract may provide for the portions of
the works to be accepted separately. Even when a single contractor is engaged
to construct the works, it may be possible in some cases to conduct
performance tests independently. in respect of portions of the works, and the
contract may provide for those portions to be accepted separately. In such
cases, issues arising in relation to acceptance of a portion may be settled in the
same manner in which they would be settled in relation to acceptance of the
entire works. If independent performance tests cannot be conducted in respect
of a portion, since the portion cannot be operated separately, the contract may
provide that acceptance of that portion is to occur only after completion of
construction of the entire works.

3. Legal consequencesofacceptance

34. It is advisable for the contract to determine the legal consequences of
acceptance. In addition to having the consequences noted in paragraph 23,
above, the acceptance of the works may affect certain remedies which might
otherwise be available to the purchaser for defects in the works, e.g.,
acceptance might exclude the right to terminate the contract (see chapter XVIII,
"Delay, defects and other failures to perform", paragraphs 47 and 48).
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4. Provisional acceptance

35. In practice, the parties sometimes provide in their contract that the
purchaser may accept the works provisionally, in particular in cases where the
contract does not recognize the concept of take-over and distinguish it from
acceptance. The purpose of permitting provisional acceptance is to enable the
purchaser to take physical possession of the works without the occurrence of
certain consequences of acceptance (e.g., the loss of some remedies for defects
in the works). When he accepts provisionally, the purchaser takes physical
possession of the works, but makes acceptance subject to the fulfillment of
certain conditions by the contractor, such as the cure of defects in the works
discovered during performance tests. However, similar results may be achieved
without the use of provisional acceptance by providing in the contract that the
purchaser is entitled to take over the works even if performance tests are
unsuccessful, and that he is obligated to accept only after successful
performance tests have been conducted by the contractor.

36. If the parties prefer to provide for provisional acceptance, it is desirable to
clarify the consequences of such an acceptance. In particular, it is desirable to
describe clearly the situations in which the purchaser may accept provisionally,
and to determine whether the legal consequences of acceptance (see paragraph
34, above) are to arise upon the satisfaction of the conditions attaching to the
acceptance, or whether at least some of these consequences are to arise as from
the date of the provisional acceptance.

Footnotes to chapter XIII

'Illustrative provisions

"(I) The contractor must conduct performance tests within ... (indicate a period of time)
after [expiry of the trial operation period] [completion ofthe construction]. If the parties fail to
agree upon a date falling within this period for the commencement of the tests, the contractor
must commence the tests on the last day of this period.

"(2) The performance tests must be conducted in the presence of both parties. If the
purchaser is prevented from attending the tests by an unavoidable impediment, he is entitled to
request that the tests be postponed to the earliest date falling within ... (indicate a period of
time longer than that indicated in paragraph (I» on which he can attend the tests. The purchaser
is not entitled to require postponed tests to be held after the expiry of this period. If the
purchaser fails to attend the tests, and either did not request or was not entitled to request a
postponement, the contractor is entitled to conduct the tests in the absence of the purchaser.

"(3) The performance tests to be conducted are described in annex ... to this contract.
"(4) If the performance tests are unsuccessful, the contractor is obligated to repeat them

within ... (indicate a period of time) after the date of the unsuccessfultests, The contractor is
not permitted to repeat unsuccessful tests more than . .. times, or after the expiry of ...
(indicate a period of time) from the [expiry of the trial operation period] [completion of the
construction]. However, the purchaser may require the contractor to repeat unsuccessful tests
even after unsuccessful tests have been repeated ... times (indicate same number as that
indicated above), or after the expiry of ... (indicate same period as that last-mentioned) from
the [expiry of the trial operation period] [completion of the construction].

"(5) The contractor must bear the costs of conducting the performance tests. However, the
purchaser must supply at his own expense the following items needed for the conduct of the
tests: ... (indicate items).
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"(6) If performance tests are repeated because the initial tests are unsuccessful, the
contractor must bear all costs reasonably incurred by the purchaser as a result of the repetition.
If the conduct of tests is prevented because the purchaser has failed to perform an obligation,
and the tests are postponed, he must bear all costs reasonably incurred by the contractor as a
result of the postponement.

"(7) Within ... (indicate period of time) after the conduct of performance tests, the parties
must prepare a report, to be signed by both parties, reflecting the results of the tests. The report
must indicate whether the tests were successful or unsuccessful. It must also set forth the
following information: ... (indicate information required)."

'Illustrative provisions

"(I) The purchaser must accept the works within ... (indicate period of time) after the
conduct of successful performance tests.

"(2) Within ... (indicate period of time) after the conduct of successful performance tests,
the parties must prepare an acceptance statement. The acceptance statement must contain the
following information: ... (indicate required information).

"(3) Acceptance occurs on the date of acceptance mentioned in the acceptance statement
prepared under paragraph (2) of this article. If the acceptance statement does not mention a
date, acceptance occurs on the date on which the statement is signed by both parties. If the
acceptance statement is not signed by both parties, acceptance occurs on the date on which
successful performance tests were completed.

"(4) If the conduct of performance tests is prevented during the period specified in article ...
of this contract because the purchaser has failed to perform an obligation, the contractor may
deliver to the purchaser a notice stating that acceptance has occurred, and acceptance occurs on
the date on which the notice is delivered.

"(5) If performance tests cannot be conducted during the period specified in article ... of
this contract due to causes for which neither party is responsible, the parties must commence the
operation of the works. The works must be operated for ... (indicate a period of time). If no
serious defects are discovered in the works during this period, acceptance occurs on the expiry of
this period."
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Chapter XIV. Passing of risk

SUMMARY

Loss or damage may be caused to equipment and materials to be
incorporated in the works and to the works before or after completion, as
well as to tools and construction machinery to be used by the contractor
for effecting the construction. This chapter deals with loss or damage
which may be caused by accidental events or by the acts of third persons
for whom neither party is responsible, and the issue of allocating the risk
of such loss or damage between the parties (paragraphs 1 to 4).

In determining how the risk of loss or damage is to be allocated between
the parties, several factors need to be considered and balanced (para
graph 5). The parties may sometimes wish to exclude certain specified
events from the risks to be borne by the contractor, and to allocate the
risk of loss or damage from that event to the purchaser (paragraph 6).

Mandatory rules in many legal systems provide that, after equipment and
materials are incorporated in the works, they lose their separate identity,
and the party bearing the risk in respect of the works will also bear the
risk in respect of the incorporated equipment and materials. The time at
which equipment and materials are considered to be incorporated in the
works will be determined by criteria specified in the applicable law
(paragraphs 7 and 8).

The parties may wish to determine the allocation of risk in respect of
equipment and materials supplied by the contractor, and the time at which
the risk is to pass from one party to the other. This may depend, in particular,
on which party is to be in physical possession of the equipment and materials
and the need to avoid a multiple passing of risk (paragraphs 9 to 15).

Equipment which is supplied by the contractor is sometimes not intended
to be incorporated in the works. If they are able to do so under the
applicable legal rules, the parties may wish to allocate the risk in respect of
such equipment on the basis of which party is to be in physical possession of
the equipment prior to the take-over of the works (paragraphs 16 and 17).

In respect of equipment and materials supplied by the purchaser for
incorporation in the works, the parties may wish to determine the
allocation of risk on the basis of factors similar to those which would be
relevant to an allocation of risk in respect of equipment and materials
supplied by the contractor (paragraphs 18 and 19).

In respect of the works during construction and the completed works,
where only one contractor is engaged to construct the entire works it is
advisable to provide that the contractor is to bear the risk until take-over
or acceptance by the purchaser (paragraphs 20 and 21). Where several
contractors participate in the construction in succession, the contract may
provide that the risk is to pass to each contractor at the time the
uncompleted works is taken over by him, and pass to the purchaser at the
time the works is taken over by the purchaser (paragraph 22).
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Where the contractor bears the risk of loss or damage, the contract may
require him to cure with all possible speed and at his own expense any loss
or damage which occurs. Where the purchaser bears the risk in respect of
equipment and materials supplied by the contractor, the contract may
obligate him to pay the entire price for equipment and materials which are
lost or damaged (paragraph 23).

It is advisable for the contractor to bear the risk in respect of the
contractor's tools and construction machinery brought to the site for
effecting the construction (paragraph 30).

A. General remarks

1. Loss or damage may be caused to equipment or materials to be
incorporated in the works, to the works during construction, or to the
completed works, as well as to tools and construction machinery to be used by
the contractor for effecting the construction. Liability for damages in cases
where such loss or damage is caused by a party to the works contract, or by a
third person for whom a party is responsible, is discussed in chapter XX,
"Damages". The present chapter deals with loss or damage which may be
caused by accidental events, or by the acts of third persons for whom neither
party is responsible. Such loss or damage is not uncommon during the
construction of an industrial works. It is therefore advisable for the contract to
allocate the risk of this loss or damage between the parties.

2. The party bearing a risk of loss or damage will have to bear the financial
consequences of the loss or damage without being able to obtain compensation
from the other party. For example, if loss or damage is caused to equipment,
materials or the works, and the contractor bears the risk of that loss or
damage, he will be obligated to cure the loss or damage by replacing the lost
items or repairing the damage at his own expense. If the purchaser bears the
risk of that loss or damage, he will be obligated to pay the price in respect of
the lost or damaged items despite the loss or damage. The party bearing those
risks may wish to take out insurance covering the risk, or may even be
obligated to do so under the works contract (see chapter XVI, "Insurance",
paragraphs 17 to 26). However, a party will be compelled to bear the
consequences of those risks against which insurance is not obtained.

3. It may sometimes be difficult to discover whether loss or damage was
caused by an accidental event, or by a third person for whom neither party is
responsible (e.g., where goods are found to be damaged after transportation,
and the damage is of a kind which might have been caused either by an
accidental event or by a third person). It is therefore advisable to provide that
the risk of loss or damage to be borne by a party includes both loss or damage
caused by accidental events and loss or damage caused by a third person for
whom neither party is responsible.

4. An accidental event or act of a third person causing loss or damage to the
works may also prevent a party from performing his contractual obligations.
For example, if the works is damaged by a storm during a period when the
contractor bears the risk of accidental damage, the contractor may be
prevented from completing the construction in time. The issue of whether the
party who has failed to perform his contractual obligations is liable to pay
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damages to the other party for financial loss suffered due to the failure should
be distinguished from the issue of who should bear the risk of loss or damage
caused by the accidental event or act of the third person. Even if the person
bearing the risk is liable to cure the loss or damage covered by the risk, he
may not be liable to pay damages for his failure to perform due to the loss or
damage if the accidental event or the act of the third person constituted an
exempting impediment (see chapter XX, "Damages", paragraph 3, and
chapter XXI, "Exemption clauses", paragraphs 9 to 26). In the example given
above, the contractor may be obligated to repair the damage to the works
caused by the storm, but he would not be liable to pay damages to the
purchaser for the financial loss arising from his failure to perform if the storm
constituted an exempting impediment under the exemption clause contained in
the contract.

5. In determining how the risk of loss or damage is to be allocated between
the parties, factors such as the following need to be considered and balanced:

(0) First, and most importantly, which party is able to insure the goods at
the least cost, or, under the works contract, is to provide the insurance cover
for the loss or damage in question, or is in a better position to claim against an
insurer;

(b) Which party can better control the circumstances which may result
in loss or damage; this party will usually be the party who is in physical
possession of the equipment, materials or the works. An allocation of
risk to that party may create an incentive to care for the goods with
diligence. In addition, allocation of the risk to the party in physical
possession of the property may avoid disputes over whether the loss or
damage was caused by a failure to take due care of the property, or by an
accidental event or act of a third person which could not have been
prevented. The parties may wish to attach considerable weight to this factor
in allocating risk;

(c) The undesirablility of a multiple passing of risk between the parties
(e.g., from contractor to purchaser, and then from purchaser to con
tractor). The parties may also wish to attach considerable weight to this
factor;

(d) Which party can best salvage and dispose of the damaged property.

6. The parties may sometimes wish to exclude from the risks to be borne by
the contractor the risk of loss or damage caused by certain specified events, for
example, war, other military action, riots (unless solely caused by employees of
the contractor or his subcontractors), earthquake, or floods (so-called
"excepted risks").' Since the exclusion will result in those risks being borne by
the purchaser, it is advisable for the contract to specify the cases when the
purchaser is to bear them. The parties may wish to provide that the purchaser
bears those risks only where the loss or damage is caused by the specified
events in the country where the works is to be constructed. If, however, the
parties wish to provide that the purchaser is to bear the risks even in respect of
loss or damage caused outside the country where the works is to be
constructed, it is desirable for the contract to specify the time when the
purchaser is to commence to bear those risks (e.g., at the time when the
equipment and materials are handed over to the first carrier for transportation
to the site).
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B. Equipment and materials supplied by contractor

1. Equipment and materials to be incorporated in works

(a) Consequences of incorporation under applicable law

7. Mandatory rules in many legal systems provide that equipment and
materials lose their separate identity after they are incorporated in the works.
Thereafter, the party bearing the risk in respect of the works will also bear the
risk in respect of the incorporated equipment and materials. The time at which
equipment and materials are considered to be incorporated in the works will be
determined by criteria specified in the applicable law. The parties may find it
advisable to ascertain when incorporation takes place under those criteria.

8. Under most legal systems, materials are considered to be incorporated in
the works after their use in the construction, since such use often results in a
change in the physical characteristics of the materials. In respect of equipment,
different approaches are adopted by various legal systems. Under some legal
systems, equipment is considered to be incorporated only after it is installed in
the works in such a manner that it cannot be separated from the works without
damage to the equipment. Under other legal systems, installation of a less
permanent character suffices for the equipment to be considered incorporated
in the works. If the rules of the applicable law regulating when incorporation
takes place are not mandatory, and do not settle the issue in an appropriate
manner, the parties may wish to determine in the contract when equipment and
materials are to be considered as incorporated in the works (e.g., at the time
when equipment is installed in the works, whether or not the equipment could
be subsequently removed without .damage to the equipment).

(b) Rules on passing of risk adopted in contract

9. The parties may wish to determine in the contract which party bears the
risk of loss of or damage to equipment and materials supplied by the contractor
for incorporation in the works during the period prior to their incorporation. If
the equipment and materials are to remain in the physical possession of the
contractor until their incorporation in the works by the contractor, it is
advisable to provide that the risk of loss or damage is to be borne by the
contractor until their incorporation (see footnote I to this chapter).

10. In certain circumstances, it may be necessary for the purchaser to take
over for the purpose of storage equipment and materials supplied by the
contractor (see chapter VIII, "Supply ofequipment and materials", paragraphs 21
to 26). In those circumstances, whichever approach is adopted for the
allocation of risk will have one of two disadvantages: a multiple passing of risk;
or physical possession of the equipment and materials by one party and the
bearing of risk in respect of the equipment and materials at-the same time by
the other. Thus, the contract might provide that the purchaser is to bear the
risk in respect of the works during construction, and also in respect of the
equipment and materials until their incorporation in the works, thereby
avoiding a multiple passing of risk. However, this approach has the
disadvantage that, when the contractor takes the equipment and materials out
of storage for incorporation in the works, they will be in his physical possession
until their incorporation, while the risk of loss or damage during that period is
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borne by the purchaser. If, alternatively, it is provided in the contract that the
risk is to be borne by whichever party is for the time being in possession of the
equipment and materials, that disadvantage is avoided.

11. When the risk of loss or damage to the uncompleted works is to be borne
by the purchaser and the equipment or materials are to be taken over by the
purchaser for storage and are to be handed back to the contractor only
immediately prior to their incorporation in the works, the parties may wish to
provide that the risk in respect of the equipment and materials is to pass to the
purchaser and is to remain with him until their incorporation in the works.
When the risk of loss of or damage to the uncompleted works is to be borne by
the contractor, or, whether the purchaser or the contractor is to bear the risk in
respect of the uncompleted works, when after the storage the equipment or
materials are to be taken over by the contractor and are to remain in his
physical possession for a considerable period of time prior to their incorpora
tion in the works, the parties may wish to agree that the risk is to pass back to
the contractor and is to remain with him.

12. In all cases where equipment and materials are to be taken over by the
purchaser for the purpose of storage or installation by the purchaser or another
enterprise engaged by the purchaser (see chapter IX, "Construction on site",
paragraphs 27 to 30), the contract should determine when the risk of loss or
damage passes to him. The parties may wish to select one of the following times
for the passing of risk to the purchaser:

(a) The time when the equipment and materials are handed over to the first
carrier for transport to the purchaser, or when they effectively pass the ship's
rail at the agreed port of shipment;

(b) The time when the equipment and materials are taken over by the
purchaser, or, if he is in delay in taking them over, the time when they are
placed at his disposal. 2

13. In determining which of these times is appropriate, the parties may wish
to select a time at which the purchaser has the possibility of checking the
condition of the equipment and materials. If the equipment and materials are
not checked at the time when the risk passes, and they are later found to be lost
or damaged, it may be difficult to determine when the loss or damage occurred,
and who is to bear the consequences of the loss or damage.

14. The approach described in the preceding paragraphs may be used whether
the contractor supplies the equipment or materials from his own stocks, or
whether he contracts with a subcontractor or a supplier to supply them direct to
the place of supply specified in the contract (see chapter VIII, "Supply of equip
ment and materials", paragraph 5). In the latter case, the supply of the equipment
or materials by a subcontractor or supplier may be regarded as the performance by
the contractor of his supply obligations under the works contract (see chapter XI,
"Subcontracting's, paragraphs 27 and 28). The works contract will, therefore, be
able to allocate between the contractor and the purchaser the risk of loss of or
damage to the supplied items, although it will not be able to allocate that risk
between the subcontractor or supplier and the contractor. The latter allocation
will be effected by the contract between those parties. To the extent possible, the
contractor may wish to protect himselfby seeing to it that the risk does not pass to
him under his contract with the subcontractor or supplier at a time earlier than
when the risk passes from him to the purchaser under the works contract.
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15. Where the equipment and materials are being supplied by the contractor
to the purchaser under a relevant trade term of the International Rules for the
Interpretation of Trade Terms (lNCOTERMS) (e.g., f.o.b., c& f), that trade
term may determine the time of the passing of risk to the purchaser. This
approach may be advisable in cases where the trade term as interpreted in
INCOTERMS determines the passing of risk in a manner appropriate to a
works contract (see chapter VIII, "Supply of equipment and materials",
paragraph 3).

2. Equipment not to be incorporated in works

16. Equipment which is supplied by the contractor is sometimes not intended
to be incorporated in the works (e.g., movable equipment for unloading the
products of the works). Such equipment is, under some legal systems,
considered to be appurtenant to the works, and the risk in respect of the
equipment is deemed to pass from the contractor to the purchaser at the same
time as the risk in respect of the works. However, the parties are often given the
autonomy to determine by agreement that the risk is to pass at some other
time. Such an agreement may be desirable when the applicable legal rules do
not allocate the risk in respect of such equipment in a manner which is
appropriate for a works contract. It may also be advisable for the works
contract to determine the time of passing of the risk in respect of such
equipment in cases where the applicable lawdoes not consider the equipment
to be appurtenant to the works.

17. The parties may wish to allocate the risk on the basis of which party is to
be in the physical possession of the equipment prior to the take-over of the
works. If the contractor is to be in possession, the risk may be borne by the
contractor, and pass to the purchaser when the risk passes in respect of the.
works. If the purchaser is to take over the equipment prior to the take-over of
the works (e.g., for purposes of storage), the risk may pass to the purchaser at a
time determined by the parties (see paragraphs 12 to 15, above).

C. Equipment and materials supplied by purchaser

18. Under some works contracts, the purchaser may be obligated to supply
equipment and materials to be used by the contractor for incorporation in the
works. The parties may wish to. provide that, if the contractor bears the risk in
respect of the works during construction, the risk in respect of the equipment
and materials supplied by the purchaser is to pass from the purchaser to the
contractor at the time when they are taken over by the contractor or, if he is in
delay in taking them over, at the time when they are placed at his disposal. The
contract may provide that the contractor is obligated to inspect the equipment
and materials at the time of take-over (see chapter VIII, "Supply of equipment
and materials", paragraph 29). This approach has the advantage of reducing
disputes between the parties as to which of them should bear the consequences
of loss of or damage to the equipment and materials.

19. The advantage of the approach described above is less when the purchaser
bears the risk in respect of the works during construction. In such a case, this
approach results in a double passing of risk (from the purchaser to the
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contractor and from the contractor to the purchaser when the equipment and
materials are incorporated in the works). Furthermore, disputes as to the cause
of a failure of the works to operate may not be substantially reduced,as the
purchaser would bear the risk in respect of the equipment and materials after
their incorporation in the works. The parties may wish to provide that, in cases
where the equipment and materials are to be stored on the site by the purchaser
and are to be taken over by the contractor only immediately before their
incorporation in the works, the risk is to borne by the purchaser until the
incorporation.

D. Works during construction and completed works

20. When only one contractor is engaged to construct the entire works (in
particular, in the case of a turnkey contract), it is advisable for the contract to
provide that the contractor is to bear the risk of loss of or damage to the works
during construction, and to the completed works until acceptance of the works,
or, alternatively, take-over of the works, by the purchaser (see chapter XIII,
"Completion, take-over and acceptance", paragraph 23).

21. The advantage of having the contract provide that the risk in respect of
the works is to pass from the contractor to the purchaser at the time of the
take-over of the works by the purchaser is that, from that time, the works will
be in the physical possession of the purchaser and the purchaser can therefore
control the circumstances which may result in loss or damage to the works.
However, where the works is to be operated under the supervision of the
contractor for a trial period commencing to run from the time of the take
over of the works by the purchaser (see chapter XIII, "Completion, take-over
and acceptance", paragraph 16), the parties may prefer not to have the risk
pass until the time when the works is accepted by the purchaser. The time
when take-over and acceptance may occur is discussed in chapter XIII,
"Completion, take-over and acceptance", paragraph 22, 25, 29, 31 and 32.
The contract may provide that, if the purchaser fails to take over or accept
the works when obligated to do so, the contractor is entitled to require him to
do so, and that if the purchaser fails to do so within a specified period of
time, the risk is to pass on the date when a notice that the risk has passed is
delivered to him by the contractor (cf. chapter XVIII, "Delay, defects and
other failures to perform", paragraphs 60 and 61). In the exceptional case
where the works is to be in the ownership of the contractor during the
construction (see chapter XV, "Transfer of ownership of property", para
graph 8), the parties may prefer to provide that the risk is to pass from the
contractor to the purchaser at the time of the transfer of ownership of the
works to the purchaser.

22. Where several contractors participate in the construction in succession,
and each of them is to be in physical possession of the works during the period
of construction by him, the contract may provide that the risk is to pass to each
contractor at the time the uncompleted works is taken over by him, and pass to
the purchaser at the time the works is taken over by the purchaser. Each of the
contractors may be obligated to conduct completion tests after completion of
the portion of the construction to be effected by him. These tests will involve
inspection by the parties of the completed portions (see chapter XIII,
"Completion, take-over and acceptance", paragraph 4). Any loss or damage
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the risk of which is borne by a contractor may be discovered during the
inspection. The contractor who is required to construct next may participate in
the inspection, and any loss or damage which is discovered may be reflected in
a take-over statement (see chapter XIII, "Completion, take-over and accept
ance", paragraph 22).

E. Some consequences of bearing of risk

23. Where the contractor bears the risk of loss of or damage to equipment or
materials supplied by him, to the works during construction, or to the
completed works until take-over or acceptance, he will be required to cure any
loss or damage covered by the risk at his own expense with all possible speed.
The contract may provide that, in curing the loss or damage, the contractor has
the option of either replacing or repairing property which has been damaged.
Under many legal systems, the purchaser is obligated to pay the entire price of
property supplied by the contractor in cases where the loss of or damage to the
property is covered by the risk to be borne by the purchaser. If the applicable
law does not provide that the bearing of risk by the purchaser has these
consequences, it is advisable for the contract to do so. Where loss or damage
covered by the risk to be borne by the purchaser occurs to equipment and
materials supplied by the contractor, and the purchaser has therefore to cure
the loss or damage at his own expense, he will in many cases not be able to do
so himself. It may be advisable for the contract to determine how this issue is to
be resolved (cf. chapter XVIII, "Delay, defects and failures to perform",
paragraph 49).

F. Contractor's tools and construction machinery to be used
for effecting construction

24. The contractor will bring tools and construction machinery to the site to
be used for the construction. The risk of loss of or damage to such property
which may be caused by accidental events, or by the acts of third persons for
whom neither party is responsible, would be borne under many legal systems
by the contractor, and would not pass to the purchaser. The contract may
provide that the tools and machinery may, in some situations, be used by the
purchaser, or by a third person engaged by him, for the construction. Even in
those situations, however, it may be advisable to provide that the risk is to be
borne by the contractor if the tools and machinery are used for the
construction to be effected under the contract.

Footnotes to chapter XIV

'Illustrative provisions
"( I) Except as provided in paragraph (2) of this article, the contractor bears the risk of any

loss or damage from any cause whatsoever to any equipment and materials supplied by him until
their incorporation in the works.
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"(2) However, the risk borne by the contractor does not cover any loss or damage caused by
the purchaser or any person engaged by him [or caused by ... (here indicate "excepted risks";
see paragraph 8, above) in the country where the works is being constructed]."

2Illustrative provisions

"( I) Except as provided in paragraph (2) of this article, the risk of loss or damage from any
cause whatsoever to equipment and materials to be supplied by the contractor for incorporation
in the works passes from the contractor to the purchaser at the time when [the equipment and
materials are handed over in accordance with this contract to the first carrier for transmission to
the purchaser] [the equipment and materials effectively pass the ship's rail at the agreed port of
shipment] [the equipment and materials are taken over by the purchaser or, if he is in delay in
taking them over, they are placed at the disposal of the purchaser].

"(2) [As in paragraph (2) of the illustrative provisions in note I)".
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Chapter xv. Transfer of ownership of property

SUMMARY

The issue ofwhether various types of property involved in the construction of
an industrial works are owned by the contractor or the purchaser may be
important in connection with questions of insurance, taxation, and liability to
third persons arising from the property or its use. The issue is also important
because the property may be seized by creditors of its owner and is subject to
bankruptcy proceedings against him (paragraph I). This Guide deals with
the transfer of the ownership of property as an issue distinct from the
passing of risk of loss of or damage to that property (paragraph 2).

The transfer of ownership of equipment and materials which are to be
incorporated in the works is often governed by mandatory rules of the
legal system where the property is situated (paragraph 3). Many legal
systems contain a mandatory rule that all things affixed to land become
subject to the ownership of the landowner (paragraph 4). Even if the
applicable law permits the parties to regulate through contract provisions
the transfer of ownership of property from one party to the other, they
may need to include such provisions only where the applicable law does
not regulate the transfer in a satisfactory manner (paragraph 5).

Contractual provisions allocating the ownership of equipment and materials
to the party who does not own the works may cease to have effect upon the
incorporation of the equipment materials in the works (paragraph 6).

In regard to the transfer of ownership of equipment and materials
supplied by the contractor, it may be desirable that ownership does not
remain with him after the purchaser has paid a substantial portion of the
price for them. In regard to the transfer of equipment and materials
supplied by the purchaser, it may be desirable that the ownership of the
equipment and materials is not to pass to the contractor unless he pays for
them before their incorporation (paragraph 7).

It may be desirable for ownership of the works during construction to be
allocated in certain circumstances to the purchaser, for example when he
pays a substantial portion of the price in the form of progress payments
during construction. In other circumstances, an allocation to the contractor
may be desirable, for example ifcredit has been given by the contractor to the
purchaser in respect of the payment of the price (paragraph 8).

A. General remarks

1. The issue of whether various types of property involved in the construction
of an industrial works are owned by the contractor or the purchaser may be
important in connection with questions of insurance, taxation and liability to
third persons arising from the property or its use. The issue is also important
because the property may be seized by creditors of its owner, and is subject to
bankruptcy proceedings against him.
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2. The Guide deals with the transfer of the ownership of property involved in
the performance of a works contract as an issue distinct from the passing of
risk of loss of or damage to that property (see chapter XIV, "Passing of risk").
Although under some legal systems the risk of loss of or damage to property
passes with the transfer of ownership of the property, under other legal systems
this is not the case. For example, under some legal systems the issue of who
bears the risk of loss of or damage to property. may depend on who has
possession of the property. Furthermore, even legal systems under which the
risk passes with the transfer of ownership may permit the parties to agree
otherwise.

3. The transfer of ownership of equipment and materials which are to be
incorporated in the works is often governed by mandatory rules of the legal
system where the property is situated, leaving the parties only limited
autonomy to specify in the contract the time when ownership is transferred
from one party to the other. Under most legal systems, ownership of equipment
and materials may not pass till the property is identified as that which is to be
supplied in performance of the contract. Some legal systems require, in
addition, that the equipment and materials be delivered to the party who is to
acquire them.

4. Many legal systems contain a mandatory rule that all things affixed to land
become subject to the ownership of the landowner. If that rule exists in the law
of the country where the site is located, the works during construction and after
its completion will be owned by the owner of the site, who is normally the
purchaser. Other legal systems have non-mandatory rules determining the
ownership of things affixed to the land, although under many of these legal
systems as well the things will become subject to the ownership of the
landowner unless the parties provide otherwise. However, under contract
provisions or the applicable law, the ownership of the equipment and materials
which are to form part of the works may have passed to the purchaser even
prior to their incorporation in the works (see section B, below).

5. Even if the applicable law permits the parties to regulate through contract
provisions the transfer of ownership of property from one party to the other,
they may need to include such provisions only where the applicable law does
not regulate the transfer in a satisfactory manner. Sections Band C of this
chapter contain suggestions for regulating in an appropriate manner the
allocation of ownership in certain circumstances if the allocation by non
mandatory rules of the applicable law in those circumstances is unsatisfactory.
When formulating provisions regulating the transfer of ownership, it is in
general advisable for the parties to avoid, as far as possible, multiple transfers
and retransfers of ownership of property.

B. Transfer of ownership of equipment and materials to be incorporated
in works

6. The parties may wish to note that contractual provisions allocating the
ownership of equipment and materials to the party who does not own the
works may cease to have effect upon the incorporation of the equipment and
materials in the works. Under mandatory legal rules existing in many legal
systems, equipment and materials which are incorporated in the works become
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merged in it upon incorporation, and cease to be objects of independent
ownership. The incorporated equipment and materials will thereafter be owned
by the party owning the works.

7. In regard to the transfer of ownership of equipment and materials supplied
by the contractor, it may be desirable that the equipment and materials do not
remain in the ownership of the contractor after the purchaser has paid a
substantial portion of the price for them. The purchaser may otherwise suffer
serious loss if the property of the contractor is seized by his creditors, or if the
contractor is declared bankrupt. In regard to the transfer of ownership of
equipment and materials supplied by the purchaser, it may be desirable that the
ownership of the equipment and materials is not to pass to the contractor prior
to their incorporation in the works, whether the works is to be owned by the
purchaser during construction, or, exceptionally, by the contractor. However, if
the works during construction is to be owned by the contractor and he pays for
the equipment and materials before their incorporation, it may be provided
that ownership is to pass to him at the time of payment.

C. Ownership of works during construction and after completion

8. In certain circumstances an allocation by the parties of ownership of the
works during construction to the purchaser may be desirable (cf. paragraph 4,
above). For example, it may be desirable for ownership to be allocated to the
purchaser when he pays a substantial portion of the price in the form of
progress payments during construction. It may also be desirable for ownership
to be allocated to the purchaser in cases where the allocation to the contractor
may lead to difficulties, for example, where several contractors participate in
the construction and it is not practicable for each contractor to own the portion
of the works constructed by him. In other circumstances, however, an
allocation of the ownership to the contractor may be desirable. For example, if
credit has been given by the contractor to the purchaser in respect of the price,
a substantial portion of which is to be paid on a date after the expiration of the
guarantee period, the contractor may be protected by an allocation of
ownership until a specified percentage of the price is paid. Such an arrangement
may, however, approximate to an agreement for the retention of ownership,
and the law of the site may require compliance with certain formalities if the
allocation is to be validly effected. Furthermore, the law of the site may require
compliance with additional formalities to effect a valid transfer of ownership of
the works to the purchaser after the specified percentage of the price has been
paid by him.
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Chapter XVI. Insurance

SUMMARY

It is desirable for the parties, and particularly for the purchaser, to obtain
advice regarding insurance from specialists in the field of insurance of
industrial works projects. The works contract need normally deal only
with those types of insurance which it is desirable for a party expressly to
be obligated to provide (paragraphs 1 to 4).

It is advisable for the contract to require property insurance and liability
insurance, and to specify the risks which are to be insured against, the
party who is obligated to obtain the insurance, the parties and other
entities who are to be named as insured parties, the minimum amount of
insurance, the applicable deductible or excess, and the period of time to be
covered by the insurance (paragraphs 5 to 15).

It is advisable for the contract to require property insurance against loss of
or damage to the works during construction, the completed works,
temporary structures and structures ancillary to the works (paragraphs 16
to 23), and equipment and materials to be incorporated in the works
(paragraphs 24 to 26).

Where the contractor is to bear the risk of loss of or damage to the entire
works during construction and after completion, it may be desirable for
the contract to obligate the contractor to obtain property insurance
covering the entire works and to keep it in force. Where several
contractors are engaged to construct the works, and no single contractor
bears the risk of loss of or damage to the entire works, the parties may
wish to consider whether it is desirable for each contractor to obtain
insurance covering the portion of the works and structures covered by his
construction (paragraph 18). It is normally desirable for both the contrac
tor and the purchaser to be named as insured parties (paragraph 19).

Different approaches may be adopted with respect to the risks required by
the contract to be covered by property insurance (paragraphs 20 and 21).
The parties should consider the nature of the losses to be compensated by
the insurance and the amount of insurance to be required (paragraphs 22
and 23).

With respect to insurance covering equipment and materials to be
incorporated in the works, the contract might provide for those items to
be insured under a cargo policy from the point of shipment to delivery at
the site, and after delivery by property insurance as previously discussed.
Alternatively, it may be desirable in some cases for a single insurance
policy to insure them for the entire period from the time of shipment to
the time of incorporation in the works (paragraphs 24 to 26).

In some cases, it may be desirable for the contractor to be obligated to
obtain insurance covering machinery and tools used by him for the
construction, including hired machinery and tools (paragraph 27).
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It is desirable for the contract to obligate the contractor to insure against
his extra-contractual liability for loss, damage, or injury caused. in
connection with his performance of the contract, including acts or
omissions of his employees, subcontractors and suppliers, as well as his
liability under indemnities which he assumes under the contract (para
graphs 28 to 37).

It may be desirable for the contract to require the contractor also to
provide specific types of liability insurance, such as products liability
insurance (paragraph 29), professional indemnity insurance (paragraph 30),
insurance against liabilities arising from the operation of vehicles
(paragraph 31), and insurance to compensate employees for work-related
injuries (paragraphs 32 to 35). The contract might require liability
insurance to be in effect prior to the time when he or any subcontractor
commences construction on the site and might. cover loss, damage or
injury occurring throughout the construction phase and the guarantee
period (paragraph 36). .

It is advisable for the contract to obligate the contractor to produce to the
purchaser specified types of proof that insurance which the contractor is
obligated to obtain is in effect, or instruct his insurer to provide such
proof directly to the purchaser. Similar obligations might be imposed
upon the purchaser in respect of insurance required to be obtained by him
(paragraph 38). The parties may wish to consider provisions to deal with
the situation where the obligated party fails to obtain or keep in force any
insurance which he is required to provide (paragraphs 39 to 41).

A. General remarks

1. The construction of a large industrial works carries with it the risks of loss,
damage and injury resulting from a wide variety of possible accidents and
events. One of the functions of the works contract is to allocate these risks
between the contractor and the purchaser. This is accomplished by clauses
under which a party assumes a particular risk or under which the risk is shared
by both parties, for example, clauses relating to passing of risk (see chapter
XIV, "Passing of risk"), exemptions (see chapter XXI, "Exemption clauses"),
and hardship (see chapter XXII, "Hardship clauses"). Risks which are not'
allocated by the contract will be imposed upon one party or the other by rules
of law. A party may wish to transfer to third parties, such as insurers, certain
risks to which he is subject, or portions of those risks.

2. It is usually advisable for the works contract to contain provisions relating
to insurance covering certain risks. There may be cases in which the purchaser
wishes the contractor to be obligated to provide insurance covering certain
risks borne by the contractor. This may be the case with respect to risks which,
if they materialized, would produce financial consequences beyond the ability
of the contractor to bear and which could impair or prevent performance of the
contract by the contractor, or which could otherwise prejudice the purchaser if
the contractor failed to bear them. For similar reasons, lending institutions
financing the construction of a works often require insurance coverage for
certain risks borne by the contractor. In some cases, the parties may agree that
the contractor is to arrange and pay for insurance covering certain risks borne
by the purchaser (see, e.g., paragraph 21, below). In exceptional cases, the
purchaser might undertake in the contract to arrange and pay for· insurance
covering some of the contractor's risks (see paragraphs 6 and 14, below).
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3. It should be noted that the contract need normally deal only with those
types of insurance which it is desirable for a party expressly to be obligated to
provide; it need not normally deal with other types of insurance which it would
be prudent or legally necessary for a party to have. This chapter concerns only
those types of insurance which the parties may wish expressly to require in the
works contract.

4. The insurance of industrial works projects is a highly specialized field.
There exists a wide variety of types of insurance to cover various risks; most of
these are subject to a complex array of exclusions and restrictions. Where the
overall insurance scheme for a project consists of several policies covering
different risks-some policies taken out by the contractor and others by the
purchaser-the individual policies must be co-ordinated so as to achieve the
intended overall coverage and to avoid undesired gaps in, as well as duplication
of, coverage. It is therefore desirable for the parties to obtain advice regarding
insurance from specialists in the field of insurance of international industrial
works projects. The purchaser, in particular, may wish to obtain a thorough
analysis of the risks to which he is subject in connection with the project and
advice as to the insurance of those risks. It would be desirable for him to do so
even at the pre-contract stage, since professional risk-management and
insurance advice will be important for the structuring of risk-allocating and
insurance provisions of the draft contract to be presented to prospective
contractors. International lending institutions sometimes require purchasers to
obtain advice from risk management professionals in connection with projects
financed by those institutions.

5. The contract may contain provisions relating to:

(a) Property insurance, to insure against loss of or damage to the works
during construction, the completed works, temporary structures and struc
tures ancillary to the works, equipment and materials to be incorporated in
the works and the machinery and tools used by the contractor for the
construction (including hired machinery and tools). This insurance insures
property owned by the insured party or in which he otherwise has an
insurable interest (e.g., property in respect of which he bears the risk of loss
or damage);

(b) Liability insurance, to insure the contractor against his extra-contractual
liability for loss, damage or injury caused in connection with his performance
of the contract, as well as his liability under indemnities which he assumes
under the contract.

6. Whether it is desirable for a particular type of insurance to be obtained by
the contractor or the purchaser will depend upon a number of factors, many of
which are discussed elsewhere in this chapter. In many cases, it may be
desirable for the insurance to be obtained by the party who bears the risk
covered by the insurance. In some cases, however, it may be preferable for one
party to arrange and pay for insurance covering risks borne by the other party.
This might be the case, for example, if the party who does not bear the risk can
obtain the insurance more cheaply than the other, or if the insurance in
question must be co-ordinated with other insurance (see paragraph 13, below).
The purchaser may therefore wish to consider whether, taking into consideration
the foregoing circumstances, it would be more desirable for him to obtain
certain types of insurance covering his own or the contractor's risks, rather
than requiring the contractor to do so. The parties may wish to provide that the
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insurance required under the contract must be obtained from an insurer
acceptable to both parties to the works contract (see, however, paragraph 15,
below).

7. It is advisable for the contract to provide that the fact that a party has
obtained insurance covering certain risks should not constitute a limitation or
discharge of the liabilities of that party under the contract in respect of those
risks, even if the contract requires him to insure against them.

8. It is advisable for the insurance provisions in the contract to specify the
risks which are to be insured against, the party who is obligated to obtain the
insurance, the parties and other entities who are to be named as insured parties,
the minimum amount of insurance, the "deductible" (or "excess"), if any,
applicable to each risk (i.e., the amount of a financial loss which the insured
must bear himself, the insurer compensating under the insurance policy only to
the extent the loss exceeds such amount), and the period of time to be covered
by the insurance. Due to the complex and often unique nature of industrial
works projects, insurance coverage will usually have to be tailored to meet the
particular circumstances of the project.

9. The parties should be aware that the type or amount of insurance which
can be obtained will be limited by what is available in the insurance market.
Some insurance coverage which a party might consider desirable may not be
available. Other coverage may be obtainable only at a cost which may not be
economically justified in a particular project. Therefore, in drafting insurance
provisions, the parties should bear in mind whether it is possible to obtain the
contemplated coverage at reasonable rates. It should be noted that due to
changing market conditions, the availability of certain types of insurance
discussed in this chapter may change after the time of this writing.

10. The amount of insurance required by the contract and the scope of the
risks insured against should not exceed those which are necessary or prudent
under the circumstances of the project. Purchasers should be aware that even if
the contractor obtains insurance, the costs of insurance will usually ultimately
be borne by the purchaser. Excessive insurance required by the purchaser will
unnecessarily increase the price which he must pay. Moreover, in a lump-sum
contract, imposing excessive insurance costs on the contractor might tempt him
to reduce other costs in order to maintain the attractiveness of his bid or his
profit margin. Such a practice could adversely affect the quality of the works to
be supplied to the purchaser.

11. The parties may wish to consider providing in the contract for a means to
adjust the amounts of the insurance required by the contract, in order to take
account of inflation. The adjustment could be made automatically, in
accordance with a change in a relevant index, or the contract could provide for
a review of the amounts upon the request of either party. The contract might
also specify which party is to bear the increases in the cost of insurance
resulting from increases in the amounts of insurance; this might be the party
who is obligated to obtain the insurance. To the extent legally possible (see
paragraph 15, below), the parties may wish to require that the insurance
proceeds in the event of a claim be payable in a freely convertible currency.

12. The purchaser may also wish to consider the amounts of the deductibles
(see paragraph 8, above) to which the various types of insurance required by
the contract should be subject. The insurer will in most cases require a

173



minimum deductible, although a higher deductible could be required in the
works contract. A higher deductible could reduce the cost of the insurance;
however, if the risk insured against materializes, the loss up to the amount of
the deductible will have to be borne by the party who bears that risk. If such a
risk is borne by the contractor, he might include an increment in his price to
account for that contingency.

13. It is advisable that the insurance programme for the works during
construction and after completion be co-ordinated to the greatest extent
practicable. The existence of numerous separate policies covering different risks
and different parties and issued by different insurers, perhaps in different
countries, often results in duplication of insurance against some risks and gaps
with respect to insurance against other risks. It is often desirable to have a
single policy cover as many of the risks and parties as possible. If separate
policies are necessary, it may be desirable for them to be issued by the same
insurer (see paragraphs 25 and 37, below).

14. A relatively new form of insurance is becoming available, which, in a single
policy obtained by the purchaser, provides comprehensive coverage for a wide
range of risks. This insurance, sometimes referred to as "wrap-up insurance",
might present certain advantages over the traditional approach of having separate
insurance policies covering different risks and taken out by several contractors,
subcontractors, suppliers, engineers and other participants in the project. For
example, it might in some cases be less costly than separate policies, and could
provide co-ordinated coverage, avoiding the duplication and gaps which may exist
under separate policies. However, at the time of this writing, this form of insurance
is not without controversy, and the purchaser should consult with a professional
risk manager or insurance specialist as to whether it may be appropriate in
connection with the project. If the purchaser does obtain wrap-up insurance, he
should be sure that he does not, either directly or indirectly, bear the cost of
insurance taken out by contractors, subcontractors or other participants in the
construction covering risks which are also covered by the wrap-up insurance.

15. The parties should be aware of any mandatory rules of law relating to
insurance in connection with the construction of industrial works. For example,
in many legal systems, an insured party must have a legal interest in the
property which is the subject of the insurance or bear the risk insured against.
In addition, the laws of some countries require that insurance covering loss,
damage or injury occurring in connection with the construction of works in
those countries be taken out with insurers in those countries. This could affect
the scope of coverage available, and might make it necessary for insurance
beyond that which is available locally to be obtained elsewhere. In addition,
foreign exchange controls might require local insurers to pay their claims in the
local currency. The parties may wish to take this into account in particular in
connection with insurance covering equipment or materials to be incorporated
in the works which can only be replaced from a source outside the country.

B. Property insurance

16. Except to a limited extent, property insurance (see paragraph 5, above) will
not compensate for the costs of repairing or replacing defective equipment or
materials supplied by the contractor or of portions of the works defectively
constructed by him. In addition, property insurance usually will not insure against

174



loss of or damage to the works resulting from defective design or construction.
However, property insurance is generally available where defectively designed
or constructed portions of the works cause loss of or damage to other portions
of the works. Loss or damage caused by defective design may be covered by
professional indemnity insurance (see paragraph 30, below). It should be noted,
however, that professional indemnity insurance normally covers only loss or
damage resulting from negligent design. Thus, loss or damage resulting from
non-negligent defects in the design will often not be covered either by property
insurance or professional indemnity insurance. With respect to manufactured
equipment to be incorporated in the works, however, it may be possible to
obtain insurance covering defective materials, workmanship and design,
whether or not due to the manufacturer's negligence.

1. Insurance ofworks during construction, completed works,
temporary structures and structures ancillary to works

17. It is advisable for the contract to require insurance against loss of or
damage to the works during construction, to the completed works and to
temporary structures and structures ancillary to the works until the works has
been accepted by the purchaser. After acceptance, the works should normally
be covered by insurance obtained by the purchaser; however, the contract need
not contain a provision to that effect. The parties may wish to consider whether
the contract should also require insurance during the guarantee period to cover
any additional construction which was not included in the works accepted by
the purchaser, as well as any temporary structures and structures ancillary to
the works which exist or remain during that period.

18. In a turnkey contract, and in other types of contracts in which the
contractor bears the risk of loss of or damage to the entire works during
construction and to the completed works prior to take-over or acceptance, it
may be desirable for the contract to obligate the contractor to obtain
insurance covering the entire works and to keep it in force (see, however,
paragraph 6, above). Where an approach involving several contractors is
adopted for the construction of the works (see chapter 11, "Choice of
contracting approach", paragraphs 17 to 25), and no single contractor bears
the risk of loss of or damage to the entire works, the parties may wish to
consider whether it is desirable for each contractor to obtain insurance
covering the portion of the works and structures covered by his construction.
This might result in the overlapping of insurance and duplication of insurance
costs, and might present problems in administering claims for loss or damage
involving two or more contractors. In such cases, it may be preferable for the
purchaser to obtain insurance against loss or damage covering the works as a
whole, and temporary structures and structures ancillary to the works. On the
other hand, a contractor who has a continuing relationship with a particular
insurer and an established and favourable claims history might be able to
get more advantageous rates than would the purchaser. When one con
tractor, in addition to supplying equipment or performing construction
services, is to co-ordinate construction by the other contractors, the parties
may wish to consider whether that contractor should be obligated to provide
and keep in force the insurance in respect of the entire works and of all
structures.
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19. The contract should stipulate who are to be named as insured parties in
the insurance policy. It is normally desirable for both the contractor and the
purchaser to be named, regardless of who bears the risk of loss to the insured
items. A failure to name both parties could in some cases give an insurer who
pays a claim to the named party, in respect of loss or damage caused by the
party not named, a right of subrogation against the party not named. This
could cause the non-named party to obtain his own insurance covering that
liability, resulting in duplication of insurance and higher overall insurance
costs. Moreover, naming both parties would entitle each of them to rights
under the insurance policy, e.g., participation in legal proceedings under the
policy and notification of any changes in insurance conditions.

20. Different approaches may be adopted with respect to the question of
which risks should be required by the contract to be covered by the insurance.
One approach may be to specify in the contract that the insurance must cover
all loss or damage arising from any peril. The .parties should be aware,
however, that insurance satisfying such an all-encompassing requirement is
unlikely to be available. Some insurers make available an insurance policy,
sometimes designated as "all-risks" insurance, which insures against loss or
damage from all perils, with the exception of certain specifically excluded perils
(such as normal wear and tear, and pressure waves caused by aircraft). Loss or
damage from some of the excluded perils may be insured against by special
endorsements to the policy or under a separate policy, at additional cost. If the
contract is to require that an insurance policy of this nature be provided, the
parties should carefully consider whether the policy excludes any perils which
present risks against which insurance should be provided, given the nature of
the construction to be performed under the contract. It may in some cases be
preferable for the contract to require an insurance policy of this nature and
additional insurance against risks arising from perils excluded from the policy,
than to attempt to itemize in the contract the specific perils which are to be
covered by insurance.

21. The contractor may be exempted by the contract from bearing risks
arising from certain perils (so-called "excepted risks"; see chapter XIV,
"Passing of risk", paragraph 6). If that approach is adopted in the contract, it
would be desirable, if possible, for the insurance which the contractor is
obligated to obtain to cover even risks arising from those excepted risks.
(However, certain of those risks, e.g., war and nuclear risks, may not be
insurable.) Otherwise, the purchaser would have to obtain separate insurance
for them. Such a division of insurance could lead to gaps in or unnecessary
duplication of insurance, and higher insurance costs. Moreover, in the event of
loss or damage, a time-consuming and costly dispute could arise as to whether
the loss or damage was insured against under the insurance taken out by the
contractor, or under that taken out by the purchaser.

22. The insurance of the works during construction, the completed works and
temporary and ancillary structures will normally compensate for loss or
damage to the property. It will usually not compensate for other types of losses,
for example, lost profits, and increased loan-servicing costs resulting from the
fact that, due to the loss or damage, the works could not be completed on time.
However, those losses might be insurable by a special endorsement or policy. If
the parties decide that those losses should be covered, that coverage should be
specifically required in the contract.
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23. It may be desirable for the contract to require the property insurance to
compensate for the cost of repairing or replacing the lost or damaged portions
of the works. The contract might also require the insurance to compensate for
costs connected with the repair or replacement, such as architects', surveyors',
lawyers' and engineers' fees, and costs connected with dismantling and
removing the damaged portions. The amount of insurance required should be
sufficient to cover all of the various types of losses to be compensated by the
insurance (see paragraphs 9 to 12, above). The contract might therefore take
into account the effects of inflation in determining the amount of insurance.

2. Insurance ofequipment and materials to be incorporated in works

24. It is advisable for the contract to require insurance against loss of or
damage to equipment and materials to be incorporated in the works. The
contract might provide for the equipment and materials to be insured under a
cargo policy from the point of shipment to delivery at the site. After delivery,
they may be covered by the property insurance discussed in the previous sub
section of this chapter. In order to avoid problems arising from the difficulty of
proving whether loss or damage occurred to an item while it was covered by the
cargo insurance or by subsequent property insurance, the contract might
require both policies to contain a clause whereby, in cases where it is impossible
to prove whether the loss or damage occurred during a period covered by one
policy or the other, each insurer will pay 50 per cent of the loss or damage. It
may be noted that with cargo insurance, coverage is often available also against
war risks, while those risks are often excluded from the property insurance
discussed in the previous sub-section of this chapter.

25. Alternatively, it may be desirable in some cases for a single insurance
policy to insure the equipment and materials for the entire period from the time
of shipment to the time of incorporation in the works. If the equipment and
materials were to be insured under separate policies for individual stages within
this period (e.g., transit, storage off-site and storage on-site), incomplete or
overlapping coverage could result. Moreover, insuring under a single policy
would avoid questions as to the stage at which loss or damage occurred.
Insurance covering equipment and materials during the entire period is
available in some of the insurance policies described in paragraph 20, above. In
the event that it is not possible to obtain insurance for the entire period in a
single policy, the contract might require the separate policies providing
insurance during the various individual stages to be taken out, if possible, with
the same insurer.

26. The discussion in paragraphs 19to 23, above, concerning the insured parties,
risks to be insured against and the amount of insurance is equally applicable to
insurance of equipment and materials to be incorporated in the works.

3. Insuranceofmachinery and tools used by contractorfor construction

27. In some cases, the purchaser may have an interest in seeing that the
machinery and tools used by the contractor for the construction (including
hired machinery and tools) are insured against loss or damage, so that funds
are available to have them replaced or repaired expeditiously and with minimal
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interruption of the construction. This insurance will often be taken out and
paid for by the contractor in the ordinary course of his business. The purchaser
may wish to consult with a prospective contractor to make sure that the
insurance is adequate. In particular projects, it may be desirable for the
contract itself to obligate the contractor to obtain and maintain insurance, in
an appropriate amount to be specified in the contract, against loss of or
damage to the machinery and tools during shipment to the site, while they are
stored off-site and while they are on the site, and to provide that the cost of the
insurance is to be borne by the contractor. It may be possible for such coverage
to be included in a comprehensive insurance policy insuring the works (see
paragraph 14, above). The parties should be aware of the difficulties which
could arise if the contractor were compelled to take out the insurance with an
insurer in the country where the works is to be constructed (see paragraph 15,
above).

c. Liability insurance

28. It is desirable for the contract to obligate the contractor to insure against
his extra-contractual liability for loss of or damage to the property of the
purchaser or of a third person, and for injury to any person, caused in
connection with the contractor's performance of the contract, including acts or
omissions of his employees, subcontractors and suppliers. In addition, the
contractor might be obligated to insure against his liability under any
indemnities which he assumes under the contract (e.g., undertakings by him to
indemnify the purchaser against the purchaser's liability to third persons). A
contractor will often maintain blanket insurance for some of these liabilities in
the ordinary course of his business. This insurance should not be duplicated;
rather, the purchaser may wish to consult with a prospective contractor
concerning his existing coverage, and perhaps require him in the contract to
obtain and maintain such additional insurance as is needed to cover fully the
risks and term, and to meet the amount, as the purchaser may consider
desirable.

29. Liability insurance will often not be available to insure the contractor
against his liability to the purchaser for defective performance by the
contractor of his obligations under the contract. However, some liability
insurance policies may insure against the contractor's liability for loss of or
damage to portions of the works not being worked on, resulting from acts or
omissions of the contractor in the course of construction. It may be desirable
for the contract to require such insurance. In addition, the contract might
obligate the contractor to insure against his liability for loss of or damage to
other property of the purchaser or to the property of a third person, and for
injury to any person, due to a defect in the works constructed by him. While
such coverage is often included in a liability insurance policy, it may be
necessary for the contractor to obtain it under a separate products liability
insurance policy.

30. If the contractor is to provide design or similar professional specialist
services, it may be desirable for the contract to obligate him to obtain
professional indemnity insurance. This insurance insures against the liability
of the supplier of such specialist services for loss or damage caused to
the purchaser or to third persons or their property as a result of the
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negligent performance of the services. However, a contractor who both
designs and constructs the works may have difficulty in obtaining this
insurance.

31. Liability for loss of or damage to property and for personal injury arising
out of the operation of motor vehicles owned or used by the contractor and
subcontractors may have to be insured against separately. It may be desirable
for such insurance, which is mandatory in many countries, to be specifically
required by the contract. Coverage for liability arising out of the operation of
aircraft and watercraft might also be required if they are to be used in the
construction of the works.

32. Many legal systems have statutory schemes with respect to compensation
for injury to workmen on the site and other employees of the parties and of
subcontractors. Some of these schemes require employers to obtain insurance
to compensate employees for work-related injuries. In other legal systems,
workmen may be left to their remedies under general legal principles governing
injury and damages. It may be desirable for the contract to obligate the
contractor to obtain such insurance as is required under the law of the place
where the works is to be constructed and other relevant laws. If insurance is not
required by law, the purchaser may wish the contract to obligate the contractor
to insure against his liability for injury to his employees and those of his
subcontractors, particularly in respect of employees from the country where the
works is to be constructed. Moreover, if under relevant laws insurance to
compensate for injury suffered by employees is required in a certain amount,
but an employee is able to recover an amount in excess of the required amount
of insurance, insurance against this excess exposure might be required in
addition to the insurance required by law.

33. Some countries have national social security schemes, rather than the
statutory schemes mentioned above, under which injured employees may
receive compensation from the State. Nevertheless, the contractor or subcon
tractor who caused the injury may remain liable for all or a portion of the loss
suffered as a result of the injury, and the parties may wish to consider ensuring
that that liability is covered by insurance.

34. In some legal systems, an injured employee of a contractor or a
subcontractor may be able to recover compensation from the purchaser.
Therefore, the contract might obligate the contractor to name the purchaser, as
well as the contractor, as insured parties in the insurance described in the
foregoing paragraphs (see also paragraph 37, below).

35. Employees of a contractor or subcontractor from a country other than the
one where the works is to be constructed may have rights under employee
compensation or social security schemes in their home countries. The parties
may wish to see to it that the liabilities of the contractor, subcontractor and the
purchaser in respect of those employees are also covered by insurance.

36. The contract might require the contractor to have the insurance discussed
in this sub-section in effect prior to the time when he or any subcontractor
commences construction on the site. The required insurance might cover loss,
damage or injury occurring throughout the construction phase and the
guarantee period. Insurance against liabilities which could arise after those
periods (e.g., liability for loss of or damage to property or persons arising from
defective equipment, materials or construction) might be required to be
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maintained until the expiration of the applicable legal prescription or limitation
period. Laws in some countries hold contractors liable for structural defects in
the works for the first ten years of the life of the works, and make insurance
against such liability mandatory.

37. Because of the possibility that a single incident resulting in loss, damage
or injury to a third person could give rise to claims against several or all of the
participants in the construction (e.g. purchaser, contractor and subcontractors),
it is usually prudent for each of those participants to be insured against their
liabilities for such loss, damage or injury. The most desirable way to
accomplish this would be for all participants to be named as insured parties in
one policy, if possible. If they were to be insured under separate policies, and if
the loss, damage or injury suffered by a third person could have been caused by
more than one participant, the various participants and their insurance
companies may become involved in time-consuming and costly litigation to
establish which participant should ultimately bear the loss or the extent to
which the participants should contribute to the compensation payable to the
claimant. If it is not possible for all participants to be insured under one policy,
it would be desirable for all of the policies covering the various participants to
be taken out with the same insurer. However, this, too, could be difficult to
achieve in practice, particularly with several contractors and subcontractors
from different countries, each having his own insurer.

D. Proof of insurance

38. In order for the purchaser to be able to satisfy himself that the contractor
has performed his obligations to obtain insurance and to keep it in force, it is
advisable for the contract to obligate the contractor to produce to the
purchaser, within a specified period of time after being requested by the
purchaser to do so, duplicates of the insurance policies, or certificates of
insurance showing all of the relevant terms of the policies, and receipts for the
payment of premiums. In addition, the contract might require the contractor to
instruct his insurer to provide the purchaser directly with proof of insurance,
and to notify the purchaser if a premium is not paid when due. The contract
might similarly require the purchaser to provide to the contractor proof of
insurance required to be obtained by the purchaser. If both parties are named
as insured parties in the insurance policy, each party will usually have these
rights automatically.

E. Failure of parties to provide insurance

39. The parties may wish to consider how to deal with the situation where the
contractor fails to obtain or keep in force any insurance which he is required to
provide. One approach may be to provide in the contract that the purchaser
may notify the contractor requiring him to obtain or keep in force the
insurance, and that if the contractor does not do so within a specified period of
time, the purchaser may obtain the insurance himself. If the purchaser obtains
the insurance himself, it would be desirable for him to be obligated to notify
the contractor of that fact, so that the contractor does not duplicate the
insurance. In a lump-sum contract, the purchaser might be permitted to deduct
reasonable amounts paid by him for such insurance from sums due to the
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contractor, or, alternatively, to recover those amounts from the contractor. In a
cost-reimbursable contract, the purchaser might be permitted to deduct from
sums due to the contractor, or recover from the contractor a reasonable
amount equal to the difference between what the purchaser had to pay for the
insurance and the cost of the insurance which would have been reimbursable by
the purchaser to the contractor had the contractor fulfilled his obligation to
obtain it or keep it in force.

40. In the exceptional cases where the purchaser is unable to obtain the
insurance himself, another approach may be to enable the purchaser to
terminate the contract if the contractor does not, within a specified period of
time after notice by the purchaser, obtain the insurance or keep it in force. In
addition the contract might provide for the contractor to be liable to the
purchaser for any loss suffered by the purchaser as a result of the contractor's
failure. In regard to liability insurance, the parties may wish to provide in the
contract that, if the contractor fails to obtain or keep in force such insurance,
the purchaser may suspend all payments due to the contractor under the
contract until he duly obtains such insurance or keeps it in force.

41. In cases where the contract obligates the purchaser to obtain insurance
and keep it in force and the purchaser fails to do so, the contract may entitle
the contractor to notify the purchaser requiring him to obtain or keep the
insurance in force, and, if the purchaser does not do so within a specified
period of time, entitle the contractor to obtain the insurance himself. If the
contractor obtains the insurance himself, it would be desirable for him to be
obligated to notify the purchaser of that fact so that the purchaser does not
duplicate the insurance. The contract may entitle the contractor to claim from
the purchaser reasonable costs incurred in obtaining the insurance.
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Chapter XVII. Security for performance

SUMMARY

Each party to a works contract may seek security against failure of
performance by the other. A security in favour of the purchaser may be in
the form of a guarantee, while that in favour of the contractor may be in
the form of a guarantee or an irrevocable letter of credit in his favour
(paragraph I). Security interests in property are not a significant form of
security for performance under works contracts (paragraph 2).

It is advisable for the works contract to set forth the forms of security to
be furnished by each party, and the consequences of a failure to do so
(paragraph 4). The law applicable to the security may contain mandatory
provisions regulating certain aspects of the'security (e.g., form and period
of validity) (paragraph 6).

A guarantee for performance by the contractor may provide that, if
specified failures to perform by the contractor occur, a third person is to
be responsible for those failures in the manner described in the guarantee
(paragraph 7). Guarantees of this type are used for the following purposes:
that a contractor who has submitted a tender will not withdraw his tender
before the date specified in the tender for awarding the contract (tender
guarantees: paragraph 9); as security for proper performance under the
contract (performance guarantees: paragraphs 9 to 12) and as security that
an advance payment made by the purchaser to the contractor will be
repaid to the purchaser (repayment guarantees: paragraphs 9 and 13).
Performance guarantees may take the form of a monetary performance
guarantee or a performance bond (paragraph 11).

The purchaser may wish to consider identifying in the invitation to tender
the guarantors whom he is willing to accept. He may also wish to consider
whether to specify that the guarantors must be institutions from his own
country. There are advantages and disadvantages to these courses of
action (paragraphs 14 to 16).

The terms ofa guarantee may make a claim under the guarantee independent
or accessory (paragraphs 17 to 19). Independent guarantees and accessory
guarantees have their respective advantages and disadvantages (para
graphs 20 to 23). The parties may wish to provide that where a monetary
performance guarantee is to be furnished, it is to be neither completely
accessory nor a pure first demand guarantee (paragraph 24).

The guarantee may be furnished at the time the contract is entered into, or
within a specifed period of time after it is entered into (paragraph 25). The
extent of liability under a guarantee is normally limited to a stated amount
(paragraphs 26 to 28),

The parties may wish to consider the effect of a variation of the scope of
obligations under the works contract, or a termination of the contract, on
the obligations of the guarantor, and to deal with this issue in a suitable
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manner (paragraphs 30 to 34). They may also wish to consider the possible
duration of the guarantee, and difficulties which may arise if the guarantee
has a fixed expiry date (paragraphs 35 to 39).

As security for the payment of the price, the purchaser may be required to
arrange for a guarantee (paragraph 40). Alternatively, the purchaser may
be required to arrange for a letter of credit to be opened by a bank in
favour of the contractor, the bank undertaking to effect payment up to a
stated amount within a prescribed time limit against the presentation by
the contractor of stipulated documents (paragraph 41). The contractor
may wish to determine in the contract the bank which is to open the letter
of credit (paragraph 42). It is important that the payment terms under the
letter of credit and the payment conditions under the works contract be
harmonized (paragraph 43). It is advisable for the parties to agree on the
documents against the presentation of which the bank is to make payment
(paragraph 44). It is also advisable for the parties to consider the period
for which the letter of credit is to remain open (paragraph 45).

A. General remarks

1. A failure by a party to aworks contract to perform his contractual obligations
can cause considerable loss to the other party. While, under the works contract;
the aggrieved party will have contractual remedies against the other for the failure,
he may also wish to arrange for some form of security upon which he can rely in
place of, or in addition to, his contractual remedies. The security may take
different forms. A security in favour of the purchaser may be in the form of'a
guarantee (see paragraphs 7 and 9, below). A security in favour of the contractor
may be in the form of a guarantee or an irrevocable letter ofcredit in his favour for
the payment of the price (see paragraphs 39 and 40, below).

2. Security interests over the property of one party in favour of the other may
also constitute a form ofsecurity for performance. Those security interests may be
created independently of the agreement of the parties by the operation of
mandatory provisions of law (e.g., a contractor who supplies labour and materials
for construction may under some legal systems be given a security interest in the
works constructed as security for payments due to him). They may also be created
by agreement of the parties (e.g., a security interest in the construction machinery
of the contractor may be created in favour of the purchaser as security for
performance by the contractor). Security interests in property are not, however, a
significant form of security for performance under works contracts.

3. It may be noted that a party may obtain protection against a failure to
perform by the other party through means other than a security. The
purchaser, for example, may obtain protection against a failure to perform by
the contractor through the formulation of the payment conditions (see
chapter VII, "Price and payment conditions", paragraphs 75 and 76), while the
contractor, for example, may obtain protection against a failure by the
purchaser to pay the price through a suspension clause which entitles him to
suspend construction in the event of a failure (see chapter XXIV, "Suspension
of construction", paragraphs 5 to 7).

4. It is advisable for the invitation to tender (where tender procedures are
adopted) and for the works contract to set forth the forms of security to be
furnished by each party, and the consequences of a failure by a party to do so.
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Since the furnishing of security entails costs for the party who furnishes it, the
parties may wish to determine the degree of protection that they reasonably
require, and avoid over-protection. In addition, they may wish to compare the
costs of different forms of security in order to secure the necessary protection
with the minimum outlay.

5. The works contract may obligate a party to arrange for a security to be
furnished through third persons, and determine the kind of security to be
furnished (see sections Band C, below). However, the arrangements made by
the obligated party with the third person with a view to furnishing the security
required under the works contract will create a contractual relationship
between them which is independent of the works contract. After the security is
furnished, a third legal relationship will arise between the third person and the
other party to the works contract in whose favour the security is furnished.

6. A law applicable to the security, which may not be the same as that
applicable to the contract, may contain mandatory provisions regulating
certain aspects of the security, such as its form and its period of validity. Where
the security consists of a guarantee, the applicable law may contain mandatory
provisions on, for example, who can give the guarantee (e.g., either by
stipulating that it must be given by a financial institution in the purchaser's
country, or by stipulating that it must be given by a financial institution which
is authorized to issue guarantees involving payment in a foreign currency) or
the rights arising from retention by the purchaser of the guarantee document
after the expiry date of the guarantee. That law may also regulate the
relationship between the security and the works contract. The parties should,
therefore, take account of that law in determining the type of security to be
furnished, and the contractual terms regulating the security. In addition, it may
be necessary to take account of the law of the country of the person furnishing
the security, which may contain mandatory provisions regulating the issuance
ofthe security, or imposing ceilings on the amounts which may be guaranteed.

B. Security for performance by contractor: guarantees

7. Guarantees of the kind dealt with in this chapter provide that, if specified
failures to perform by the contractor occur, a third person (the guarantor) will
be responsible for that failure in the manner described in the guarantee. The
term "guarantee" is not the only term used to describe such agreements, and
the terms "bond", "suretyship agreement" and "indemnity" are sometimes
used. In some countries, banks are prohibited from issuing guarantees.
However, "standby letters of credit", having the same function as guarantees,
may be issued by banks. In the context of a works contract, a standby letter of
credit may be issued by a bank on the instructions of the contractor in favour
of the purchaser (the beneficiary) to provide security for the purchaser in the
event of a failure to perform by the contractor. The purchaser is entitled to
claim funds up to a stated limit from the bank in the circumstances specified in
the standby letter of credit (e.g., upon the presentation of stipulated
documents). Accordingly, the discussion in section B on guarantees for security
of performance by the contractor applies to standby letters of credit. 1

8. The guarantees dealt with in this chapter are to be distinguished from
guarantees of quality. The latter type of guarantee consists of contractual
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undertakings by a party warranting the quality of his performance, e.g., that
equipment or materials to be supplied by him will be of a stated quality. That
type of guarantee is dealt with in chapter V, "Description of works and quality
guarantee", paragraphs 26 to 31.

9. Guarantees as security in favour of the purchaser are frequently used in the
following contexts:

(0) As security that a contractor who has submitted a tender will not
withdraw his tender before the date specified in the invitation to tender, that he
will enter into a contract if the contract is to be concluded with him, and that
he will submit any performance guarantees (see below) specified in the
invitation to tender. These guarantees, commonly known as tender guarantees,
are dealt with in chapter Ill, "Selection of contractor and conclusion of
contract", paragraphs 28 to 30;

(b) As security against loss that a purchaser might suffer if a contractor
who has entered into a contract fails to perform in accordance with the
contract. These guarantees are commonly known as performance guarantees;

(c) As security that an advance payment made by the purchaser to the
contractor will be repaid, if so required by the contract. These guarantees are
commonly known as repayment guarantees.

1. Performance guarantee:function

10. A purchaser who is entering into a works contract will seek a contractor
who possesses the financial as well as the technical and operational resources
needed to complete the work. Often, however, a purchaser may not have full
information concerning a prospective foreign contractor's finances, the extent
of his other work commitments (which could interfere with his performance),
his prior performance record, or other factors bearing on the contractor's
ability to see the project through to completion. Furthermore, unforeseen
factors occurring after the contract is entered into may affect the contractor's
ability to perform the contract. Invitations. to tender and works contracts may
therefore provide that performance guarantees must be furnished by the
contractor, so that means are available to satisfy the liabilities of the contractor
in the event of a failure to perform. Requiring performance guarantees may
have the additional advantage of preventing contractors who are unreliable or
have no financial resources from tendering. Guarantor institutions generally
make careful inquiries about the contractors whom they are asked to
guarantee, and will normally provide guarantees only when they have
reasonable grounds for believing that the contractor can successfully perform
the contract.

11. Performance guarantees are generally of two types. Under one type,
hereinafter referred to as a "monetary performance guarantee", the guarantor
undertakes only to pay the purchaser funds up to a stated limit to satisfy the
liabilities of the contractor in the event of the contractor's failure to perform.
Monetary performance guarantees, which may take the form of a standby letter
of credit, are often furnished by banks. Under the other type,hereinafter
referred to as a "performance bond", the guarantor at his option undertakes
either himself to cure or complete defective or incomplete construction effected
by the contractor, or to obtain another contractor to cure or complete the
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construction, and also to compensate for other losses caused by the failure to
perform. The value of such undertakings is limited to a stated amount. The
guarantor under a performance bond also frequently reserves the option to
discharge his obligation solely by the payment of money to the purchaser up to
the stated amount. This type of guarantee is generally furnished by specialist
guarantee institutions, like bonding and insurance companies. The purchaser
may wish to specify in the invitation to tender which of the two types of
guarantee is to be furnished by a tendering contractor. Alternatively, he may
permit a tendering contractor to furnish either type of guarantee, as the
contractor may have business relations with a guarantor institution willing to
make available one or other of those types to the contractor at an inexpensive
rate. From the point of view of the purchaser, each type of guarantee has its
own advantages and disadvantages (see paragraphs 20 to 23, below). For the
possible relevance of liability insurance in this connection, see chapter XVI,
"Insurance", paragraph 29.

12. In most works contracts, the contractor undertakes not merely to
complete the construction, but also to cure defects notified to him by the
purchaser before the expiry of the period of the quality guarantee (see
paragraph 8, above). The contractor's performance during this guarantee
period may be secured either by the same performance guarantee which covers
performance up to the acceptance of the works, or by a separate performance
guarantee, sometimes called a maintenance guarantee. The considerations set
forth below as relevant to a performance guarantee are also relevant to a
separate maintenance guarantee.

2. Repayment guarantee: function

13. In order to assist the contractor in the mobilization of capital necessary to
commence construction (e.g., the purchase of construction machinery and
materials), a purchaser often makes an advance payment to the contractor of
part of the price (see chapter Vll, "Price and payment conditions", para
graph 67). To protect the purchaser against failure of repayment by the
contractor, the contract may provide that the contractor must furnish a
monetary performance guarantee which secures the repayment to the purchaser
of the advance payment in case the contractor does not do so.

3. Choice ofguarantor

14. The purchaser may wish to consider naming in the invitation to tender
specified guarantors whom he is willing to accept. The purchaser may also wish
to consider whether to specify that the guarantors must be institutions from his
own country. The advantage of specifying guarantors is that guarantors may be
identified who have the financial reserves to satisfy the obligations in the
guarantee, and have a satisfactory record of settling claims. The advantage of
specifying that guarantors must be institutions from the purchaser's country
is that guarantees furnished by those institutions can be more easily
enforced by the purchaser. In some countries, mandatory regulations provide
that only guarantees furnished by local institutions may be accepted by
purchasers.
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15. Possible disadvantages to the purchaser in naming specific guarantors are
that some potential contractors with no access to the specified guarantors may
be prevented from tendering, while others may be prevented from using
guarantors with whom they have a close relationship and who are willing to
provide them with guarantees inexpensively. Possible disadvantages of the
purchaser specifying that the guarantors must be institutions from his own
country are that those institutions may charge more for guarantees (e.g., when
they have to obtain counter-guarantees from foreign institutions in order to ensure
that convertible currency is available to satisfy possible payment obligations).
They may also not be prepared to give certain forms of guarantees, such as
performance bonds. Furthermore, a first-class financial institution ftom a country
which is neither that of the purchaser nor of the contractor might be as dependable
as an institution in the purchaser's country, although it may be more difficult for
the purchaser to enforce a guarantee as given by such an institution as compared to
a guarantee given by an institution in his own country.

16. A possible approach is to provide in the invitation to tender and in the
contract that contractors who tender may in the first instance submit
guarantors of their choice. Where the guarantors submitted are not acceptable
to the purchaser, the contractors may be required within a specified period of
time to submit different guarantors acceptable to the purchaser, or to have the
guarantees furnished by the guarantors confirmed by a financial institution in
the purchaser's country. A guarantee involving confirmation may. however.
entail more expense than one involving a single financial institution.

4. Nature ofguarantor's obligation

17. The terms of the guarantee, and the law applicable to the guarantee, will
establish the legal relationship between the purchaser and the guarantor and
determine in what circumstances a claim may successfully be made under the
guarantee. Those terms may make the guarantee independent of the works
contract or accessory to it. Under an independent guarantee (often called a first
demand guarantee), the guarantor is obligated to make payment on demand by
the purchaser, and the latter is entitled to recover under the guarantee upon his
bare statement that the contractor has failed to perform. The guarantor is not
entitled to refuse payment on the ground that there has in fact been no failure
to perform under the works contract; however, under the law applicable to the
guarantee the right of the purchaser to claim under the guarantee may in very
exceptional circumstances be excluded (e.g., when the claim by the purchaser is
fraudulent). Under a standby letter of credit, the issuing bank is obligated to
make payment upon the presentation by the purchaser to the bank of a
document containing his bare statement that the contractor has failed to
perform. As with an independent guarantee, the bank is not entitled to refuse
payment on the ground that there has in fact been no failure to perform under
the works contract, although under some legal systems in exceptional
circumstances the bank may be restrained from making payment.

18. It is advisable for the works contract to provide that, even when the
guarantee is independent, the purchaser is entitled to claim under the guarantee
only if there is in fact a failure to perform by the contractor. If the purchaser makes
a claim when there has.been no failure to perform, the purchaser will be liable in
damages to the contractor for loss suffered as a result of the improper claim.
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19. A guarantee is accessory when the obligation of the guarantor is linked to
evidence of liability of the contractor for failure to perform under the works
contract. The nature-of the link may vary under different guarantees, e.g., the
purchaser may have to establish the contractor's liability by producing an
arbitration award which holds that the contractor is liable. Performance bonds
usually have an accessory character.

20. The advantage to the purchaser of a first demand guarantee is that he is
assured of proITlPt recovery of funds under the guarantee, without evidence of
failure to perform by the contractor or of the extent of the purchaser's loss. A
purchaser may frequently lack the technical knowledge required to prove the
contractor's failure to perform. Furthermore, guarantors furnishing monetary
performance guarantees, in particular banks, prefer first demand guarantees, as
the conditions are clear .as to when their liability to pay accrues, and they are
not involved in disputes between the purchaser and the contractor as to
whether or not there has been a failure to perform under the works contract.

21. A disadvantage to the purchaser of a first demand guarantee is that a
contractor who furnishes such a guarantee may wish to take out insurance
against the risk of recovery by the purchaser under the guarantee when there
has been in fact no failure to perform by the contractor, and to include in the
price the cost of that insurance. The contractor also may include in the price
the potential costs of any action which he may need to institute against the
purchaser to' obtain the repayment of the sum improperly claimed under the
guarantee. In addition, since the purchaser can obtain the sum payable under
the guarantee upon his bare statement that the contractor has failed to perform
(see paragraph 17, above), the contractor may wish to fix. the sum payable
under the guarantee at a small percentage of the contract price, and thereby
limit the loss he may suffer through having to indemnify the guarantor in the
event of a claim by the purchaser when there has been no failure to perform.

22. A disadvantage to the contractor of a first demand guarantee is that, if
there is recovery by the purchaser under the guarantee when there has been no
failure to perform by the contractor, the latter may suffer immediate loss
through the guarantor reimbursing himself from the assets of the contractor
after payment to the purchaser, and also experience difficulties and delays in
compensating himself for that loss through the subsequent recovery from the
purchaser of the sum improperly claimed.

2.3. The terms of a performance bond (see paragraph 11, above) usually
require the purchaser to prove the failure of the contractor to perform, and the
extent of the loss suffered by the purchaser. Furthermore, the defences
available to the contractor if he were sued for a failure to perform are available
to the guarantor. Accordingly there is a possibility that the purchaser will face
a protracted dispute when he makes a claim under the bond. However, as a
reflection ofthe lesser risk borne by the guarantor, the monetary limit of
liability of the guarantor may be considerably higher than under a.first demand
guarantee. A performance bond may also be advantageous if the purchaser
cannot conveniently arrange for the cure or completion of construction himself,
but would need the assistance of a third person to arrange for cure or
completion. Where, however, the construction involves the use of a technology
known only to the contractor, cure or completion by a third person may not be
feasible, and a performance bond may not have the last-mentioned advantage
over a monetary performance guarantee.
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24. The manner in which guarantees are to be formulated may be agreed
between the purchaser and the contractor, though the formulation agreed to
must also be acceptable to the guarantor. The parties may wish to provide that
where a monetary performance guarantee is to be furnished, it is to be neither
completely accessory nor a pure first demand guarantee. In deciding on the
terms of such a guarantee, they may wish to consider one of the following
possible arrangements:

(a) That the guarantor is obligated to make payment only if the demand is
made in writing, and is accompanied by a written statement identifying tile
failure to perform which has resulted in the demand. The guarantor would,
however, be under no duty to investigate the correctness of the statements,
made regarding the failure to perform;

(b) That before making a claim under the guarantee, the contractor must be
given notice of the failure to perform in respect of which a claim is to be made,
and that the claim can be made only after the lapse of a specified time period
from the delivery of that notice. The existence of an interval between the notice
and the claim may enable negotiations to take place between the purchaser and
the contractor with a view to settling the dispute between them;

(c) That on demand by the purchaser, in cases where a dispute exists
between the purchaser and the contractor as to whether the contractor has
failed to perform, the guarantor is obligated to make payment not to the
purchaser but to a third person. The third person would hold the money until
the dispute between the purchaser and the contractor was decided in dispute
settlement proceedings, and he would thereafter hand over the money in
accordance with the decision;

(d) That the guarantor is obligated to make payment only if the demandof
the purchaser is accompanied by a certificate of the consulting engineer, Of an
independent third person, deciding that there has been failure to perform by the
contractor.

5. Time offurnishing guarantee

25. Disputes between the parties as to the terms and nature of guarantees to
be furnished may be minimized if the guarantee becomes effective concurrently
with the parties' entering into the contract. Alternatively, the parties may wish
to provide that the guarantee is to be furnished within a specified period of
time after the contract is entered into, since this may be less expensive. In order
to assure the purchaser that a contractor with whom a contract was or is to be
concluded will furnish the required performance guarantee, the tender
guarantee to be furnished may provide that it is not to expire until. the
performance guarantee is furnished (see chapter Ill, "Selection of contractor
and conclusion of contract", paragraphs 28 to 30). The parties may also wish to
agree on the purchaser's rights under the works contract incase the guarantee
is not furnished within the specified period of time, for example, that he may
terminate the contract and recover damages. However, before deciding to rely
on this remedy, the purchaser may wish to consider possible difficulties iri
enforcing an unsecured right to damages in a foreign country. Another
approach is for the invitation to tender to require that a tender is to be
accompanied by a certificate from an institution qualified to be a guarantor to
the effect that, if the contract were concluded with the tenderer,. the institution
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would be prepared to give a performance guarantee of the kind required in the
invitation to tender. However, under many legal systems the institution could
not be compelled by the purchaser to give the guarantee if it subsequently
refused to do so.

6. Extent ofliability underguarantee

26. The liability of the guarantor is normally limited to a stated amount. In
the case of a performance guarantee, this amount may be determined as a
percentage of the contract price, and in the case of a repayment guarantee as a
percentage of the advance payment. The exact percentage may be determined
by an assessment of the risk of a failure to perform, of the losses likely to be
suffered by a failure, and by a consideration of the limits which guarantors
would usually observe when providing guarantees in respect of the construction
ofthe type of works in question. A requirement of a very large guarantee sum
may prevent smaller enterprises from tendering, as they might be unable to
obtain guarantees for that sum. The parties may also wish to determine the
currency in which payment is to be made under the guarantee. In the case of
both repayment guarantees and performance guarantees, it may be the currency
in which the contract price is to be paid. If the price is to be paid in more than
one currency, a particular currency may have to be specified.

27. Where a guarantee is accessory (e.g., in the case of a performance bond),
the law applicable to the guarantee may provide that the extent of liability of
the guarantor under the guarantee is co-extensive with that of the contractor to
the purchaser under the works contract (e.g., in respect of the types of losses
which are compensable). If, therefore, under the works contract or the law
applicable to the works contract the liability of the contractor to the purchaser
is limited, the guarantor's liability would be limited to the same extent. If,
however, the law applicable to the guarantee is not clear as to whether the
guarantor's liability is coextensive with that of the contractor, the parties may
wish to so provide in the guarantee.

28. The parties may also wish to consider whether the works contract and the
guarantee are to provide that the amount of the guarantee is to be reduced after
contract performance has progressed to a specified stage. In respect of
performance guarantees one approach is to make no provision for a reduction.
This may be justified by the view that a failure to perform even at a late stage
of the construction may require for its compensation the full amount of the
guarantee. Furthermore, the parties should be aware that some failures of
Performance, such as delay, tend to occur after construction is well under way,
and not at the early stages. It may, however, be acceptable to provide for a
reduction upon acceptance of the works by the purchaser, since the completion
tests and performance tests held prior to acceptance (see chapter XIII,
"Completion, acceptance and take-over", paragraphs 4 and 24) will have
shown that performance by the contractor has been free of serious defects (see
chapter XVIII, "Delay, defects and other failures to perform", paragraph 27).

29. In order to give the purchaser a comprehensive security, the guarantee
may provide that liability under it arises upon any failure to perform an
obligation to which the guarantee relates. Thus, in respect of a performance
guarantee, liability under the guarantee may arise upon any defective
performance or delay in performance.
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7. Effect of variation or termination 0/contract

30. The parties may wish to consider the effect of a variation of the scope of
obligations under the works contract (see chapter XXIII, "Variation clauses")
on the obligations of the guarantor. A variation is of concern to the guarantor,
since it may result in a substantial extension of the contractor's responsibilities
and thereby increase the risk to which the guarantor is exposed. In the case of a
performance bond, an extension may also affect the guarantor's capability to
cure or complete defective or incomplete construction (see paragraph 11,
above). Under some legal systems, unless otherwise provided in the guarantee,
an alteration of the underlying contract may operate to release the guarantor;
under others, the guarantee may be deemed to cover only obligations of the
contractor existing at the date of the issuance of the guarantee. Since variations
are frequently made during the performance of a works contract, it is advisable
for the guarantee to determine the effect on it of a variation of the contract.

31. Different approaches may be adopted. If the amount of the guarantor's
liability is limited to a stated amount, and the duration of the guarantee is also
limited (see paragraphs 35 to 38, below), the guarantor may be prepared to
assume the obligations as so limited even if variations to the contract may to
some extent increase the likelihood that a failure to perform will occur. In those
cases, the guarantee may provide that it remains valid as limited by its original
terms despite any variation of the contract. Another approach may be for the
guarantee to provide that it is to remain valid as limited by its original terms
despite variation of the contract, provided that variations do not collectively
result in an increase in the contract price by more than a stated percentage
of the price. If the stated percentage is exceeded, the consent of the
guarantor may be required for the guarantee to remain valid. Yet another
approach may be to provide that the guarantee is to remain valid only in
respect of the contractual obligations that are not varied; if the guarantee is to
remain valid in respect of obligations that are varied, the consent of the
guarantor may be required.

32. It is advisable to ensure that the provisions in the contract concerning
variations and those in the guarantee concerning the effect of variations on the
guarantee are in harmony. For example, if the contract gives the purchaser a
unilateral right to order certain types of variations (see chapter XXIII,
"Variation clauses", paragraphs 12 to 18), it is advisable for the guarantee to
provide that it is not invalidated by the exercise of that right, and that the
guarantee continues to apply to the obligations as varied. A lack of harmony
may deter the purchaser from exercising his right.

33. Provisions in the guarantee which would maintain its validity despite a
variation of the contract may not suffice to protect the purchaser in certain
situations. The variation of the contract may extend the period for performance
by the contractor, or impose greater responsibilities on him which in turn may
increase the extent of his liability in the event of a failure to perform. The
parties may therefore wish to provide in the works contract that in those cases
the contractor is obligated to ensure that the guarantor makes appropriate
modifications to the expiry date, amount or other relevant terms of the
guarantee. The cost of arranging for such modifications may be borne by the
party bearing the cost of the variations (see chapter XXIII, "Variation
clauses", paragraph 8).
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34. The parties may also wish to deal with the situation where the contract is
terminated prior to the expiry date of the guarantee (see paragraph 36, below).
The parties may wish to provide that claims may be made under the guarantee
up to its expiry date despite the termination.

8. Duration ofguarantee

35. It is in the interest of the purchaser that the guarantee cover the full
period during which any obligation of the contractor guaranteed may be
outstanding. Thus, a performance guarantee may cover not only the period
during which the construction is to be effected, but also the period covered by
the quality guarantee (see paragraph 12, above).

36. Institutions providing a guarantee may require it to have a fixed expiry
date on which the obligations of the guarantee are to cease. Commercial banks,
in particular, will generally insist that a fixed expiry date be specified in
monetary performance guarantees furnished by them. One technique used to
delimit the period covered by a monetary performance guarantee is to provide
in the guarantee that claims may not be made under the guarantee after a
specified date. In such cases, the parties may wish to agree at the time of
entering into the contract upon a date to be inserted in the guarantee,
calculated on the basis of an estimated period of time for the completion of
performance of the obligations to be guaranteed. However, while such a fixed
date may satisfy the interests of the guarantor, it may create difficulties for the
purchaser, since for various reasons the period of time for the performance of
the contractor's obligations may extend beyond the fixed date, e.g., because of
delay in performance by the contractor, or by the operation of exemption
clauses (see chapter XXI, "Exemption clauses", paragraph 8). Accordingly, it is
advisable for the works contract to provide that, should the performance of the
contractor's obligations be extended beyond the expiry date of the guarantee,
the contractor is obligated, upon the request of the purchaser, to arrange within
a reasonable time after the request, an extension of the period of validity of the
guarantee for such further period as is necessary for the complete performance
of the contractor's obligations. It is advisable for the purchaser's request to be
made in sufficient time to enable the contractor to arrange for the extension
before the date when the guarantee is to expire. The party responsible for the
extension of the performance of the contractor's obligations may be obligated
to bear the costs of the extension of the guarantee period.

37. If the guarantor under a performance bond does not insist on a fixed
expiry date, the bond may continue to cover the obligations guaranteed until
their complete performance. However, because of the accessory character of the
bond, the guarantor will cease to be liable when the contractor has performed
his obligations even if no expiry date had been specified in the bond. Another
approach may be for the performance bond to provide that claims may not be
made after the date of the payment to the contractor of the final instalment of
the price. The final instalment would be paid only after the purchaser was
satisfied that the contractor had performed his obligations, and that,
accordingly, it would be reasonable to exclude the making of claims against the
guarantor after that date (see chapter VII, "Price and payment conditions",
paragraph 76).
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38. The parties to the works contract should be aware that, under some legal
systems, a guarantee may remain in force beyond the term stated in the
guarantee if it is not returned or delivered up by the purchaser. It is therefore
advisable for the contract to obligate the purchaser to return the guarantee
promptly upon fulfilment of the guaranteed obligation.

39. Providing for expiry of a repayment guarantee on a fixed date may
present the same difficulties as may arise in respect of the expiry of a
performance guarantee on a fixed date (see paragraph 36, above), and the
approaches adopted in relation to performance guarantees may be adopted in
relation to repayment guarantees. If, however, the guarantor does not insist on
a fixed expiry date, a possible approach may be to provide for the guarantee to
expire when the contractor has supplied equipment, materials and services in
the value of the guarantee amount. That supply may be proved either by a
certificate of the consulting engineer or the purchaser, or by documents
evidencing supply (e.g., invoices or transport documents certified by the
purchaser, or site receipts from the purchaser's representatives).

C. Security for payment by purchaser: guarantees or letters of credit

40. The parties may wish to consider whether the contract should require
security for the performance of the main obligation of the purchaser, i.e., the
payment of the price (see chapter VII, "Price and payment conditions"). One
approach that the parties might adopt is to provide in the works contract that
the purchaser is obligated to pay the price, and to further obligate him to
arrange for a guarantee to be furnished by a third person under which that
third person undertakes to pay the price if the purchaser fails to pay it. If this
approach is adopted, the parties may wish to consider the contents of section B,
above, in deciding on the terms of the guarantee. The guarantee could consist
of a standby letter of credit.

41. An alternative approach which would assure the contractor of payment is
to provide that the price is to be paid under an irrevocable documentary letter
of credit opened by a bank on the instructions of the purchaser. Such a letter of
credit consists of an irrevocable written undertaking by a bank (the issuing
bank) given to the contractor. The bank undertakes to effect payment up to a
stated amount within a prescribed time-limit against the presentation by the
contractor of stipulated documents. Under this approach, the contractor would
be entitled to claim the price as it fell due direct from the bank.

42. The contractor may wish to determine in the contract the bank which is to
open the letter of credit. One approach may be to provide that the letter of
credit is to be opened by any recognized bank. The contractor may, however,
obtain greater security if the contract requires the letter of credit to be opened
by a bank in the contractor's country, or to be opened by a bank situated
outside the contractor's country but confirmed by a bank in the contractor's
country. Under a confirmation the confirming bank accepts a liability
equivalent to that of the opening bank. Confirmation by a bank in the
contractor's country would enable the contractor to recover payment under a
letter of credit without facing administrative difficulties in the transfer of funds,
or difficulties created by exchange control or other financial regulations in the
purchaser's country. However, requiring such confirmation may increase the
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costs to the purchaser of arranging for the issuance of the letter of credit. The
parties may also wish to agree on the time when the letter of credit is to be
opened. The contractor may prefer to have the letter of credit opened
concurrently with the parties entering into the contract, as he will then have
security covering the earliest instalments of the price to fall due. The parties
may wish to agree on the contractor's rights under the works contract in case
the letter of credit is not opened at the time agreed upon, for example, that he
may terminate the contract and recover damages.

43. The terms of payment to be required by the works contract in the letter of
credit may be agreed taking into account the commercial practices of banks in
relation to letters of credit and the costs of different possible arrangements. It is
important that the payment terms under the letter of credit be harmonized with
the payment conditions under the contract (e.g., in respect of the currency of
payment, the amount of each instalment payable, and the time of payment).
The parties may wish to consider how the amount payable under the letter of
credit should be quantified. The contract may specify the total amount which
may be claimed under the letter of credit to be the full amount of the contract
price. The various instalments of the price could be claimed from the bank as
they fell due. An alternative approach which might be less expensive to the
purchaser is to provide that the amount which may be claimed under the letter
of credit is to remain constant during the period of validity of the letter of
credit, so that whenever a claim is paid under the letter of credit that amount
becomes immediately available again automatically. That amount could be
fixed, not at the full amount of the contract price, but at a sum sufficient for
the payment of anyone of the instalments of the price falling due. The letter of
credit would also limit the total amount cumulatively payable under it to the
amount of the contract price.

44. It is advisable for the parties to agree clearly on the documents against
which the bank is to make payment, and the wording and data content of those
documents. The required documents may be such as would evidence the supply
of equipment, materials or services under the works contract, and may
accordingly be of different types (e.g., certificates of the consulting engineer
evidencing the progress of construction, certificates of an inspecting organiza
tion, or site receipts by the purchaser's representatives in respect of the supply
of equipment or materials).

45. It is advisable for the contractor to require that the letter of credit cover
the full period during which any payment obligation of the purchaser may be
outstanding. The bank opening the letter of credit may insist that it have a
fixed expiry date. Determining the expiry date may present difficulties, for
while the payment conditions in the contract may specify a date by which
payment is to be completed, that date may be postponed for various reasons
(e.g., delay in performance by the contractor, or exempting impediments
preventing construction or payment). A possible approach may be to fix the
expiry date of the letter of credit by adding to the date specified in the contract
by which payment is to be completed a reasonable period for possible
postponements of that date. Another possibility is for the contract to provide
that, should the performance of the payment obligations of the purchaser be
extended beyond the expiry date of the letter of credit, the purchaser is
obligated, upon the request of the contractor, to arrange for an extension of the
period of validity of the letter of credit for such further period as is necessary
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for complete performance. The party responsible for the extension of the
payment obligations may be obligated to bear the costs of the extension of the
period of validity. If the purchaser fails to arrange for an extension, the
contractor may be entitled to the same remedies to which he would be entitled
in the event of a failure by the purchaser to pay the amount of the price to be
covered by the extended letter of credit (see chapter XVIII, "Delay, defects and
other failures to perform", paragraphs 57 and 58).

Footnote to chapter XVII

'Documentary letters of credit, including standby letters of credit that call for payment against a
document, are usually governed by the Uniform Customs and Practice for Documentary Credits of
the International Chamber of Commerce. The Uniform Customs and Practice set forth rules
relating to the opening and operation of letters of credit. The Commission, at its seventeenth
session in 1984 (A/39/1?, paragraph 129) commended the use of the latest revision of the Uniform
Customs and Practice (ICC Document No. 400).
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Chapter XVIII. Delay, defects and other failures to perform

SUMMARY

This chapter deals with certain remedies to which the purchaser may be
entitled for delayed or defective performance by the contractor. It also
deals with the remedies to which the contractor may be entitled in respect
of the following failures to perform by the purchaser: delay in payment of
the price or in providing security for payment of the price; delay in taking
over or accepting the works; and failure to supply design, equipment or
materials for construction. It also deals with the remedies available to
both parties for delay in payment of sums other than the price, or the
failure to perform auxiliary obligations. It is advisable that the contract
specify the remedies for the failures to perform mentioned above. In
drafting contractual provisions on remedies, account should be taken of
the remedies provided by the law applicable to the contract (paragraphs I,
2,6 and 7).

Delay in performance occurs when a party performs his contractual
obligations later than the time stipulated in the contract for their
performance, or does not perform them at all. Defective performance
occurs when a party fails to comply with those contract terms which
describe the technical characteristics of the construction to be effected
(paragraph 4).

Because of the complex and long-term character of the performance
undertaken by the contractor under a works contract, the purchaser needs
a detailed system of remedies. The system of remedies set forth in this
chapter emphasizes two elements: the initial remedy usually given to the
purchaser is to require the completion or cure by the contractor of
performance which is delayed or defective; and the remedy of termination
is given as one of last resort (paragraphs 9 to 12).

It is sometimes recommended that the purchaser be given a choice of
alternative remedies upon certain failures to perform by the contractor.
The contract may provide that the purchaser may not alter a choice of
remedy he has made unless the contractor consents to the alteration.
When the contractor is required to cure defects, it may be provided that he
is to have freedom as to the manner in which the cure is to be effected
(paragraphs 14 and 15).

In view of the detailed character of the system of remedies given ,to the
purchaser, this chapter sets out in paragraph 50 a summary of those
remedies.

The purchaser may delay in payment of the price or in providing security
for payment of the price (paragraph 52). The parties may wish to provide
for the payment of interest 'if the purchaser delays in payment of the price
(paragraphs 53 to 56). Where the purchaser is in delay in paying a
specified percentage of the price, or in furnishing security for payment of a
specified percentage of the price, the contract may entitle the contractor to
grant the purchaser an additional period of time to perform, and if the

196



purchaser fails to perform within the additional period, to suspend the
contract and, if the failure continues for a specified period after the
suspension, the contractor may be entitled to terminate the contract.
Alternatively, the contract may entitle the contractor to immediate
termination of the contract, if the purchaser fails to payor furnish security
within the additional period (paragraphs 57 and 58).

The contract may provide that acceptance of the works by the purchaser is
deemed to occur in certain circumstances. In cases where this approach is
not feasible in regard to acceptance, and in all cases of take-over, the
contract may provide that, where the purchaser is in delay in accepting or
taking over, the contractor is entitled to require the purchaser to accept or
take over within an additional period. If he fails to accept or take over
within the additional period, the contract may provide that the con
sequences of acceptance or take-over arise as from the date when a written
notice stating that the consequences are to arise is delivered to the
purchaser (paragraphs 59 to 61).

The contract may specify the remedies to which the contractor may be
entitled if the purchaser fails to supply a design, equipment or materials
which he is obligated to supply, e.g., to require the purchaser to supply the
design, equipment or materials within an additional period, and if the
purchaser fails to do so, to terminate the contract (paragraphs 62 and 63).

The contract may specify the remedies to which a party may be entitled if
the other party is in delay in payment of a sum other than the price, or
fails to perform an auxiliary obligation (paragraphs 64 to 66).

A. General remarks

I. Strict adherence to contract terms relating to the performance of
obligations is particularly important in works contracts, as a failure by a party
to adhere to those terms could have serious financial repercussions for the
other party. The issues of whether a failure of performance has occurred and, if
so, what are the legal consequences of the failure, are frequently the cause of
long and complicated disputes. It is therefore advisable to agree upon clear
contractual stipulations defining the obligations to be performed, and the
consequences of a failure to perform' those obligations (see chapter IV,
"General remarks on drafting" and chapter V, "Description of works and
quality guarantee").

2. This chapter deals with some of the remedies which might be available
under the contract to a party if the other party fails to perform his obligations
under the contract or under the law applicable to the contract.

3. It may be noted that the Guide envisages that a failure to perform an
obligation by a party usually gives the other party a right to recover damages,
unless performance was prevented by an exempting impediment (see chapter XX,
"Damages" and chapter XXI, "Exemption clauses"). The parties may also
have provided for the payment of an agreed sum upon a failure to perform
certain obligations (see chapter XIX, "Liquidated damages and penalty
clauses"). The parties should note that the remedies discussed in this chapter may
be supplemented by the recovery of damages or payment of an agreed sum.

4. As used in the Guide, the term "failure to perform" covers two situations,
i.e., delay in performance and defective performance. Delay in performance
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occurs when a party performs his contractual obligations later than at the time
stipulated in the contract or in the law applicable to the contract, or does not
perform them at all. A party will be in delay from the date when performance
of an obligation is due until the date when he performs it, or until the date on
which the contract is terminated or the obligation becomes otherwise extinct.
However, the contract may provide that a party is not entitled to exercise the
remedy given to him for delay by the other party if the delay is due to an act or
omission of the first party or a person engaged by him (see pararaphs 16
and 66, below). Defective performance occurs when a party fails to comply
with those contract terms which describe the technical characteristics of the
equipment, materials and construction services to be supplied, and of the works
to be constructed (see chapter V, "Description of works and quality
guarantee", paragraphs 8 and 9, chapter VIII, "Supply of equipment and
materials", paragraphs 6 and 7, and chapter IX, "Construction on site",
paragraph 2).

5. For practical reasons, the contract may provide that the construction is to
be considered as completed even if completion tests disclose that certain minor
items are missing (e.g., items the absence of which does not prevent the
operation of the works; see chapter XIII, "Completion, take-over and
acceptance", paragraph 4). In respect of such missing items, the contract may
give the purchaser the same remedies as it gives him for defects in the accepted
works (see paragraphs 38 to 42, below).

6. It is advisable for the parties to consider what remedies are to be available
for delay in construction by the contractor (see section B, 2, below), for
defective construction by the contractor (see section B, 3, below), for delay by
the purchaser in providing security for payment of the price, or in payment of
the price (see section C, 2, below), for delay by the purchaser in taking over or
accepting the works (see section C, 3, below) and for a failure by the purchaser
to supply the design, equipment or materials for construction (see section C, 4,
below). In addition, it is advisable that the parties consider what remedies are
to be available for delay by the contractor in paying a sum of money due to the
purchaser, and for delay by the purchaser in paying a sum of money other than
the price (see section D, 1, below). The parties may also wish to consider the
remedies that a party might have if the other party fails to perform an auxiliary
obligation (see section D, 2, below). The parties may wish to provide that the
engagement by a party of another person to perform his contractual obligations
does not diminish or eliminate the liability of the party for a failure to perform
those obligations (see also chapter XI, "Subcontracting". paragraph 27).

7. In determining the remedies to be provided in the contract for failure to
perform, the parties should take into consideration the remedies provided
under the law applicable to the contract(see chapter XXVIII, "Choice of law",
paragraph 1). Some of these remedies may be mandatory, while others may be
non-mandatory and capable of exclusion or modification. Where non
mandatory remedies under the applicable law are unsuitable, they should be
clearly modified or excluded by the contractual provisions. It would also be
advisable for the party to consider not only the remedies available to each
party, but the relationship between those remedies (see section B, below).

8. Under the law applicable to the contract the purchaser may lose his
remedies in respect of defects which he could have been expected to discover at
the time of inspection or take-over ofequipment or take-over or acceptance of
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the works. Nevertheless, where permissible, it is advisable to stipulate in the
contract that the purchaser does not lose those remedies in those cases (see
chapter VIII, "Supply of equipment and materials", paragraph 20; chapter XII,
"Inspections and tests during manufacture and construction", paragraphs 1
and 8, and chapter XIII, "Completion, take-over and acceptance", paragraph 12).
The contract may, however, obligate the purchaser to inform the contractor
without delay of defects which he did discover. The contract may provide that
the purchaser bears any additional reasonable costs incurred by the contractor
and attributable to the purchaser's failure to inform.

B. Purchaser's remedies

1. Salient features

9. The summary of the purchaser's remedies contained in paragraph 50,
below, is intended to assist the reader in understanding the somewhat detailed
system of remedies available to the purchaser set forth in this chapter. The
summary does not deal with the remedies available to the contractor, as their
structure and content are readily understandable. The detailed nature of the
purchaser's remedies results from certain features of a works contract. The
complete performance by the contractor of his contractual obligations occurs
over a long term and covers more than one well defined period (e.g., the period
of construction, the period covering the conduct of performance tests, and the
guarantee period). The contractor's obligations are complex, including the
supply of equipment and materials, and construction on site. Furthermore,
both where the construction is delayed and where it is defective, the failures to
perform may take different forms (e.g., in respect of delay, the delay may be in
commencing construction or in completing construction, while in respect of
defects, these may be serious or not serious, known to be incurable or not
known to be incurable). Each form of failure may require a somewhat different
set of remedies.

10. It is advisable for the purchaser's remedies to be set forth in the contract.
This would result in greater certainty as to the consequences of the contractor's
failure to perform than would result if the parties relied only on the remedies
available to the purchaser under the law applicable to the contract. In addition,
the remedies available under some legal systems may be inappropriate to a,
failure to perform a works contract by a contractor. However, it is extremely
difficult for the parties to envisage a system of remedies which contains a
remedy which is appropriate in every circumstance, in particular when it is
noted that some remedies require that the contractor be willing and able to act in
accordance with that remedy. Therefore, while the remedies set forth in the
contract or contained in the law applicable to the contract establish the rights of
the purchaser when the contractor fails to perform, in the event of such a failure
the purchaser may in many cases find it desirable to negotiate with the contractor
in the light of his rights before resorting to the procedures available to enforce
them (see chapter XXIX, "Settlement of disputes", paragraphs 10 and 11).

11. The purchaser's remedies are dealt with in relation to three broad
categories: delay in construction by the contractor; defective construction by
the contractor; and defects for which the contractor is not liable. The remedies
for defective construction by the contractor are linked to four sub-categories:
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defects discovered during construction; construction which is deemed to be
defective because performance tests are not conducted; defects discovered
during performance tests; and defects discovered after acceptance and notified
during the guarantee period.

12. In paragraph 50, below, the summary only sets out the various remedies
in outline. However, cross-references are given to the sections in the chapter
where they are treated in detail. Because of the difficulties that are caused to
both parties by the termination of a long-term works contract, the system of
remedies recommended by this Guide emphasizes two elements. Firstly, the
initial remedy usually given to the purchaser is to require the contractor to
complete or cure performance which is delayed or defective. However, under
the contract or the law applicable to the contract, the purchaser may not be
permitted to require performance during the period of time when performance
is prevented by an exempting impediment (see chapter XXI, "Exemption
clauses", pararaphs 9 to 26). Moreover, in some legal systems, a party cannot
enforce performance by the other party in arbitral or judicial proceedings.
Secondly, the remedy of termination is given as one of last resort (see also
chapter XXV, "Termination of contract", paragraph 2).

13. In certain situations the contract may give the purchaser the remedy of
claiming a price reduction. The purpose of this remedy is to restore an
equivalence between the value of what the purchaser receives and the price he
has to pay. The remedy is of particular value to a purchaser where defects in
the works result from failures to perform due to exempting impediments and,
under the contract, the contractor is not liable to pay damages for loss caused
by such failures (see chapter XXI, "Exemption clauses", paragraph 8). Where
the purchaser claims a price reduction, and the remedy of damages is also
available, he should not be permitted to claim damages for the loss covered by
the price reduction, since that would, in essence, give him double compensation
for the same loss. The parties may also wish to note that the contract may
permit the purchaser to claim a price reduction even if he has already paid the
price. In such a case, the excess amount paid by the purchaser, taking the price
reduction into account, may be reimbursable by the contractor to the purchaser
directly, or by way of set-off against later sums payable to the contractor.

14. It is sometimes recommended in this chapter that the purchaser be given a
choice of alternative remedies upon certain failures of performance by the
contractor. The contract may provide that, after the purchaser chooses one of
those remedies, he is not entitled to alter his choice without the consent of the
contractor. However, where the purchaser is given a choice between the remedy
of engaging a new contractor to cure defects at the expense and risk of the
contractor, and certain other remedies, and the purchaser chooses the remedy
of engaging a new contractor, the purchaser may be entitled to choose one of
the other remedies (e.g., price reduction) if the defects prove to be incurable.
The particular remedy he may exercise in the event of a failure by the new
contractor is indicated below in relevant paragraphs of the chapter. It may be
noted that some remedies might be available to a party concurrently (e.g., cure
of defects and damages), while other remedies might be available successively
(i.e., termination to be available only if cure of defects has been required and
has not been effected).

15. It is usually recommended in this chapter that, where performance by the
contractor is delayed or defective, the contract may require the purchaser to
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grant to the contractor an additional period of time to complete the delayed
construction or cure the defective construction (see paragraph 12, above). It is
advisable that the contract not permit this additional period to be regarded as
an extension of the time for performance so as to affect the purchaser's rights
arising from the delayed or defective construction. Where cure is required, the
contract may provide that the contractor is to have freedom as to the manner
in which the cure is to be effected (e.g., by the repair or replacement of
defective equipment or materials). The contract may provide that the costs
incurred in effecting the cure are to be borne by the contractor even when the
cost-reimbursable pricing method is adopted in the contract (see chapter VII,
"Price and payment conditions", paragraphs 10 to 24).

16. The contract may provide that the purchaser is not entitled to exercise the
remedies granted to him under the contract after the lapse of a specified period
of time (for example, after the lapse of a specified period from the expiry of the
quality guarantee period: see chapter V, "Description of works and quality
guarantee", paragraphs 28 to 30). Such a provision will enhance certainty in the
legal relationship between the parties. The contract may also provide that the
purchaser is not entitled to exercise the remedies granted to him for the
contractor's failure to perform if this failure is caused by an act or omission of
the purchaser.

2. Delay in construction by contractor

(a) Delay in commencing construction

17. If the contractor fails to commence construction at the time stipulated in
the contract, the contract may entitle the purchaser by written notice to require
the contractor to commence construction within an additional period of a
specified or reasonable length commencing to run from the date of the delivery
of the notice. If the contractor does not Commence within the additional
period, the contract may entitle the purchaser to terminate the contract.
However, the contract may entitle the purchaser to immediate termination of
the contract if the contractor states to the purchaser that he will not commence
construction. In addition to the remedies discussed in this paragraph, the
purchaser may be entitled to remedies discussed in chapter XIX, "Liquidated
damages and penalty clauses", and chapter XX, "Damages".

(b) Delay in completing portion ofconstruction by obligatory milestone date

18. If the contractor fails to complete a portion of the construction by an
obligatory milestone date set out in the construction time-schedule (see
chapter IX "Construction on site", paragraph 21), the contract may entitle the
purchaser by written notice to require the contractor to complete that portion
within an additional period of a specified or reasonable length commencing to
run from the date of the delivery of the notice. If the contractor fails to
complete the portion within the additional period, the contract may entitle the
purchaser to terminate the contract in respect of the portion of the construction
in delay, or, in certain situations, in respect of the entirety of the uncompleted
construction (see chapter XXV, "Termination of contract", paragraph 7). The
parties may wish to consider whether the purchaser is to be entitled to
terminate the contract only if certain additional conditions are satisfied, e.g.,
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only if a specified limit of an agreed sum (see chapter XIX, "Liquidated
damages and penalty clauses") has become due in respect of all delays in
construction by the contractor. Such a limitation may prevent termination in
cases where only a small portion of the construction has not been completed. In
addition to the remedies discussed in this paragraph, the purchaser may be
entitled to remedies discussed in chapter XIX, "Liquidated damages and
penalty clauses", and chapter XX, "Damages".

(c) Delay in completing entire construction

19. If the contractor fails to complete the construction on the date for
completion specified in the contract, the contract may entitle the purchaser by
written notice to require the contractor to complete the construction within an
additional period of a specified or reasonable length commencing to run from
the date of the delivery of the notice. If the contractor does not complete the
construction within the additional period, the contract may entitle the
purchaser either to terminate the contract or to complete the construction by
engaging anew contractor at the expense and risk of the contractor. The latter
remedy, which is seldom exercised in practice, would usually involve an
increase in the price owing to the substantially higher risk to be borne by the
contractor. Under some performance bonds, the consent of the guarantor may
be required for the engagement of a new contractor at the expense and risk of
the contractor. In addition to the remedies discussed in this sub-section, the
purchaser may be entitled to remedies discussed in chapter XIX, "Liquidated
damages and penalty clauses", and chapter XX, "Damages".

(i) Termination of contract

20. The contract may entitle the purchaser to terminate the contract in respect
of the uncompleted portion of the construction (see chapter XXV, "Termination
of contract"). The payment of an agreed sum (see chapter XIX, "Liquidated
damages and penalty clauses" or damages (see chapter XX, "Damages") may
compensate the purchaser for the difference between the price that was to be
paid to the contractor before termination of the contract and a reasonable price
paid to a new contractor to complete the construction.

(ii) Engagement ofnew contractor at expense and risk ofcontractor

21. The contract may provide that, if the purchaser chooses to engage a new
contractor at the expense and risk of the contractor, the choice of the new
contractor and the terms agreed with him must be reasonable. The contract
may obligate the purchaser, prior to engaging a new contractor, to notify the
contractor in writing of the new contractor whom the purchaser intends to
engage, and the terms of the new contract. By delivering a written notice to the
purchaser, the contractor may be entitled to object to the intended new
contractor, or to the contractual terms to be agreed with him by the purchaser,
on the grounds that the new contractor is not a reasonable choice as a
contractor (e.g., he lacks the necessary experience), or that the intended terms
with the new contractor are not reasonable. The contract may nevertheless
entitle the purchaser to engage the new contractor even though the contractor
has objected to the new contractor or to the intended contractual terms,
although at some potential risk to the purchaser, as described below.
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22. The contract may provide that, when the purchaser decides to engage a
new contractor, he remains obligated to the contractor for the price, including
the price in respect of the portion of the works constructed by the new
contractor. The contract may also provide that the contractor is obligated to
pay to the purchaser the price that the purchaser must pay to the new
contractor, which the purchaser may be entitled to set off against the price to
which the contractor may be entitled under the contract. In addition, the
contractor may be obligated to pay to the purchaser other reasonable costs
incurred by him in connection with the engagement of the new contractor.
However, when the purchaser has engaged the new contractor. without
notifying the contractor of the choice of the new contractor or of the
contractual terms that the purchaser intends to conclude with the new
contractor, or when the purchaser has engaged the new contractor despite valid
objections by the contractor (see paragraph 21, above), the contract may entitle
the purchaser only to the price and other costs that would have been incurred
by him in connection with the engagement of the new contractor if the choice
of the new contractor and the terms agreed with him had been reasonable.

23. The contract may provide that the contractor is liable for a failure by the
new contractor to complete the construction to the same extent as if the new
contractor were a subcontractor engaged by the contractor (see chapter XI,
"Subcontracting", paragraphs 27 and 28). Alternatively, the contract may
provide that the contractor is liable for any defect discovered in the completed
works, but that he is entitled to exclude this liability by proving that the defect
was caused by the new contractor. However, if the purchaser has engaged the
new contractor without notifying the contractor of his intention to engage the
new contractor or of the terms under which he is to be engaged, or when the
purchaser has engaged the new contractor despite valid objections by the
contractor (see paragraph 21, above), the risk connected with the engagement
of the new contractor may be borne under the contract by the purchaser. The
contract may also provide that, where the contractor is held liable by the
purchaser for a failure of the new contractor to perform, the purchaser must
transfer to the contractor any rights which the purchaser may have against the
new contractor arising from that failure, if such a transfer is permitted by the
applicable law.

24. It may be desirable to provide that, if the purchaser chooses the remedy of
engaging a new contractor to complete the construction, the contractor must
cease construction and leave the site so that it can be occupied by the new
contractor. The contractor may be obligated to cease construction and leave
the site at the time he is notified by the purchaser of the choice of this remedy,
or at a later time to be specified in the notification by the purchaser. The
contract may prohibit the contractor from removing from the site without the
consent of the purchaser any of the contractor's construction machinery and
tools, or equipment and materials to be incorporated in the works, since those
items may be needed by the new contractor to complete the construction.

25. Where the purchaser chooses this remedy, it is advisable for him not to
terminate the works contract with the contractor, since it is desirable that the
liability of the contractor for the construction to be effected by the-new
contractor (see paragraph 23, above) not be eliminated by the termination of
that works contract (see chapter XXV, "Termination of contract"). However,
the works contract with the contractor may provide that the purchaser is
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entitled to terminate it and to claim any remedies available upon termination if
and when the works contract with the new contractor is terminated. The rights
of the purchaser upon termination are discussed in chapter XXV, "Termination
of contract", paragraphs 30 and 31. The purchaser will also be entitled to
remedies against the new contractor under the works contract between him and
the purchaser if the new contractor fails to perform.

3. Defective construction by contractor

26. Whether the works, or equipment and materials, contain defects for which
the contractor is liable under the contract will depend on whether they are in
conformity with the description in the contract of the technical characteristics
of the works to be constructed, of the equipment and materials to be supplied,
and of the construction processes to be used, taken together with the
construction obligations assumed by the contractor. The description of the
works, equipment and materials, and construction processes are dealt with in
chapter V, "Description of works and quality guarantee", chapter VIII,
"Supply of equipment and materials", paragraphs 6 and 7, and chapter IX,
"Construction on site", paragraph 2. The contractual obligations which may be
assumed by the contractor, which will be determined in part by the contracting
approach chosen by the purchaser, are dealt with in chapter 11, "Choice of
contracting approach".

27. The remedies available to the purchaser where the construction is
defective may depend on whether the defects are serious or not serious. It is
advisable that the contract define what defects are serious, taking into
consideration the nature of the works to be constructed and the expected
performance parameters of the works specified in the contract. Serious defects
may be defined as those which prevent the works from operating within certain
parameters specified in the contract. Examples of serious defects would be
those which reduce the production capacity of the works, lower the quality of
the output of the works or increase the consumption of raw materials by the
works outside the limits of tolerances specified in the contract which are
acceptable to the purchaser.

(a) Defects discovered during manufacture and construction

28. The contract may entitle the purchaser to inspect during their manu
facture, or upon shipment to the site, equipment and materials to be
incorporated in the works (see chapter XII, "Inspections and tests during
manufacture and construction", paragraphs 8 to 11 and 21). If they are found
upon inspection to be defective, the contract may entitle the purchaser to
require cure of defects, and to forbid the shipment of the defective equipment
and materials to the site.

29. Equipment and materials supplied by the contractor may be discovered to
be defective upon arrival at the site (e.g., upon inspection on arrival: see
chapter XII, "Inspections and tests during manufacture and construction",
paragraph 23) or at a later stage. In addition, construction services supplied by
the contractor may be discovered to be defective at any stage during the
construction. The contract may entitle the purchaser by written notice to
require cure of the defects, to forbid the incorporation of the defective
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equipment and materials in the works, to forbid the supply of the defective
services, and to refuse to pay the price for the defective items. The contract
may, in addition, entitle the purchaser to require the contractor to supply
different equipment, materials and services which are in accordance with the
contract. The contract may provide that, if the defects in equipment and
materials are cured, the equipment and materials are deemed to have been
supplied at the time when the cure is effected. If the defects are not cured by an
obligatory milestone date for supply, the contractor may be in delay in the
supply (see chapter IX, "Construction on site", paragraph 21). In addition to
the remedies discussed in this paragraph, the purchaser may be entitled to
remedies discussed in chapter XIX, "Liquidated damages and penalty clauses",
and chapter XX, "Damages".

30. Disputes may arise between the parties as to the validity of claims made
by the purchaser that equipment, materials or services being supplied are
defective. The contract may obligate the contractor to comply with the
directions of the purchaser (see previous paragraph) even if the contractor
considers that the equipment, materials or services are not defective. If the
contractor is forbidden to use equipment, materials or services for the purposes
of the construction (see previous paragraph) and it is later determined in
dispute .settlernent proceedings that the equipment, materials or services were
not defective, the contractor may be given the same rights against the purchaser
as in cases where the purchaser suspends the construction for his convenience
(see chapter XXIV, "Suspension of construction", paragraph 4).' If the
contractor is, in addition, required to supply different equipment, materials or
services (see previous paragraph), the contractor may be given the same rights
against the purchaser as if the construction had been varied under a variation
order (see chapter XXIII, "Variation clauses", paragraph 8).

31. If the contractor fails within a reasonable or specified period after the
delivery of the notice (see paragraph 29, above) to stop the incorporation in the
works of defective equipment or materials or the supply of defective
construction services, or if he refuses to stop the incorporation or supply, and if
the use of the equipment, materials or construction services would result in
serious defects in the works, the contract may entitle the purchaser to terminate
the contract (see chapter XXV, "Termination of contract").

32. The contract may provide that defective equipment or materials for which
the purchaser has paid at least in part cannot be removed from the site without
the purchaser's approval, or without being replaced by equivalent new
equipment or materials. However, if, due to the nature of the defects, the
contractor must take the defective equipment or materials from the site to be
repaired, the contract might permit the contractor to do so on condition that, if
no other guarantee is applicable, he arranges for a suitable third party to
guarantee that in the event the equipment and materials are not returned, the
guarantor will reimburse the purchaser for the price already paid by him for the
equipment and materials.

33. It is advisable for the parties to pay particular attention to problems that
could arise where a design supplied by a contractor is defective. In particular
where other contractors are to construct some portions of the works in
accordance with that design, the purchaser could suffer serious losses due to the
need to suspend or vary contracts concluded with those other contractors.
Accordingly, the contract might entitle the purchaser by written notice to
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require the contractor to cure the design defects within an additional period of
a specified or reasonable length commencing to run from the delivery of the
notice, and to cure any defects which have been caused in equipment and
materials supplied by him as a result of the design defects. If the contractor
fails to do so within the additional period, the contract may entitle the
purchaser to engage a new contractor to cure the defects at the expense and risk
of the contractor, or, alternatively, to terminate the contract. In addition, the
purchaser may be entitled to remedies discussed in chapter XIX, "Liquidated
damages and penalty clauses" and chapter XX, "Damages".

(b) Construction deemed defective because performance tests not conducted

34. If the contractor fails to conduct performance tests within the period
specified in the contract for conducting the tests, and the failure to conduct the
tests was not due to causes for which the ccatractor was not responsible (see
chapter XIII, "Completion, take-over and acceptance", paragraph 32), the
contract may provide that the performance tests are to be deemed unsuccessful,
and the works deemed to have serious defects. Accordingly, the purchaser
would be entitled to the same remedies to which he is entitled when he refuses
to accept the works due to the discovery of serious defects during the conduct
of performance tests (see paragraphs 35 to 37, below).

(c) Defects discovered during performance tests

(I) Refusal to accept works'

35. If serious defects in the works are discovered during the conduct of any of
the performance tests envisaged under the contract (see chapter XIII,
"Completion, take-over and acceptance", paragraphs 24 to 28), the contract
may entitle the purchaser to refuse to accept the works. If serious defects still
exist after the conduct of the last performance tests envisaged in the contract,
the purchaser may be entitled to certain remedies, depending on whether the
defects are not known or known to be incurable at the time of the refusal to
accept.

a. Defects not known to be incurable at time of refusal

36. If the defects are serious but not known to be incurable at the time of the
refusal to accept, the contractor may be obligated to cure the defects and prove
their cure through a repetition of the performance tests within a specified
period of time. If the contractor fails to repeat the tests within this period of
time, the contract may provide that they are to be deemed unsuccessful. If the
tests are repeated, but the last performance tests envisaged under the contract
are unsuccessful (see chapter XIII, "Completion, take-over and acceptance",
paragraph 26), the purchaser may be entitled to terminate the contract, or to
engage a new contractor to cure the defects at the expense and risk of the
contractor. If the latter remedy is invoked, the legal position of the parties may
be analogous to that where the purchaser chooses to engage a new contractor
to complete the construction at the expense and risk of the contractor (see
section B, 2 (c), (ii), above). In addition to the remedies discussed in this
paragraph, the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages andpenalty clauses", and chapter XX, "Damages".
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b. Defects known to be incurable at time of refusal

37. If the serious defects are known to be incurable at the time of the refusal
to accept, the purchaser may be entitled to terminate the contract. In addition,
the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages and penalty clauses", and chapter XX, "Damages".

(ii) Acceptance of works despite defects'

38. If the defects in the works discovered during the conduct of performance
tests are not serious, the contract may provide that the purchaser is to accept
the works (see paragraph 26, above, and chapter XIII, "Completion, take-over
and acceptance", paragraph 29). It may also entitle him to accept the works
even if the defects discovered are serious. In either case, the contract may
entitle the purchaser to the following remedies in respect of defects in the
accepted works.

a. Defects for which price reduction is sole agreed remedy

39. The parties may wish to provide that for certain defects that are not
serious defects (e.g., a loss of production capacity not exceeding a specified
tolerance) the purchaser's sole remedy is to be price reduction. It is advisable to
define these defects precisely in the contract. Furthermore, the parties may wish
to agree upon a method of calculating the amount of the price reduction, if
possible by the use of a mathematical formula.

b. Defects for which price reduction is not sole agreed remedy

i. Defects not known to be incurable at time ofacceptance

40. The contract may provide that the purchaser is entitled to require the
contractor, by written notice, to cure the defects within an additional period of
a specified or reasonable length commencing to run from the delivery of the
notice. If the defects are not cured within the additional period, the purchaser
may be entitled either to a price reduction, or to engage a new contractor to
cure the defects at the expense and risk of the contractor. In addition to the
remedies discussed in this paragraph, the purchaser may be entitled to remedies
discussed in chapter XIX, "Liquidated damages and penalty clauses", and
chapter XX, "Damages".

41. If the purchaser chooses price reduction, the contract may provide that
the amount of the reduction is to be the reasonable costs which would be
incurred in curing the defects. If the failure to cure the defects was due to the
discovery during the attempt to cure them (see previous paragraph) that the
defects were incurable, the amount of the reduction might be the difference
between a reasonable price which would have paid for the works without
defects and a reasonable price which would have been paid for works with
defects at the time when it is discovered that the defects are incurable. If the
purchaser chooses the remedy of engaging a new contractor, the legal position
of the parties may be analogous to that where the purchaser chooses to engage
a new contractor to complete the construction at the expense and risk of the
contractor (see section B, 2 (c), (ii), above).
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H. Defects known to be incurable at time ofacceptance

42. If it is known at the time of acceptance that the defects are incurable, the
purchaser may be entitled only to a price reduction. The contract may provide
in these cases that the amount of the reduction is to be the difference between a
reasonable price which would have been paid for the works without the defects
and a reasonable price which would have been paid for the works with the
defects at the time the defects are discovered. It may not be advisable for the
amount of the price reduction to be calculated by comparing the prices
prevailing at the time of the conclusion of the contract for works with and
without defects, since changes in the price level occurring during the period of
time between the conclusion of the contract and the discovery of the defects
would not be taken into account. Similarly, if the amount of the price reduction
were calculated by comparing the contract price with a reasonable price which
would be paid for the works at the time the defects were discovered, changes in
the price level which would have affected the contract price would not be taken
into account. In addition to a price reduction the purchaser may be entitled to
remedies discussed in chapter XIX, "Liquidated damages and penalty clauses"
and chapter XX, "Damages".

(d) Defects discovered after acceptance and notified during guarantee period

(i) Procedure for claims

43. This section deals only with the procedure for claims relating to defects
discovered after acceptance and notified during the guarantee period. The
procedure to be followed when defects are discovered during construction is
discussed in chapter XII, "Inspections and tests during manufacture and
construction". The procedure to be followed when defects are discovered
during completion tests and performance tests is dealt with in chapter XIII,
"Completion, take-over and acceptance".

44. The contract may require the purchaser to give written notice to the
contractor as soon as possible of all defects which he discovers or could
reasonably be expected to discover. The contract may provide that if the
purchaser fails to notify the contractor of such a defect as soon as possible, but
nevertheless notifies the contractor of the defect before the expiry of the
guarantee period, he retains all his contractual rights and remedies in respect of
the defect, but is liable to pay damages to the contractor for any loss suffered
by the latter as a result of the failure to give timely notice of the defect.
Alternatively, the contract may provide that the purchaser forfeits his remedies
if he has failed to notify the contractor of the defects in time.

45. The contract may provide that the contractor is not liable for defects
notified to him after the expiration of the guarantee period. However, the
parties may wish to note that exceptions to this principle may exist under
mandatory provisions of the law applicable to the contract (for example, the
contractor may be liable for defects discovered and notified by the purchaser
after the expiration of the guarantee period if the contractor had known of the
defects at the time of acceptance and had fraudulently concealed them).

46. The contract may require the notice to specify the defects and the date of
their discovery, and may give the contractor an opportunity to inspect the
defects within a reasonable period of time after the notification. The contractor
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may be obligated to inform the purchaser in wntmg, within a specified or
reasonable period commencing to run from the date of the delivery of the
notice, whether he admits or denies his liability for the defects. If the contractor
denies his liability but the purchaser continues to assert it, the contract may
require the contractor to cure the defects with all possible speed. If it is later
determined in dispute settlement proceedings that the contractor is not liable for
the defects, he may be entitled to a reasonable price for curing the defects. The
contractor may be obligated to give the purchaser an estimate of the period of time
needed to cure the defects, if this information is requested by the purchaser.

(ii) Liability for defects

a. Defects not known to be incurable at time ofdiscovery

47. If the defects are not known to be incurable at the time of discovery, the
purchaser may be entitled to require the contractor, by written notice, to cure
the defects within an additional period of time of a specified or reasonable
length commencing to run from the date of the delivery of the notice. If the
defects are not cured within the additional period of time, the purchaser may be
entitled either to a price reduction or to engage a new contractor to cure the
defects at the expense and risk of the contractor. However, under some
performance bonds the consent of the surety may be required for the
engagement of a new contractor at the expense and risk of the contractor. The
contract may provide that the amount of the reduction is to be equal to the
reasonable costs that would be incurred in curing the defects. If the purchaser
chooses the latter remedy, and the contract with the new contractor is
terminated because the defects are incurable, the purchaser may be entitled to a
price reduction. The contract may provide that the amount of the price
reduction is to be the difference between a reasonable price that would have
been paid for the works without the defects and a reasonable price that would
have been paid for the works with the defects at the time when the new
contractor fails to cure the defects. In addition to the remedies discussed in this
paragraph, the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages and penalty clauses", and chapter XX, "Damages".

b. Defects known to be incurable at time of their discovery

48. If defects are known to be incurable at the time of their discovery, the
purchaser may be entitled to a price reduction. The amount of the reduction
might be the difference between a reasonable price that would have been paid
for the works without the defects and a reasonable price that would have been
paid for the works with the defects at the time the defects were discovered. In
addition, the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages and penalty clauses", and chapter XX, "Damages".

4. Defects for which contractor is not liable

49. The contract may obligate the contractor, at the purchaser's request, to
cure defects for which the contractor is not liable, provided they are notified
before the expiry of the guarantee period. The contract may require the
contractor to cure the defects within a reasonable period of time of the
notification, and may entitle him to a reasonable price for doing so.
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5. Summary ofpurchaser's remedies

50. The remedies for a failure by the contractor to perform that may. be
considered by the parties in drafting their contract, in addition to remedies
discussed in chapter XIX, "Liquidated damages and penalty clauses", and
chapter XX, "Damages", can be summarized as follows:

I. Delay in construction by contractor (section B, 2)

(a) Delay in commencing construction (paragraph 17)

require commencement;
if contractor fails to commence within additional period,

- terminate contract.

(b) Delay in completing portion of construction by obligatory milestone
date (paragraph 18)

- require completion of portion;
if contractor fails to complete portion within additional
period,

- terminate contract.

(c) Delay in completing entire construction (paragraphs 19-25)

- require completion of entire construction;
if contractor fails to complete entire construction within
additional period,

either

- terminate contract
or

- engage new contractor to complete construction at expense and
risk of contractor;

if contract with new contractor is terminated,

- terminate contract with contractor.

2. Defective construction by contractor (section B, 3)

(a) Defects discovered during manufacture and construction (para
graphs 28-33)

1. Defects in equipment and materials discovered during manufacture
or upon shipment (paragraph 28)

- require cure of defects; and

- forbid supply of the defective equipment and materials for
the purposes of construction.

11. Defects in equipment and materials discovered on arrival at site or
later. and defects in construction services discovered during
construction (paragraphs 29-33)

require cure of defects in equipment and materials;

refuse to pay price for defective equipment, materials or
services; and

- forbid incorporation of defective equipment and materials in
the works, or the supply of defective services;
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if contractor does not cease incorporating defective equip
ment and materials in the works, or supplying defective
services, and such incorporation or supply would cause
serious defects in the works,

- terminate contract.

(b) Construction deemed defective because performance tests not conducted
(paragraph 34)

- same remedies as on refusal by purchaser to accept works
when defects are serious (see (c), below).

(c) Defects discovered during performance tests (paragraphs 35-42):
purchaser may

- refuse to accept works if defects are serious, or
- accept works if defects are not serious, or accept despite

serious defects.
(i) Refusal to accept works if defects serious (paragraphs 35-37)

a. if defects not known to be incurable at time of refusal,
- require cure of defects:

if serious defects discovered during last performance
tests envisaged in contract

either
terminate contract

or
- engage new contractor to cure defects at expense and

risk of contractor;

if defects cannot be cured by new contractor,
terminate contract with contractor

b. if defects known to be incurable at time of refusal,
terminate contract.

(ii) Acceptance if defects not serious, or despite serious defects
(paragraphs 38-42)

a. Defects which are not serious for which price reduction is
sole agreed remedy
- claim price reduction.

b. Defects for which price reduction is not sole agreed
remedy

1. if defects not known to be incurable at time of
acceptance,
- require cure of defects:

if defects not cured within additional period,
either

- claim price reduction
or

- engage new contractor to cure defects at expense
and risk of contractor;
if defects cannot be cured by new contractor,

- claim price reduction.
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ii. if defects known to be incurable at time of acceptance,
- claim price reduction.

(d) Defects discovered after acceptance and notified during guarantee
period (paragraphs 43-48)
a. if defects not known to be incurable at time of discovery,

- require cure of defects;
if defects not cured within additional period,

either
- claim price reduction

or
- engage new contractor to cure defects at expense and risk of

contractor;
if defects cannot be cured by new contractor,

- claim price reduction;
b. if defects known to be incurable at time of discovery,

- claim price reduction.

3. Defects for which contractor not liable (paragraph 49)
- require cure of defects at expense of purchaser.

C. Contractor's remedies

1. Salient features

51. In drafting provisions concerning the contractor's remedies, the parties
should bear in mind the issues described in paragraphs 9 to 16, above, since
some of them are also relevant in formulating the contractor's remedies.

2. Delay in payment of price or in providing security for payment of
price

52. The payment conditions in the contract determine when the price or a
portion thereof falls due (see chapter VII, "Price and payment conditions",
paragraphs 63 to 79), The contract may also require security for payment of the
price (e.g., a letter of credit) to be furnished at a specified time by the purchaser
(see chapter XVII, "Security for performance", paragraphs 40 to 45).

(a) Requiring payment ofprice and interest

53. If the purchaser fails to pay the price or a portion of it on the date when it
falls due, the contractor will, under the law applicable to the contract, be
entitled to require payment; under many legal systems he may also be entitled
to claim interest for the delay in payment. However, the parties may wish to
include in the contract provisions dealing with the payment of interest. If they
so decide, they should take into consideration any mandatory legal rules of the
applicable law regulating the payment of interest, such as restrictions on the
interest rate. They may also wish to consider whether interest should be
payable in cases where an exempting impediment prevents the purchaser from
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paying the price (see chapter XXI, "Exemption clauses"), and whether, in
addition to interest, damages are to be payable for loss suffered by the
contractor which is not compensated by an interest payment. If interest may
not be claimed under the applicable law for delay in payment of sums due. the
parties may wish the contract to contain an adequate remedy that could be
permitted under that law, such as payment of an agreed sum (see chapter XIX,
"Liquidated damages and penalty clauses").

54. If the parties decide to provide in the contract for the payment of interest,
they may wish to agree upon the period of time during which the interest is to
be payable. The parties may wish to provide that interest is payable from the
date on which the price is due until the date on which the contractor receives
payment.

55. The parties may decide either to determine the interest rate in the contract
or to leave that issue to be resolved by the law applicable to the contract.
However, the rules in some legal Systems governing payment of interest for
delay in payment of the price may not adequately resolve that issue. If the
parties decide to determine the interest rate in the contract, it would be
preferable to provide a formula for determining the rate of interest rather than
to stipulate a specific rate, since it may not be possible to predict accurately
what specific rate might be appropriate during the period that interest is due.
One approach may be to base the interest rate on a bank rate (e.g., the London
Inter-bank Offering Rate) for the time being prevailing during the period when
the purchaser is in delay in payment.

56. Other possible approaches may be to provide that the interest rate is to be
either a specified rate prevailing in the purchaser's country, or a specified rate
prevailing in the contractor's country, during the period when the purchaser is
in delay in payment. It may be advisable for the contract to determine which of
several interest rates prevailing in the chosen country is to apply. One rate
which might be adopted is the official discount rate. If a specified rate
prevailing in the contractor's country is to apply, the purchaser might be
tempted to delay payment when the rate he would earn on his funds on deposit
in his own country, or at which he would have to borrow to finance the
payment, is higher than the specified rate prevailing in the contractor's.country.
If a rate prevailing in the purchaser's country is to apply, there would be no
such inducement. However, if the latter approach is adopted, and the rate
prevailing in the contractor's country is higher than the specified rate prevailing
in the purchaser's country, the contractor might suffer a loss due to his inability
to earn the higher interest by putting the funds on deposit in his own country,
or due to the necessity of borrowing the unpaid amount in his country and
paying the higher interest rate on the loan. This may be prevented by
permitting the contractor to claim damages for the loss caused by the difference
in interest rates.

(b) Suspension ofconstruction and termination ofcontract

57. If the purchaser is in delay for a specified period of time in paying a
specified percentage of the contract price, or in furnishing security for payment
of a specified percentage of the price, the contract may entitle the contractor to
give written notice to the purchaser requiting him to make the payment Of

furnish the security within an additional period of a specified or reasonable
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length commencing to run from the date of the delivery of the notice. The
notice should state that the contractor will suspend the construction if the
purchaser fails to payor furnish the security within that additional period. The
contract may entitle the contractor to suspend the construction if the purchaser
fails to pay the price or specified portion of the price or furnish the security
within the additional period (see chapter XXIV, "Suspension of construction",
paragraph 6). The contract may further entitle the contractor to terminate the
contract if the purchaser fails to pay the priceor specified portion of the price
or furnish the security within a specified period of time after the suspension.

58. An alternative approach may. be to entitle the contractor to immediate
termination of the contract if the purchaser fails to payor furnish security
within the additional period (see previous paragraph). However, it may be
noted that termination of the contract by the contractor for a failure to pay the
price is usually not of advantage to him after the completion of construction
(cf. XV, "Transfer of ownership of property", paragraph 4, and chapter XXV,
"Termination of contract", paragraph 32).

3. Delay in taking over or accepting works

59. When the construction has been completed, the contract may obligate the
purchaser to take over and accept the works (see chapter XIII, "Completion,
take-over and acceptance", paragraphs 21 and 29). The contract may provide
for the legal consequences of the purchaser's delay in doing so. Due to the
nature of the acts required of the purchaser in take-over and acceptance, it may
not be possible or practical under many legal systems to compel the purchaser
to perform those acts through the institution of arbitral or judicial proceedings.
Moreover, since take-over or acceptance occurs only after the completion of the
construction, terminating the contract for failure by the purchaser to take over
or accept the works may not confer any advantage on the contractor.

60. If the purchaser is in delay in accepting the works, the contract may
IJfovide that acceptance is deemed to occur upon the completion of successful
performance tests (see chapter XIII, "Completion, take-over and acceptance",
paragraph 31). In the exceptional cases where this approach is not feasible (e.g.,
the contract does not require the conduct of performance tests), the contract
may entitle the contractor to require the purchaser by written notice to perform
the act of acceptance within an additional period of a specified or reasonable
length commencing to run from the date of the delivery of the notice, and
provide that if he fails to do so, the legal consequences of acceptance (e.g., the
obligation of the purchaser to pay a portion of the price, or the commencement
of the guarantee period) arise as from the date when a written notice stating
that the consequences are to arise is delivered to the purchaser by the
contractor. In addition to the remedies discussed in this paragraph, the
purchaser may be entitled to remedies discussed in chapter XIX, "Liquidated
damages and penalty clauses", and chapter XX, "Damages".

61. As conceived in the Guide, take-over consists of the purchaser taking
physical possession of the works (see chapter XIII, "Completion, take-over and
acceptance", paragraph .1), and it maybe difficult to provide for a legal
presumption that take-over has occurred. For this reason, if the purchaser is in
delay in taking over the works, the contract may entitle the contractor to
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require the purchaser by written notice to take over the works within an
additional period of a specified or reasonable length commencing to run from
the date of the delivery of the notice, and provide that, if he fails to do so, the
legal consequences of take-over (e.g., passing of risk, commencement of the
trial operation period) arise as from the date when a written notice stating that
the consequences are to arise is delivered to the purchaser by the contractor. In
addition, the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages and penalty clauses", and chapter XX, "Damages".

4. Failure to supply design, equipment or materials for construction in
time and free ofdefects

(a) Failure to supply design in time andfree ofdefects

62. Under some works contracts, the purchaser may be obligated to supply a
design according to which the contractor is to construct the works (see chapter 11,
"Choice of contracting approach"). The contract may provide for the legal
consequences if the purchaser fails to perform this obligation in time and free
of defects. For example, the contract may provide that the period of time
within which the construction is to be completed by the contractor commences
to run only from the date that a design free of defects is supplied by the
purchaser. The contractor may also be entitled to grant the purchaser an
additional period of a specified or reasonable length to supply the design and, if
the purchaser fails to do so within the additional period, the contractor may be
entitled to terminate the contract. In addition to the remedies discussed in this
paragraph, the purchaser may be entitled to remedies discussed in chapter XIX,
"Liquidated damages and penalty clauses", and chapter XX, "Damages".

(b) Failure to supply equipment and materials in time and free ofdefects

63. Under some works contracts, the purchaser may be. obligated to supply
certain equipment and materials to be incorporated by the contractor in the
works (see chapter VIII, "Supply of equipment and materials", paragraph 27):
If the equipment and materials supplied by the purchaser are defective, and
their incorporation results in defects in the works,the contract may exclude the
liability of the contractor for those defects. If the purchaser fails to supply the
equipment and materials in time or to supply them free of defects, the
contractor may be entitled to suspend the construction affected by the failure
(see chapter XXIV "Suspension of construction", paragraphs 6 and 7). In
addition, the contract may entitle the contractor to require the purchaser by
written notice to supply the equipment and materials, or to supply equipment and
materials which are free of defects, within an additional period of time of a
specified or reasonable length commencing to run from the date ofdelivery of the
notice, and provide that if the purchaser fails to do so within the additional period,
the contractor is entitled to obtain them himself and to claim from the purchaser
all reasonable costs incurred by the contractor in doing so. If the equipment and
materials cannot be obtained by the contractor, he may be entitled to terminate the
contract in respect of those portions of the construction which cannot be effected
without the equipment and materials. In addition to the remedies discussed in this
paragraph, the purchaser may be entitled to remedies discussed in chapter XIX;
"Liquidated damages and penalty clauses", and chapter XX, "Damages".
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D. Remedies of both parties

1. Delay in payment ofsums other than price

64. In some situations, the purchaser may be obligated under the contract or
the law applicable to the contract to pay the contractor a sum of money other
than the price, and the contractor may be obligated to pay a sum to the
purchaser (e.g., reimbursement of insurance premiums paid by one party for
the account of the other party). If these obligations are to be performed by
separate payments and not by addition to or subtraction from the amount due
as the price, the contract may entitle the party to whom such a payment is due
to require payment, and, if payment is not made, entitle him to recover the
amount due. If the parties wish to provide that interest is to be paid for the
delay in payment, the issues related to the payment of interest may be settled in
a manner similar to the settlement of issues related to the payment of interest
for delay in payment of the price (see section C, I, (a), above). The contract
may provide that a party is not entitled to suspend performance of his
obligations or to terminate the contract due to the delay by the other party in
payment of sums other than the price.

2. Failure to perform auxiliary obligations

65. The contract may provide for the consequences of failure by a party to
perform obligations of an auxiliary character (e.g., an obligation to notify). The
contract may limit the consequences to a liability to pay damages (see
chapter XX, "Damages" and chapter XXI, "Exemption clauses"). In some
cases, they may wish to provide for the payment of an agreed sum (see
chapter XIX, "Liquidated damages and penalty clauses"). Other additional
consequences may include, for example, the loss by the party failing to perform
an obligation of a particular right (e.g., loss of the right to invoke an exemption
clause if a party fails to inform the other of the occurrence of an exempting
impediment) or the occurrence of a presumption (e.g., the purchaser may be
presumed to have given his consent to the engagement of a subcontractor
proposed by the contractor if the purchaser does not approve of the
subcontractor within a specified period of time of the proposal). Again, the
contract may provide that when a party is in delay in taking over equipment or
materials to be incorporated in the works the risk of loss of or damage to the
equipment and materials is to pass to the party in delay as of the time when he
ought to have taken them over. In addition, the contract may entitle a party to
terminate the contract for specified failures by the other party; for example, the
purchaser may be entitled to terminate the contract if the contractor fails to
perform his obligation to extend a performance guarantee (see chapter XVII,
"Security for performance", paragraph 36). Some of these cases are discussed
in other chapters of the Guide. It may be advisable to specify those
consequences in the contractual provisions dealing with the obligations in
question. Consequences which may be appropriate to failures to perform
particular auxiliary obligations are noted in the respective chapters of the
Guide where those obligations are discussed.

66. In cases where the contract obligates a party to co-operate with the other
party in order to make possible the performance of an obligation by the other
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party, the contract may provide that the first party is not entitled to exercise the
remedies given him for the failure of the other party to perform the obligation
if this failure is due to a lack of the co-operation required of the first party by
the contract.

Footnotes to chapter XVIII

'Ittustrative provisions

"{ I) If serious defects in the works are discovered during performance tests conducted under
article ... , the purchaser is entitled either to refuse to accept the works, or to accept the works.

"(2) If the purchaser exercises his right to refuse to accept the works, and the defects are not
known to be incurable at the time of refusal, the contractor must cure the defects and prove that
the works is free of serious defects through a repetition of the performance tests within ...
(indicate a period of time) after the conduct of the previous unsuccessful tests. If the contractor
fails to repeat the tests within this period, the performance tests are deemed to be unsuccessful.

"(3) If the tests are repeated, but the last performance tests envisaged under article ... are
unsuccessful, the purchaser is entitled either to terminate the contract or to engage a new
contractor to cure the defects at the expense and risk of the contractor.

(The article should include provisions mentioned in paragraphs 21 to 25 dealing with the
rights of the parties where the purchaser chooses to engage a new contractor at the expense and
risk of the contractor.)

"(4) If the defects are known to be incurable at the time of the refusal to accept, the
purchaser is entitled to terminate the contract."

"Iltustrative provisions

"(I) Where the purchaser accepts the works, he is entitled to the following remedies in
respect of defects discovered during performance tests.

"(2) In respect of the defects described in this paragraph, the purchaser is only entitled to the
price reduction indicated below:

Reduced production capacity of the works Price reduction

I per cent per cent of the price
(other defects and the consequent price reductions may be included).

"(3) If defects other than those noted in paragraph (2) of this article are not known to be
incurable at the time of acceptance, the purchaser may deliver to the contractor a written notice
requiring him to cure the defects within an additional [... days (period of time to be specified in
contractj] [period of time of reasonable length to be specified in notice], and indicating that, if
the contractor fails to cure the defects within the additional period, the purchaser intends either
to claim a price reduction or to engage a new contractor to cure the defects at the expense and
risk of the contractor.

"(4) If the contractor fails to cure the defects within the additional period indicated in
paragraph (3) of this article, the purchaser is entitled in accordance with the notice given under
that paragraph either to claim a price reduction or to engage a new contractor to cure the defects
at the expense and risk of the contractor.

"(5) If the purchaser claims a price reduction, he is entitled to a reduction in an amount
equivalent to the reasonable costs which would be incurred in curing the defects.

(The article should contain provisions modelled on those contained in note I dealing with the
rights of the parties where the purchaser chooses to engage a new contractor at the expense and
risk of the contractor.)

"(6) If defects other than those noted in paragraph (2) of this article are known to be
incurable at the time of acceptance, the purchaser is only entitled to claim a price reduction. The
purchaser is entitled to a price reduction in an amount equal to the difference between a
reasonable price which would have been paid for the works without the defects and with the
defects at the time the defects are discovered.
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Chapter XIX. Liquidated damages and penalty clauses

SUMMARY

Liquidated damages clauses and penalty clauses provide that, upon a
failure of performance by one party, the aggrieved party is entitled to an
agreed sum of money from the party failing to perform. In works
contracts, these clauses are usually included in respect of failures of
performance by the contractor (paragraph I).

The clauses have certain advantages. Since the agreed sum is recoverable
without the need to prove that losses have been suffered, the expenses and
uncertainty associated with the proof of losses are removed (paragraph 2).
The sum may also serve as the limit to the liability ofthe contractor, who will
be assisted by knowing the maximum liability to which he is likely to be
exposed (paragraph 3).

Many legal systems have rules, which are sometimes mandatory, regulating
liquidated damages clauses and penalty clauses. Under some legal systems,
only clauses under which the agreed sum serves as compensation are valid.
Under other legal systems, clauses under which the agreed sum serves as
compensation, or is intended to stimulate performance, or has both those
functions, are valid (paragraph 5). The parties may wish to provide that if
the failure to perform is caused by an exempting impediment, the agreed
sum is not due (paragraph 6).

The law applicable to the contract often regulates the relationship between
recovery of the agreed sum and enforcement of the performance of
obligations. That law also often regulates the relationship between the
recovery of the agreed sum and the recovery of damages. The parties may,
however, be permitted by the applicable law to regulate these relationships
to some extent, and the parties may wish to do so to the extent permitted
,by the applicable law (paragraphs 7 and 8).

It is in the interests of both parties to delimit clearly the failure to perform
upon which the agreed sum is payable (paragraph 9). In quantifying the
agreed sum, if the applicable law so permits, the purchaser may find it
beneficial to provide for an agreed sum in an amount which both provides
reasonable compensation to the purchaser and puts a moderate pressure
on the contractor to perform. Excessive sums should be avoided; under
many legal systems those sums would be set aside or reduced (para
graphs 10 and 11).

The agreed sum to be paid is often fixed by way of increments, and a limit
may be placed on the amount to which the increments can escalate. A
limit may have advantages and disadvantages to the purchaser (para
graph 12). The parties may wish to consider whether the limit is to apply
in all cases (paragraph 13), and the remedies which the purchaser might
have after the limit is reached (paragraph 14).

In order to facilitate recovery of the agreed sum, the contract may
authorize the purchaser to deduct the agreed sum from funds of the
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contractor in the hands of the purchaser (paragraph 15). The contract may
also provide for a guarantee to be given by a financial institution in
respect of the agreed sum (paragraph 16).

When an agreed sum is stipulated for delay in performance, the date fixed
for performance may become inapplicable in certain circumstances, and
this may create difficulties in the operation of liquidated damages clauses
and penalty clauses. The parties may wish to include in the contract a
mechanism for determining a new date for performance, and provide that
delay is to be measured by reference to the new date (paragraph 17).

The parties may wish to consider the circumstances in which the payment
of an agreed sum is to be provided for delay by the contractor in
completing a portion of the works. ·The quantification of the agreed sum
will depend on those circumstances (paragraphs 18 and 19).

Where the payment of an agreed sum is stipulated by way of increments
with a limit on the amount recoverable, the parties should determine the
availability of the remedies of termination, damages and the recovery of
the agreed sum, and also the relationships between those remedies
(paragraph 21).

A. General remarks

1. Liquidated damages clauses and penalty clauses provide that, upon a
failure to perform a specified obligation by one party, the aggrieved party is
entitled to a sum of money agreed at the time the contract is entered into from
the party failing to perform. Liquidated damages clauses and penalty clauses
are most frequently provided for delay in performance. 1 The agreed sum may
be intended to stimulate performance of the obligation, or to compensate for
losses caused by the failure to perform, or both.! These clauses are inserted in
respect of failures to perform construction obligations, rather than in respect of
failure to make payment. Accordingly, in works contracts, they are usually
included in respect of failure to perform by the contractor, although they may
also be included in respect of failure to perform by the purchaser.

2. Agreement on a sum to be paid upon a failure to perform has certain
advantages in the context of a works contract. Firstly, the sum constitutes
agreed compensation for a failure to perform, and the expenses incurred in
proving the extent of losses resulting from the failure are therefore eliminated.
Those expenses might be considerable, especially if a purchaser had to establish
his losses in legal proceedings held outside the country where the works is being
constructed. Furthermore, because of difficulties sometimes encountered in
proving the extent of losses under a works contract, the amount of damages
which might be awarded in legal proceedings may be uncertain. An agreed sum
is certain, and this certainty may be of benefit to both parties in assessing the
risks to which they are subject under the contract.

3. Secondly, the agreed sum may serve as the limit to the liability of the
contractor for the failure to perform a particular obligation (see section E,
below). The contractor is assisted by knowing in advance the maximum liability
to which he is likely to be exposed.

4. Liquidated damages clauses and penalty clauses (hereinafter referred to as
clauses for the payment of an agreed sum) should be distinguished from two
other types of clauses which are sometimes found in works contracts, i.e.
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clauses limiting the amount recoverable as damages, and clauses providing
alternative obligations. A clause limiting the amount recoverable as damages
fixes a maximum amount payable if liability is proved. A plaintiff must prove
the amount of his losses, and if the amount falls below the maximum, only the
amount proved is recoverable. In the case of clauses for the payment of an
agreed sum, in general the agreed sum is recoverable without proof of loss. A
clause providing an alternative obligation in favour of a contractor gives him
the option either of performing a specified obligation or paying an agreed sum.
By exercising either option, he discharges his obligation and may become
entitled to the performance promised to him by the purchaser in exchange.
Under clauses for the payment of an agreed sum, the parties do not usually
intend that payment of the agreed sum is to entitle the contractor to any
performance in exchange, or that the payment is to constitute a discharge of the
obligation to perform for which the agreed sum was provided (see also
paragraph 7, below).

5. Many legal systems have rules, which are sometimes mandatory, regulating
clauses for the payment of an agreed sum, and such rules will often restrict
what the parties may achieve through those clauses. Under some legal systems,
clauses by which the parties, at the time of contracting, fix an agreed sum
payable as compensation for losses caused by a failure to perform are valid. In
contrast, clauses fixing an agreed sum to stimulate performance are invalid, and
the party who fails to perform is liable only for the damages recoverable under
the general law. Under other legal systems, however, clauses fixing an agreed
sum payable as compensation, or fixing an agreed sum to stimulate
performance, or fixing a sum which has both these purposes, are in principle
valid. The courts may have the power to reduce the agreed sum in specified
circumstances, e.g., if the amount is grossly excessive in the circumstances, or
there has been part performance. Parties are not permitted by agreement to
derogate from the power to reduce the agreed sum. The choice by the parties of
the law applicable to the contract (see chapter XXVIII, "Choice of law",
paragraph 1) is therefore of particular importance in relation to clauses for the
payment of an agreed sum.

6. The rule in many legal systems is that the agreed sum is not due if the
failure to perform is caused by an exempting impediment (see chapter XXI,
"Exemption clauses"), or by the acts or omissions of the other party. The
parties may wish to maintain the applicability of this rule (Uniform Rules,
article 5).

B. Relationship of recovery of agreed sum to enforcement
of performance and to recovery of damages

7. The law applicable to the contract often regulates the relationship between
recovery of the agreed sum and enforcement of the performance of obligations,
though it generally does so by rules for interpreting the agreement between the
parties. Under certain legal systems, enforced performance is not usually
granted, and therefore the purchaser will be restricted to claiming the agreed
sum. Where enforced performance is granted, however, it is advisable for the
contract to clarify the relationship between enforcement of performance and
recovery of the agreed sum. In respect of an agreed sum payable for delay in
performance, for example, the agreed sum normally only compensates for the
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losses suffered by the purchaser during the period of delay. Accordingly, the
contract may provide that the purchaser can, in addition to the agreed sum,
claim performance (Uniform Rules, article 6).3

8. The law applicable to the contract often regulates the relationship between
the recovery of the agreed sum and the recovery of damages. Since one of the
objectives of an agreed sum is to avoid the difficulties of an inquiry into the
extent of recoverable damages (see paragraph 2, above), under some legal
systems the purchaser is not permitted, in cases where recoverable damages
under the rules relating to damages exceed the agreed sum, to waive the agreed
sum and claim damages. Nor is the contractor permitted, in cases where the
amount recoverable as damages is less than the agreed sum, to assert that he
should only be liable for damages. Under some legal systems, however, where
the losses exceed the agreed sum, the purchaser can prove this fact and, in
addition to the agreed sum, recover damages to the extent of the excess, either
unconditionally or subject to satisfying certain conditions (for example, that the
failure of performance was negligent, or was committed with an intention to
cause loss, or that there was an express agreement that damages for the excess
is to be recoverable). Parties may therefore find it desirable to regulate these
issues in the contract to the extent permitted by the applicable law (Uniform
Rules, article 7).4

C. Delimiting failure of performance

9. It is in the interests of both parties to delimit clearly the failure to perform
upon which the agreed sum is payable. Thus, when an agreed sum is payable if
construction is not completed by a specified date, a clear definition of
completion is needed in order to determine whether the agreed sum is payable
after that date (see chapter XIII, "Completion, take-over and acceptance",
paragraphs 1 and 4).

D. Quantification of agreed sum

10. Determining the appropriate amount for the agreed sum presents certain
difficulties. In a long-term contract, it is extremely difficult to estimate at the
time of contracting the losses which may be suffered at the time of a failure to
perform, and accordingly it is difficult to determine at what amount the agreed
sum should be quantified either to be truly compensatory or to stimulate
performance. From the point of view of the purchaser, the agreed sum should
not be fixed at such a low level that he will suffer serious uncompensated losses
upon a failure to perform. Furthermore, a sum which is less than the amount
the contractor would save by failing to perform would not act as a stimulus to
the contractor to perform properly and on time.

11. If the applicable law so permits, the purchaser may find it beneficial for
the contract to fix an agreed sum for a failure to perform by the contractor at
an amount which both provides reasonable compensation to the purchaser and
puts a moderate pressure on the contractor to perform. In determining what
sum is reasonable, parties may consider such factors as the losses which might
be caused to the purchaser by the failure, the possible effect of payment of the
agreed sum on the financial position of the contractor, and the fact that the
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sum should be substantial enough to induce the contractor to perform.
Excessive sums should be avoided, as their stipulation in tender requirements
or during negotiations may deter some reputable contractors from undertaking
the construction, and may also have no special deterrent effect if it can be
predicted that in all likelihood they will be declared invalid or reduced in legal
proceedings. Furthermore, when accepting the provision of excessive sums in
the contract, contractors may as a counterbalance increase their prices, or their
safety margins in respect of the performances undertaken (e.g., by fixing later
dates for completion, or lower guaranteed performance standards, or by over
designing the works). Where a legal system permits an agreed sum to serve
only as compensation, parties should attempt to estimate as accurately as
possible the losses which the purchaser is likely to suffer. Any records relating
to the basis of the estimate and the calculations should be preserved as
evidence that the sum was not fixed arbitrarily. The quantification of a sum
due upon delay in completion of a portion of the works is dealt with in
paragraph 18, below.

E. Limit on recovery of agreed sum

12. An agreed sum to be paid is often fixed by way of increments, a specified
amount being due for a specified time unit of delay or for a specified unit by
which performance standards are not met. Very often, however, the function of
the payment of an agreed sum as imposing a limitation on liability is enhanced
by placing a limit on the amount to which the increments can escalate.' The
provision of a limit of liability may lead to a reduction of the price quoted by
the contractor. A purchaser should, however, only agree to a limit after careful
consideration, as he may suffer serious uncompensated losses after the limit is
reached.

13. The parties may wish to consider whether the limit referred to in the
previous paragraph is to apply under all circumstances, or is to be excluded in
certain cases. Parties may wish to consider the insertion of a provision under
which the limit is excluded, for example, where loss results from a failure
committed with the intent to cause loss, or recklessly and with knowledge that
loss would probably result."

14. The parties may wish to consider what remedies the purchaser might have
if the failure to perform continues after the limit is reached. If the law
applicable to the contract permits enforced performance, the contract may
provide that the purchaser may claim performance (see paragraph 7, above).
With respect to the right to recover damages (see paragraph 8, above), a
possible approach is to provide that, after the limit is reached, the purchaser
is not entitled to recover either further increments in the liquidated damages
or penalty, or damages for losses suffered by failure to perform after the
date on which the limit was reached. An alternative approach is to provide
that the purchaser is not entitled to recover further increments, but may
recover damages for losses which he proves he has suffered after the date on
which the limit was reached. Under either approach it is advisable to
provide that the purchaser is entitled to terminate the contract once the limit
is reached (see paragraph 21, below, and the illustrative provision referred to
therein).
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F. Obtaining agreed sum

15. While liquidated damages clauses or penalty clauses entitle the purchaser
to recover from the contractor the agreed sum in the event of failure of
performance, legal proceedings for recovery often entail time and expense. The
need for the purchaser to institute legal proceedings may be reduced if the
contract authorizes the purchaser to deduct the agreed sum from funds of the
contractor in the hands of the purchaser (e.g., a deposit) or from funds due
from the purchaser to the contractor (e.g., the price). It may be noted, however,
that under some legal systems provisions authorizing deductions are regulated
by mandatory rules. Furthermore, a deduction might later be invalidated by the
operation of certain legal rules (e.g., if the agreed sum deducted was later held
by a court to be excessive, and was reduced). Accordingly, provisions
authorizing deductions should be formulated taking into account the relevant
rules of the law applicable to the contract.

16. It is advisable for the clause to clarify that deduction is an optional mode
of obtaining the agreed sum. Where the same purchaser and contractor have
entered into more than one contract with each other, each contract might
authorize deduction of the agreed sum from funds due under the other contract
or contracts.' The purchaser can also enhance the chances of obtaining the
agreed sum through a provision in the contract that the contractor must
arrange for a financial institution to give the purchaser a guarantee in respect
of the agreed sum. The purchaser could claim the agreed sum from the
financial institution after proof of a failure to perform by the contractor (see
chapter XVII, "Security for performance", paragraphs 10 to 12).

G. Agreed sum payable on delay: some issues

17. In works contracts the payment of an agreed sum is most commonly
stipulated for delay in performance by the contractor. Under some legal systems,
however, certain supervening circumstances may cause the date fixed for
performance to become inapplicable, and this may create difficulties in the
operation of these clauses. Such circumstances may consist ofa failure to perform
by the purchaser (e.g., by handing over the site late, or handing over necessary
drawings or specifications late), or may consist of acts of the purchaser which are
not failures to perform (e.g., ordering extra work under a variationclause), or of
occurrences for which neither party is responsible (e.g., exempting impediments
preventing the contractor from performing). The result under those legal systems
is that the contractor is only bound to perform within a reasonable time, and that
consequently the liquidated damages clause and penalty clause will be inoperative
by reference to the date originally fixed for performance. Accordingly, if the
parties wish to retain the applicability of the clause for the payment of an agreed
sum despite the occurrence ofsuch supervening circumstances, they may include in
the contract a mechanism for determining a new date for performance, and provide
that the agreed sum is payable if the contractor is in delay by reference to the new
date for performance (see chapter XXIII, "Variation clauses", paragraph 8, and
chapter XXIV, "Suspension of construction", paragraphs 13 and 18).

18. The parties may wish to consider the circumstances in which the payment of
an agreed sum is to be provided for delay by the contractor in completing a
portion of the works. The purchaser may wish to impose an obligation on the
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contractor to complete portions of the works by specified dates to ensure
steady progress in the construction, even though delay in completion of the
portion does not by itself cause him losses (see chapter IX, "Construction on
site", paragraphs 18 to 23). In those cases, the parties may wish to provide that
an agreed sum becomes due upon a failure to complete portions by the
specified dates, but that the agreed sum is repayable to the contractor if the
date fixed for completion of the entire works is met by the contractor (Le.
through subsequent acceleration of the construction). The agreed sum will be
imposed to stimulate performance and, if the law applicable to the contract
permits the imposition of agreed sums for this purpose, the agreed sum may be
quantified as a percentage of the value of the delayed portion.

19. The purchaser may also sometimes find it advantageous to impose an
obligation to complete a particular portion by a specified date if he can enter
and use that portion independently of the completion of the rest of the works.
The imposition of such an obligation may also be advantageous where more
than one contractor is engaged for the construction, and failure to complete a
portion on schedule by one contractor may result in the purchaser having to
pay damages to other contractors whose work cannot as a result be started at
the time agreed. In those cases, the parties may wish to provide for the payment
of an agreed sum which will compensate the purchaser for the losses caused by
the delay.

20. The parties may wish to consider the situation when the payment of an
agreed sum is only provided for delay in completion of the whole works, and
on the date specified for completion certain portions are completed and may be
operated by the purchaser, although the whole is still incomplete. In those
circumstances one approach may be for the parties to provide that the agreed
sum is to be reduced if the contractor can prove that the purchaser's losses are
less than the agreed sum. The contractor may be able to prove this, for
example, if the purchaser has entered upon the completed portions and is
operating them. Another approach, however, is not to provide for any
reduction of the agreed sum in such circumstances, since the quantification of
the reduction may lead to those disputes and difficulties of proof which the
agreed sum is intended to eliminate. Furthermore, if the agreed sum is to be
reduced in such circumstances to accord with the actual losses suffered by the
purchaser, it might be suggested that the agreed sum should also be increased if
the actual losses suffered by the purchaser exceed that sum. The absence of
certainty created by the possibility of an increase or reduction of the agreed
sum could deprive it of much of its utility.

H. Termination of contract and clauses for payment of agreed sum

21. Parties may wish to provide that, where an agreed sum is payable by way
of increments with a limit on the amount recoverable (see paragraph 12,
above), the works contract may not be terminated by the purchaser on the
ground of the failure of performance for which the agreed sum is provided until
the limit is reached. The parties may also wish to provide that termination after
the limit is reached is not to affect the payment of an agreed sum which has
become due before the termination (see chapter XXV, "Termination of
contract"). If, however, termination by the purchaser occurs before the limit is
reached (e.g., if the purchaser terminates for a failure other than the one for
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which the agreed sum has been stipulated), the parties may wish to provide that
the termination does not affect the right to recover an agreed sum due on the
date of termination, but that no amount becomes due as the payment of an
agreed sum after the termination." The purchaser may, however, be entitled to
recover damages for losses suffered after the termination (see chapter XXV,
"Termination of contract" and chapter XX, "Damages").

Footnotes to chapter XIX

I Illustrative liquidated damages clause or penalty clause for delay in completion
"(1) If the contractor fails to complete the works on the date fixed for completion, the

purchaser is entitled to recover from the contractor ... (insert currency and amount) for each
day of delay which elapses from that date till the date of completion."
'Studies on the nature and operation of liquidated damages and penalty clauses in international

contracts are contained in Yearbook of the United Nations Commission on International Trade Law,
Volume X: 1979, Part Two, I, A, and Ibid., Volume XII: 1981, Part Two, I, B, I. "Uniform rules on
contract clauses for an agreed sum due upon failure of performance" adopted by the Commission
are set forth in the Report of the United Nations Commission on International Trade Law on the work
of its sixteenth session (A/38/17), Annex I (Yearbook of the United Nations Commission on
International Trade Law, Volume XIV: 1983, Part One, I, A). By its resolution A/RES/38/135 of
19 December 1983, the General Assembly recommended that States should, where appropriate,
implement the uniform rules in the form of either a model law or a convention. The uniform rules
(hereinafter referred to as Uniform Rules) may be used to assist in resolving certain issues which
arise in regard to liquidated damages and penalty clauses.

3IIIustrativeprovision (delay in completion)

"(2) Without prejudice to any right to recover the sum referred to in paragraph (1) of this
clause, the purchaser is entitled to require the contractor to complete the works."
'Illustrative provision (delay in completion)

"(3) Without prejudice to any right to recover the sum referred to in paragraph (1) of this
clause, no damages are recoverable in respect of the delay in completion referred to in that
paragraph for any period in respect ofwhich the sum referred to in that paragraph is payable."
SIllustrative provision (delay in completion)

"(4) The amount payable under paragraph (I) of this clause cannot exceed a maximum of
... (insert currency and amount)."
6Illustrative provision (delay in completion)

"(5) The maximum specified in paragraph (4) of this clause does not apply to a failure to
perform with the intent to cause loss, or which occurred recklessly and with knowledge that loss
would probably result."
1Illustrative provision (delay in completion)

"(6) Without prejudice to any other remedy to which the purchaser may be entitled to
recover the sum referred to in paragraph (I) of this clause, he is entitled to deduct that sum, in
whole or in part, from any sums due from him to the contractor, either under this contract, or
under any other contract between the purchaser and the contractor."
8Illustrative provision (delay in completion)

"(7) (a) The purchaser is entitled to terminate the contract on the ground of the delay in
completion specified in paragraph (I) of this clause after the sum payable under that paragraph
reaches the maximum specified in paragraph (4).

(b) If the delay specified in paragraph (I) of this clause occurs, and the contract is
terminated by the purchaser for reasons other than that delay before the sum payable under that
paragraph reaches the maximum specified in paragraph (4), this clause will not apply after the
time of termination, and the purchaser is entitled to recover damages from the contractor for
losses suffered after that time by reason of the delay in completion. The purchaser is also entitled
to recover the sum which is due under paragraph (1) at the time of termination."
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Chapter XX. Damages

SUMMARY

The law applicable to the contract will determine the conditions under
which, and the extent to which, a party who fails to perform a contractual
obligation is liable to pay damages. The legal rules on some issues relating
to liability may be mandatory, while on other issues the legal rules may be
capable of modification by the parties. Most legal systems, however,
permit the parties to settle through contract provisions issues relating to
the extent to which damages may be recoverable (paragraph 1).

The parties may wish to leave to the applicable law the determination of
the conditions under· which, and the extent to which, damages are
recoverable from a party who has failed to perform. However, if they
adopt this approach, the parties should include in their contract the other
remedies recommended in the Guide for a failure to perform only after
careful consideration, since these remedies may be inconsistent with the
rules governing the recovery of damages under the applicable law
(paragraph 2).

Alternatively, the parties may provide in the contract that a party who
fails to perform an obligation is liable to pay damages. They may also
wish to include an exemption clause which would exclude this liability in
specified circumstances. They may also wish to determine the extent to
which the party who is aggrieved by the failure to perform is to be
compensated (paragraph 3).

Damages may be distinguished in certain respects from payment of an
agreed sum and from interest (paragraph 4). The purchaser may also
arrange for security to compensate him in the event of a failure to perform
by the contractor, or may take out insurance to obtain financial protection
(paragraph 5). Moreover, the contract or the law applicable to the
contract may provide that one party is to compensate the other in
circumstances where there has been no failure to perform by the party
from whom compensation is payable (paragraph 6).

Different approaches are available to identify the kinds of losses for which
an aggrieved party is entitled to compensation (paragraph 7). In respect of
compensation for lost profits, different approaches are available to delimit
the amount of compensation payable (paragraph 8).

The contract may exclude the recovery of compensation for losses which
the party failing to perform could not have been reasonably expected to
foresee. The contract may specify whether foreseeability is to be
determined at the time of entering into the contract, or at the time of the
failure to perform. Furthermore, the contract may clarify whether the
aspect to be foreseen is the kind or the amount of the losses suffered
(paragraphs 9 and 10). The parties may also wish to decide on the
mechanism by which losses which are causally remote from the failure to
perform are excluded from compensation (paragraphs 11 and 12).
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If benefits or savings are gained by the aggrieved party from a failure to
perform, the parties may provide that they are to be deducted from losses
resulting from the failure in determining the amount to be paid as
compensation (paragraph 13). The parties may wish to consider whether
the contract is to limit the amount of damages recoverable, and, if so, how
the limitation is to be determined in the contract (paragraph 14).

The parties may wish to provide that the aggrieved party is obligated to
mitigate his losses. They may provide that if he does not do so, he may not
be entitled to compensation for losses which could have been prevented if
he had fulfilled his obligation (paragraph 15).

Defective construction may result in death or personal injury to third
persons, or damage to their property. Liability for damages to the third
persons in those cases is often,determined by mandatory extra-contractual
legal rules. The parties may, however, wish to provide for the internal
allocation of risks between. them in respect of damages paid to third
persons (paragraphs 16 to 18).

The parties may wish to determine in which currency or currencies
damages are to be paid (paragraph 19).

A. General remarks

1. The law applicable to the contract (see chapter XXVIII, "Choice of law",
paragraph I) will determine the conditions under which, and the extent to
which, a party who fails to perform a contractual obligation is liable to pay
damages. The damages serve to compensate the aggrieved party for losses
suffered as a result of that failure. The conditions under which the liability to
pay damages arises differ under various legal systems. In addition, the legal
rules on some issues relating to liability may be mandatory, while on other
issues the legal rules may be capable of modification by the parties. Most legal
systems, however, permit the parties to settle through contract provisions the
issues discussed in this chapter relating to the extent to which damages may be
recoverable. However, in formulating provisions regulating particular issues,
the parties should make sure that they have the power to do so under the law
applicable to the contract.

2. The parties may wish to leave to the law applicable to the contract the
determination of the conditions under which, and the extent to which, damages
are recoverable from a party who has failed to perform. Even when the rules of
the law applicable to the contract are not mandatory, the parties may wish to
adopt this approach if the rules of the applicable law settle in an appropriate
manner the issues which arise in regard to the recovery of damages for failure
to perform a works contract. However, if they adopt this approach, the parties
should include in their contract the other remedies recommended in the.Guide
for a failure to perform only after careful consideration, since those remedies
may in some instances lead to inconsistencies with the rules governing the
recovery of damages under the applicable law.

3. In many cases, it may be advisable for the parties to deal in the contract
with the issues that could arise in relation to damages. If they provide for an
obligation to pay damages, they may also wish to include a clause (referred to
in this Guide as an exemption clause: see chapter XXI, "Exemption clauses")
which would negate this obligation in certain circumstances (e.g., if performance is
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prevented by a specified kind of impediment). The parties may also wish to
determine the extent to which a party who is aggrieved by a failure of the other
party to perform is to be compensated. The latter issue is discussed in section
C, below.

B. Damages distinguished from other remedies and compensation

4. Damages may be distinguished from obligations under clauses for payment
of an agreed sum (see chapter XIX, "Liquidated damages and penalty clauses")
in that the amount to be paid as damages is assessed after failure to perform
has occurred so as to compensate for the losses proved to have been suffered by
the aggrieved party; on the other hand, obligation under clauses for payment of
an agreed sum involves payment of an amount agreed upon at the time the
contract is entered into and payable by a party who fails to perform an
obligation without proof of loss by the aggrieved party. Interest, which consists
of a sum payable by a party whose failure to perform consists of the non
payment of money, is discussed in chapter XVIII, "Delay, defects and other
failures to perform", paragraphs 53 to 56.

5. In addition to his potential rights under the contract to damages or to the
payment of an agreed sum, the purchaser may arrange for some form of
security upon which he can rely to compensate him in the event of a failure to
perform by the contractor. This security is discussed in chapter XVII, "Security
for performance", paragraphs IQ to 12. A party may also take out insurance to
obtain financial protection against a failure to perform by the other party (see
chapter XVI, "Insurance", paragraph 28). Other remedies which may be
available upon a failure to perform are discussed in chapter XVIII, "Delay,
defects and other failures to perform".

6. The contract or the law applicable to the contract may provide that one
party is to compensate the other even in circumstances where there has been no
failure to perform by the party by whom the compensation is payable.
Instances where such compensation is payable are referred to in the Guide. For
example, such compensation may be payable by a purchaser who suspends or
terminates the contract for convenience (see chapter XXIV, "Suspension of
construction", paragraphs 15 and 16, and chapter XXV, "Termination of
contract" , paragraphs 34 and 35).

C. Liability for damages

1. Typesoflosses

7. The parties may wish to provide that an aggrieved party is entitled to be
compensated for all losses caused by a failure to perform, except for certain
kinds of losses which are expressly excluded (see paragraphs 9 to 12, below).
An alternative approach may be to provide that an aggrieved party is entitled
to be compensated only for certain kinds of losses expressly mentioned in the
contract. Provisions of both kinds may also operate as a limitation of the
damages recoverable (see sub-section 5, below). The kinds of losses which the
parties might wish to take into account in formulating provisions dealing with
the recovery of damages are as follows:
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(0) A diminution in the value of assets of the aggrieved party not supplied
by the other, e.g., damage to property of a party not supplied by the other
party resulting from defects in equipment supplied or construction effected by
the other;

(b) Expenses reasonably incurred by the aggrieved party which would not
have been incurred if the other party had performed his obligations, e.g., wages
paid to personnel hired by the contractor to commence construction during a
period in which construction cannot be commenced because of a failure by the
purchaser to hand over the site;

(c) Payments which the aggrieved party makes to a third person by reason
of a liability to make those payments arising as a result of a failure to perform
by the other party;

(d) Loss of the profits which would have accrued to the aggrieved party if
the contract had been properly performed.

8. It may often be difficult to determine the amount of lost profits;
furthermore, this amount could potentially be very large. As a result,
contractors are reluctant to assume unlimited liability for lost profits. In
addition, such unlimited liability may not be insurable. One approach to
limiting liability may be to provide under a clause for the payment of an agreed
sum to compensate for lost profits (see chapter XIX, "Liquidated damages and
penalty clauses"). Another approach may be to restrict liability for lost profits
only to certain cases of delay or defective performance. Yet another approach
may be for the contract to limit compensation for lost profits to a certain
amount or to profits lost during a limited period of time after a failure to
perform.

2. Unforeseeable losses

9. The parties may wish to exclude the recovery of compensation by the
aggrieved party for losses which the party failing to perform could not have
been reasonably expected to foresee. The relevant time for determining
foreseeability may be either the time of entering into the contract or the time of
the failure. The former time may be justified on the basis that, when he entered
into the contract, the party failing to perform assumed those risks of loss which
he could reasonably have foreseen at that time as the consequences of his
failures to perform. Because of the long-term and complex character of a works
contract, however, many losses which occur would not have been foreseeable at
the time of entering into the contract. Accordingly, it may also be appropriate
to fix the time at which the failure to perform occurs as the time relevant for
determining foreseeability. Such a stipulation would expand the scope of
recovery since a particular type of loss may become foreseeable between the
time of entering into the contract and the time of the failure to perform. One
drawback of the latter method, however, is that in cases other than delay it
might sometimes be difficult to establish the time of the failure.

10. The parties may wish to clarify in the contract the aspect of the loss which
must be foreseen to entail liability. For example, they may provide that the
aspect to be foreseen is the kind of the loss suffered (see paragraph 7, above).
Alternatively, they may provide that the aspect to be foreseen is the amount of
the loss, and that no damages exceeding that amount are recoverable. I
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3. Losses causally remotefrom failure to perform

11. As a result of a failure to perform, an aggrieved party may suffer losses
whose causal connection with the failure to perform is remote. Most legal
systems have rules for. determining when compensation is not recoverable for
losses because they are too remote. The parties may therefore wish to leave this
issue to be resolved under the rules of the law applicable to the contract. In
addition, if the parties have identified specific kinds of losses which they wish
to exclude from comperisation because they would be too remote, the parties
may so provide.

12. Parties sometimes seek to resolve the issue of excluding compensation for
remote losses by providing that no compensation is recoverable for "indirect"
or "consequential" losses. However, the terms "indirect" and "consequential"
are vague and could give rise to differing interpretations. The parties may
therefore find it advisable not to adopt this approach; unless the law applicable
to the contract uses these terms to resolve the issue of excluding compensation
for remote losses.

4. Benefits gainedfromfailure to perform

13. A failure to perform may result in some benefits or savings to the
aggrieved party (for example, he may save certain costs in the operation of the
works which he would-have incurred if there were no failure). The parties may
provide that those benefits or savings are to be deducted from losses in
determining the amount to be paid as compensation. The parties may wish to
provide that insurance indemnification received under a policy covering losses
caused by a failure to perform do not have to be taken into account, as the
indemnification is not a benefit resulting from the failure to perform. It may
also be noted that when the aggrieved party receives insurance indemnification
for the losses suffered, the claim for damages may be subjected to subrogation
by, or assignment to, the insurer to the extent of losses indemnified. A
reduction of the damages payable to the aggrieved party by the amount of the
insurance payment received by him could prejudice the insurer's rights against
the party failing to perform, and could be a violationofthe insurance policy.

5. limitation ofamount

14. The parties may wish to consider whether the contract is to include an
overall limit upon the amount of damages recoverable from the contractor in
respect of all possible failures to perform by him. The amount of such a limit
may be determined as a fixed sum. Alternatively, the amount may be
determined as a percentage of the price of the works, as the amount recoverable
by the party failing to perform under insurance covering that failure to
perform, or as the latter amount together with a percentage of the price. In
contracts in which the exact price is not known at the time of entering into the
contract (for example, in the case of a cost-reimbursable contract) a
combination of these approaches may be used, for example, by limiting
damages to the greater of a percentage or a specified amount. A clause for the
payment of an agreed sum can also serve as a limitation upon the extent of
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recovery (see chapter. XIX, "Liquidated damages and penalty clauses",
paragraph 3). Parties may, however, wish to provide that a limitation of
amount contained in the contract is inoperative if certain types of failures-to
perform occur (e.g., where the failure to perform consists of an act or omission
done with the intent to cause loss, or recklessly and with knowledge that loss
would probably result).

6. Mitigation oflosses

15. Mandatory rules of the applicable law often require an aggrieved party to
endeavour to mitigate the losses resulting from a failure to perform. If the
applicable law does not contain such rules, or if the rules are unsuitable to a
works contract, the parties may wish to provide in the contract that the
aggrieved party must endeavour to mitigate his losses. The contract may
further provide that, if the aggrieved party fails to fulfill his obligation to
mitigate his losses, he is not entitled to compensation for losses which could
have been prevented if he had fulfilled this obligation. However, the aggrieved
party may be obligated under the contract to take only measures which can
reasonably be expected to mitigate the losses and which are reasonable for a
party in his position to take (forexample, he Deed not take any measures which
might endanger his own commercial reputation or which are too onerous). If
the aggrieved party takes reasonable measures he may be entitled, subject to
limitations contained in the contract or imposed by the law applicable to the
contract, to recover compensation for his losses, including costs reasonably
incurred in taking those mitigating measures. He may be so entitled even if the
measures were unsuccessful.2

D. Personal injury and damage to property of third persons

16. Defective construction may result in the death of or personal injury to the
employees of the purchaser or other third persons, or in damage to their
property. The issues concerning damages to be paid to third persons in such
cases are complex, and may be governed not by rules of the law applicable to
the contract governing contractual liability, but rather by applicable legal rules
governing extra-contractual liability. The latter rules are often mandatory.
Moreover, the contract cannot limit the liability of the contractor or the
purchaser to compensate third persons who are not parties to the contract. The
parties may wish to provide for the internal allocation of risks between them in
respect of damages to be paid to third persons due to death or personal injury
or damage to their property, to theextent that this allocation is not governed
by mandatory legal rules. The parties may also wishto provide for insurance
against such risks (see chapter XVI, "Insurance", paragraph 36).

17. If a person suffers personal injury or damage to his property as a result of
the construction, and brings a claim against the purchaser, the contract may
obligate the contractor to indemnify the purchaser against such a claim to the
extent of the purchaser's liability. Alternatively; the contract may provide for
an obligation to indemnify only if the injury or damage was caused by the
contractor's failure to use proper skill and care in constructing the works. The
extent to which the contractor maybe obligated to indemnify the purchaser
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against claims arising from construction effected by subcontractors employed
by the contractor is dealt with in chapter XI, "Subcontracting", paragraphs 27
and 28.

18. The purchaser against whom a claim is made in respect of injury or
damage to property of a third person may be obligated to notify the contractor
of that claim, at least in those instances where he proposes to rely on the
contractor's indemnity (see previous paragraph). The contractor may be
entitled, if he wishes, to participate in all negotiations for the settlement of the
claim and to join in any legal proceedings which are instituted, to the extent
permitted by the law of the country where the legal proceedings are instituted.

E. Currency of damages

19. As a general principle, the contract may require damages to be paid in the
same currency in which the price is to be paid. However, in some cases, in
particular if the price is to be paid in a currency which is not freely convertible,
the contract may provide for damages to be paid in the currency in which the
losses have been suffered (e.g., if, as a result of the failure to perform, the
aggrieved party is obligated to pay compensation to a third person in a freely
convertible currency, the damages in respect of the payment of such
compensation may be paid to the aggrieved party in the freely convertible
currency).

Footnotes to chapter XX

'Illustrative provision

"Subject to the other provisions of the contract, damages are recoverable [only in respect of a
kind of loss] [only in the amount of the loss] which the party failing to perform foresaw or could
have been reasonably expected to foresee at the time of [entering into the contract] [the failure to
perform] in the light of the facts and matters of which he then knew or could reasonably have
been expected to know, as a possible consequence of the failure to perform."
2Il1ustrative provision

"A party who suffers loss as a result of a failure to perform by the other party must take all
measures which he can reasonably be expected to take to mitigate the loss. If he fails to take
those measures, compensation is not recoverable for any loss which could have been prevented
by those measures. If he takes those measures, he is, subject to limitations on recovery contained
in this contract, entitled to recover compensaton for the full extent of his loss, including costs
reasonably incurred by him in taking those measures, even if those measures were not successful
in mitigating the loss."
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Chapter XXI. Exemption clauses

SUMMARY

During the course of construction, events may occur which impede the
performance by a party of his contractual obligations. The present chapter
concerns clauses under which a party who fails to perform a contractual
obligation due to an impediment is exempted from certain legal
consequences of the failure. It would be in the interest of the purchaser if
the scope of the exemption clause were limited, both as to the events
which constitute exempting impediments and the legal consequences of
exempting impediments. The parties may wish to enable both parties to
invoke an exemption clause (paragraphs I to 4).

Rules in some legal systems concerning exemption from legal conse
quences of a failure to perform may lead to results which are incompatible
with the circumstances and needs of international trade. The parties may,
therefore, wish to include in the contract an exemption clause defining
exempting impediments and specifying the legal consequences of those
impediments (paragraphs 5 to 7).

In order to limit the scope of an exemption clause, the parties may wish to
provide that a party failing to perform is exempt only from the payment of
damages or of an agreed sum to the other party (paragraph 8).

The parties might also limit the scope of the exemption clause by adopting
a restricted definition of exempting impediments. One approach may be to
provide only a general definition of exempting impediments (paragraphs 10
to 12). Another approach may be to provide a general definition together
with an illustrative or exhaustive list of events to be considered exempting
impediments, or a list of events to be considered exempting impediments
whether or not they come within the general definition (paragraphs 13
to 16). A third approach may be to provide an exhaustive list of events to
be considered exempting impediments without a general definition
(paragraph 17). The parties may wish to consider various types of events
to be included in a list of exempting impediments (paragraphs 18 to 22).

The scope of an exemption clause might be further clarified by expressly
excluding some events which might otherwise come within the scope of the
clause. The parties may wish to consider whether certain acts of a State or
of State organs, such as the denial or withdrawal of a licence or approval,
are to be regarded as exempting impediments (paragraphs 23 and 24).

The parties may wish to provide in the contract the conditions under
which a contractor is exempt when his failure to perform is due to a
failure by a third person engaged by him (paragraphs 25 and 26).

It is desirable for the contract to obligate a party invoking an exempting
impediment to give written notice of the impediment to the other party.
The contract might provide that a party who fails to give such notice loses
his right to invoke the exempting impediment. Alternatively, the contract
may provide that the party remains entitled to invoke the exempting
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impediment, but that he is liable to compensate the other party for losses
resulting from the failure. The contract might also require verification of
an impediment for it to be relied upon. Further, the parties may wish to
provide that, upon notification of an exempting impediment, they are to
meet and consider what measures to take in order to prevent or limit the
effects of the impediment (paragraphs 27 and 28).

A. General remarks

1. During the course of construction, events may occur which impede the
performance by a party of his contractual obligations. These impediments may
be of a physical nature, such as a natural disaster, or they may be of a legal
nature, such as a change in the law in the purchaser's country after the contract
is entered into preventing the use of certain equipment specified in the contract.
The impediments may prevent performance by a party permanently or only
temporarily. Under the law applicable to the contract, a permanent impediment
may result in the termination of the contract.

2. A works contract may contain various types of provisions to deal with
impediments to performance. The present chapter concerns clauses under
which a party who fails to perform a contractual obligation due to an
impediment is exempted from certain legal consequences of the failure.
Impediments which give rise to such an exemption are referred to in the Guide
as "exempting impediments". A party who is faced with an impediment to
performance might also have other rights under the contract. For example, the:
purchaser might be permitted to vary the contractual term affected by the
impediment under a variation clause (see chapter XXIII, "Variation clauses",
paragraphs 5 to 19); a party might be permitted to terminate the contract (see
chapter XXV, "Termination of contract", paragraph 22); or a party might have
rights under a hardship clause (for the relationship between hardship clauses
and exemption clauses, see chapter XXII, "Hardship clauses", paragraph 2).

3. While the purchaser must usually perform only a single principal obligation
(i.e., to pay the price), the contractor must normally perform a number of
major obligations in the course of constructing the works. The contractor,
therefore, will have more interest in an exemption clause than the purchaser.
However, the financial consequences to a purchaser from a failure of the
contractor to perform could be severe. It would, therefore, be in the interest of
the purchaser if the scope of the exemption clause were limited, both as to the
events which constituted exempting impediments (see paragraphs 9 to 23,
below) and the legal consequences of exempting impediments (see paragraph 8,
below).

4. Even though the performance of the contractor is more likely to be affected by
an impediment than is the performance of the purchaser, cases could arise in which
an impediment affects the purchaser's performance. The purchaser might, for
example, be prevented by a legal impediment from making a payment to the
contractor; or, he might be prevented by a physical impediment from performing
certain limited construction obligations he has undertaken. The parties may
therefore wish to enable both parties to invoke the exemption clause.

5. Many legal systems contain rules under which a party who fails to perform
a contractual obligation is exempted from certain legal consequences of his
failure. However, those rules may lead to results which are incompatible with
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the circumstances and .needs of international trade. Therefore, the parties may
wish to include in their contract an exemption clause defining exempting
impediments and specifying the legal consequences of those impediments. In
structuring an exemption clause, the parties should consider whether and the
extent to which mandatory rules of the law applicable to the contract limit their
power to do so. It is advisable for the parties to take note of the fact that using
in the clause the same terminology in relation to exemption that is used in the
law applicable to the contract will often carry with it certain legal implications
that may not be consistent with the parties' intentions.

6. The treatment in various legal systems of the subject of exemption differs
with respect to the conceptual underpinnings of the subject and the terminology
used. In relation to exemptions in the context of sales contracts, these
differences have been bridged by the United Nations Convention on Contracts
for the International Sale of Goods (Vienna, 1980), article 79.1 The approach
adopted in that Convention has been designed to take into account the
particular circumstances and needs of international trade. The parties may find
that approach to be a useful guide in formulating an exemption clause in a
works contract. The discussion .in this chapter of the legal consequences of
exempting impediments and the-definition of exempting impediments (sections B
and C, below, respectively) is based upon the approach taken in the Convention.

7. The question of exemption, and its relation to remedies for a failure to
perform, has implications with respect to anumber of other issues discussed in
the Guide. The discussion of those issues conforms to the approach taken in
this chapter with respect to exemptions. To the extent that the parties adopt a
different approach, the discussion of those other issues, and the suggested
approaches for dealing with them, may not apply.

B. Legal consequences of exempting impediments

8. The parties may wish to provide that a party who fails to perform due to
an exempting impediment is exempt from the payment of damages or an agreed
sum to the other party. If the parties wish to treat differently other remedies
for a failure to perform that might otherwise arise under the contract or the
law applicable to the contract, such as enforcement of performance (see
chapter XVIII, "Delay, defects and other failures to perform") or termination
of the contract (see chapter XXV, "Termination of contract"), they should so
provide in the contract. References to exempting impediments throughout this
Guide assume that the exemption relates only to the payment of damages or of
an agreed sum, and not to other remedies for failure to perform. Additional
legal consequences that the contract may provide in cases of exempting
impediments are discussed in other chapters (see, e.g., chapter VII, "Price and
payment conditions", paragraph 53).

c. DefinitiOn·of exempting impediments

9. The parties might also limit the scope of the exemption clause by adopting
a restricted definition of exempting impediments. They may adopt one of
several approaches in defining exempting impediments, for example:
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(a) Providing only a general definition of exempting impediments;

(b) Combining a general definition with a list of exempting impediments;

(c) Providing only an exhaustive list of exempting impediments.

1. General definition ofexempting impediments

10. A general definition of exempting impediments would enable the parties
to ensure that all events having the characteristics set forth in the definition will
be considered as exempting impediments. This approach would avoid the need
to compile a list of exempting impediments, and would avoid the risk of
excluding from the list events which the parties would have considered as
exempting impediments. On the other hand, it could be difficult in some cases
to determine whether or not a particular event was covered by the general
definition. The parties may wish to consider including the following elements in
a general definition.

11. As a first element, the parties may wish to stipulate that performance of a
contractual obligation must be prevented by a physical or legal impediment (see
paragraph I, above), and not, for instance, only made inconvenient or more
expensive. The parties may wish to provide that if an impediment prevents a
party from performing his obligation during only a temporary period of time,
he is exempt in respect of a failure to perform only during that period.

12. As an additional element, the parties may wish to provide that the
impediment must be beyond the control of the party failing to perform and that
he could not reasonably be expected to have taken the impediment into account
at the time the contract was entered into or to have avoided or overcome the
impediment or its consequences.i

2. General definition followed by list ofexempting impediments

13. A general definition of exempting impediments might be followed by
either an illustrative or exhaustive list of events which are to be regarded as
exempting impediments.' This approach would combine the flexibility afforded
by a general definition with the certainty arising from the specification of
exempting impediments.

(a) General definition followed by illustrative list

14. Examples of exempting impediments to be included in an illustrative list may
be chosen so as to clarify the scope of the general definition. Such an approach
could give guidance to the parties and to persons or tribunals settling disputes
under the contract as to the intended scope ofthe general definition. In addition, it
could ensure that the events set forth in the list would be treated as exempting
impediments if they met the criteria set forth in the general definition.

(b) General definition followed by exhaustive list

15. A general definition of exempting impediments might be followed by an
exhaustive list of events which are to be regarded as exempting impediments if

236



they meet the criteria contained in the general definition. An exhaustive list
may be inadvisable unless the parties are certain that they can foresee and list
all events which they wish to be regarded as exempting impediments.

(c) General definition followed by additional list ofexempting
impediments whether or not they come within definition

16. A general definition of exempting impediments might be followed by a list
of events which are to be regarded as exempting impediments whether or not
they come within the general definition. This approach may be useful where
parties choose a narrow general definition of exempting impediments, but wish
certain events which do not fall within the scope of that definition to be
regarded as exempting impediments. Since those events would constitute
exempting impediments independently of the general definition, the remarks in
paragraph 17, below, concerning safeguards which may be adopted when
providing a list of exempting impediments without a general definition, are also
applicable here.

3. Exhaustive list ofexempting impediments without general definition

17. It is possible for an exemption clause simply to provide an exhaustive list
of events which are to be considered exempting impediments, without a general
definition. This approach has the disadvantage of not providing general criteria
which the listed events must meet in order to be regarded as exempting
impediments. If the approach is adopted, it would be advisable for the parties
to set forth for each event criteria which must be met for the event to be
regarded as an exempting impediment. For example, if the parties wish to
specify "war" or "military activity" as an exempting impediment (see
paragraph 20, below), it would be advisable to specify, for example, whether
the commencement of hostilities involving the country where the construction
site was located was sufficient or whether hostile action at the construction site
must have occurred or be likely to occur,

4. Possible exempting impediments

18. If the parties set forth in the exemption clause a list of events which are to
be considered exempting impediments, with or without a general definition,
they may wish to consider whether it is desirable to include any of the following
events in the list.

19. Natural disasters. Natural disasters such as storms, cyclones, floods or
sandstorms may be normal conditions at a particular time of the year at the
site. In such cases, the contract might preclude a party from invoking them as
exempting impediments (see paragraph 12, above).

20. War (whether declaredor not) or other military activity. It may be difficult
to determine when a war or a particular military activity can be considered as
preventing performance of an obligation. For instance, frequent air raids near
the construction site may create a high risk to the safety of the contractor's
employees, but may not actually prevent them from continuing with the
construction. Moreover, it may be possible for a party to avoid a military
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blockade by running the blockade, but in:doing so he might face a high risk. It
may be desirable, therefore, to specify clearly when a war or other military
activity is considered to prevent performance (see, e.g., paragraph 17, above).

21. Strikes. boycotts. go-slows and occupation of factories or premises by
workers. The parties may wish to consider whether and the extent to which
these events are to be considered as exempting impediments. On the one hand,
such events could in a real sense prevent the. contractor from performing. On
the other hand, the parties might consider, that it was not advisable for a party
to be exempted from the consequences of a, failure to perform an obligation
when the failure resulted from theconduct of his own employees. In addition, it
may be difficult to determine whether or not strikes by employees and other
labour disputes are avoidable. by a party, and what measures the party might
reasonably be expected to take to avoid or to end the strike or dispute (e.g.,
meeting the strikers' demands). In that connection, the parties may wish to
provide that only strikes that do not arise from labour relations between the
party and his employees (e.g., sympathy strikes) are to be regarded as
exempting impediments. If, under the contract, the contractor is required to
employ personnel of the purchaser, a strike by those personnel might in
appropriate cases be regarded as an exempting impediment for the contractor.

22. Shortages of raw materials needed for the construction. The parties may
wish to consider whether this is to be considered as an exempting impediment.
They might, for example, wish to obligate the contractor to procure raw
materials in time and to preclude his claiming an exemption if he fails to do so.
In some cases, the contractor may fail to have the materials available on time
due to a delay by his supplier. For those cases, however, it would be advisable
for the contractor to ensure that under his contract with his supplier he is able
to claim damages against the supplier for the delay.

5. Exclusion ofimpediments

23. Whichever approach to defining exempting impediments is adopted, the
parties may wish further to clarify the scope of an exemption clause by
expressly excluding some events which might otherwise come within the scope
of the clause. For example, the parties may wish to preclude a party from
claiming an exemption if he is prevented from performing due to his own
adverse financial position. They may also wish to consider excluding from
exempting impediments events which occur after a breach of contract by a
party and which, but for the breach, would not have prevented performance by
that party.

24. The parties may wish to consider whether certain acts of a State or of
State organs are to be regarded as exempting impediments. A party may be
required to secure a licence or other official approval for the performance of
certain of his obligations. The contract might provide that if the licence or
approval is refused by a State organ, or if it is granted but later withdrawn, the
party who was required to obtain the licence or approval cannot rely on the
refusal or withdrawal as an exempting impediment. The parties might consider
that it is equitable for the loss caused by the failure to perform resulting from
the absence of the licence or approval to be borne by the party who had the
duty to obtain it, since that party undertook his obligations knowing of the
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necessity to obtain the licence or approval and the possibility of its being
refused. Moreover, it might be difficult for the other party to determine
whether the measures taken to obtain the licence or approval were reasonable
(see paragraph 12, above). The parties may wish to note that, under some legal
Systems, if a licence or approval is not granted, the contract is invalid, and the
legal consequences of the failure of the party to obtain the licence or approval
will be determined by the applicable law.

6. Failure to perform by thirdperson engaged by contractor

25. It is common in a works contract for the contractor to engage third
persons (e.g., subcontractors) to perform some of his obligations under the
contract (see chapter XI, "Subcontracting"). Where the contractor fails to
perform the obligation under the works contract due to a failure to perform by
the third person, the question arises whether and to what extent the contractor
is exempt from the payment of damages to the purchaser for that failure.

26. In general, the parties may consider it advisable to provide that the
engagement by the contractor of a third person to perform the contractor's
contractual obligation does not diminish or eliminate the contractor's liability
to the purchaser for the performance of that obligation (see chapter XI,
"Subcontracting", paragaphs 27 and 28). Consistently with that approach, the
parties may wish to provide that a contractor is exempt from the payment of
damages when his failure to perform is due to a failure by a third person
engaged by him only if two conditions are satisfied: firstly, if the criteria for
exempting the contractor under the exemption clause in the works contract are
satisfied (for example, if the failure of the third person to perform was
unavoidable and if the contractor could not reasonably be expected to have
taken the failure into account at the time the contract was entered into or to
have avoided or overcome the failure or its consequences); and secondly, if the
third person would be exempt under the exemption clause in the works contract
if that clause were contained in the contract between the contractor and the
third person."

D. Notificationof impediments

27. It is desirable for the contract to obligate a party invoking an exempting
impediment to give written notice of the impediment to the other party without
undue delay after the party invoking the impediment learned or could
reasonably have been expected to learn of the occurrence of the impediment.
This notification could facilitate the taking of measures by the other party to
mitigate the loss caused or which is likely to be caused by the failure of
performance. The contract might require the notice to specify details of the
impediment, together with evidence that performance by the party is prevented
or is likely to be prevented, and, if possible, the anticipated duration of the
impediment. The party invoking the exempting impediment might also be
required to continue to keep the other party informed of all circumstances
which may be relevant for an appraisal of the impediment and its effects, and
to notify the other party of the cessation of the impediment. The contract might
provide that a party who fails to notify in time the other party of the exempting
impediment loses his right to invoke the exempting impediment. Alternatively,

239



the parties may provide that a party who fails to give the required notification
in time remains entitled to invoke the clause, but is liable to compensate the
other party for losses resulting from the failure. The contract might also require
for an impediment to be relied upon that it be verified, for example, by a public
authority, notary public, a consulate or chamber of commerce in the country
where the impediment occurs.

28. Further, the parties may wish to provide that, upon notification of an
exempting impediment, they are to meet and consider what measures to take in
order to prevent or limit the effects of the impediment, and to prevent or
mitigate any loss which may be caused by it. These measures might include
variation of the contractual obligation affected by the impediment (see chapter
XXIII, "Variation clauses"), or, in some cases, re-negotiation of the contract
(see chapter XXII, "Hardship clauses").

Footnotes to chapter XXI

'Official Records of the United Nations Conference on Contracts for the International Sale of
Goods (United Nations publication, Sales No. E.81.IV.3).

2Illustrative provision
(General definition of exempting impediments)

"(I) A party is exempt from the payment of damages, or of an agreed sum, in respect of a
failure to perform an obligation under this contract if he proves that the failure was due to a
physical or legal impediment beyond his control and that he could not reasonably be expected to
have taken the impediment into account at the time of the conclusion of the contract or to have
avoided or overcome it or its consequences.

"(2) A party is exempt from the payment of damages or an agreed sum pursuant to the
preceding paragraph in respect of a failure to perform only during the period of time when his
performance was prevented by the impediment."

'Illustrative provision
(General definition followed by illustrative or exhaustive list)

"(I) [As fn. 2, para. (I)]

"(2) [Illustrative list]: The following are examples of events which are to be regarded as
exempting impediments; provided they satisfy the criteria set forth in paragraph (I), above: ...
[Exhaustive list]: The following events are to be regarded as exempting impediments pursuant to
paragraph (I), above, provided they satisfy the criteria set forth in that paragraph; and only
those events are to be so regarded: ...

"(3) [As fn. 2, para.(2)]."

4 Illustrative provision

"If the party's failure to perform an obligation is due to a failure to perform by a third person
whom he has engaged to perform that obligation, the party is exempt pursuant to paragraph (I),
above, only if:

"(a) with respect to the party, the criteria set forth in paragraph (I) are satisfied; and

"(b) the third person would be exempt if the provisions of paragraph (I) were applied to
him."
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Chapter XXII. Hardship clauses

SUMMARY

Hardship is a term that is used in the Guide to describe a change in economic,
financial, legal, or technological factors which causes serious adverse
economic consequences to a contracting party, thereby rendering more
difficult the performance of his contractual obligations. A hardship clause
usually defines hardship, and provides for renegotiation to adapt the
contract to the new situation created by the hardship (paragraph 1). Hard
ship clauses are to be distinguished from exemption clauses (paragraph 2).

A hardship clause may be considered to have the advantage that renegotiation
under it might avert a disruptive failure of performance by the party affected
by the changed circumstances. The clause may also facilitate renegotiation by
providing a framework within which it may be conducted (paragraph 3).

A hardship clause has, however, several disadvantages which may outweigh
the advantages described above. The possibility of renegotiation makes the
contract to some degree unstable, the definition of hardship tends to be
imprecise and vague, and the inclusion of the clause may induce the advance
ment of spurious claims that hardship exists to avoid the performance of
obligations (paragraph 4). Furthermore, the purchaser may in particular
be disadvantaged because the contractor will potentially have more oppor
tunities to invoke the clause than the purchaser (paragraph 5). The Guide
deals with other clauses which may be included in the contract and which
may apply when a change of circumstances causes serious adverse
economic consequences to a party. The purchaser may wish to consider
whether the inclusion of those clauses renders a hardship clause
unnecessary (paragraph 6).

If, despite its disadvantages, the parties wish to include a hardship
clause in the contract, it is advisable to draft it so as to reduce the
uncertainty it might create as to the obligations of the parties. It may be
acceptable for the clause to define hardship, and in addition to include a
list of events on one or more of which alone a party can rely to invoke the
clause (paragraphs 7 and 12). A restrictive definition of hardship may be
adopted under which all required elements must be satisfied before
hardship is deemed to occur (paragraphs 8 to 11). The parties may wish to
consider the inclusion of other limitations to invoking a hardship clause,
since those limitations may reduce the instability introduced into the
contract by the clause (paragraph 13).

The parties may wish to decide whether, in the event of hardship
occurring, they are to be obligated only to participate in renegotiations
with a view to adapting the contract, or are to be obligated to adapt the
contract after renegotiations (paragraph 14).

The parties may wish to provide procedures for facilitating renegotiation
(paragraphs 15 to 17). The contract may also determine the point of time
at which a failure to agree on adaptation after renegotiations may be
deemed to occur (paragraph 18).
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The parties may wish to facilitate the implementation of a hardship clause
by providing guidelines to assist them in reaching a fair adaptation of the
contract (paragraph 19). Since the circumstances which had changed and
created the hardship may change once more and approximate to their
previous condition, thus alleviating the hardship, the contract may provide
how the contract is to be re-adapted if circumstances return to their
previous condition (paragraph 20).

The parties may wish to determine the status of the contractual
obligations of the parties during renegotiations. Where the parties are
obligated only to participate in renegotiations, they may provide that the
performance of the obligations of the parties which are alleged to be
affected by the hardship is to continue in accordance with the original
terms of the contract during the renegotiations (paragraph 21). Where the
parties are obligated to adapt the contract after renegotiations, they may
provide that the performance of the obligations is to continue both during
renegotiations and, if the parties fail to agree on adaptation, during the
ensuing dispute settlement proceedings. Alternatively, they may provide
that the party invoking the hardship clause is entitled to interrupt the
performance of the obligations (paragraph 22).

Where the contract obligates the parties to adapt the contract after
renegotiations, it is advisable for the contract to provide for the
consequences of a failure to agree on adaptation (paragraph 23).

A. General remarks

1. The term "hardship" as used in the Guide means a change in economic,
financial, legal or technological factors that causes serious adverse economic
consequences to a contracting party, thereby rendering more difficult the
performance of his contractual obligations. A typical hardship clause has two
main aspects. Firstly, it would define hardship and, secondly, it would provide
for renegotiation to adapt the contract to the new situation created by the
hardship. The legal effect of hardship clauses may vary under different legal
systems. While they are recognized under some legal systems, they are
unknown in others; in still other legal systems their validity has not been tested
in legal proceedings.

2. Hardship clauses are to be distinguished from exemption clauses (see
chapter XXI, "Exemption clauses"). A hardship clause as conceived in the
Guide would apply when a change of circumstances makes the performance of
a party's obligations more onerous, but does not prevent that performance. An
exemption clause as conceived in this Guide would apply only when a change
of circumstances prevents performance. Thus, a hardship clause may apply
where, after the contract is entered into, administrative regulations relating to
environmental protection applicable to the construction change so as to
introduce more stringent requirements which greatly increase the cost of
construction. An exemption clause may apply where the regulations change so
as to prevent further construction. The legal consequences resulting from the
application of each type of clause as conceived in the Guide would also differ.
A hardship clause would provide that, if hardship occurs, the contract is to be
renegotiated (see previous paragraph). An exemption clause would provide
that, if a failure to perform an obligation occurs as a result of exempting
impediments, certain remedies, in particular the recovery of damages, are not
available to the aggrieved party against the party who failed to perform.

~42



3. The inclusion of a hardship clause may be considered to have the
advantage that if a change of circumstances results in serious adverse economic
consequences to a party, renegotiation of the contract under the clause might
avert a disruptive failure of performance by the party affected by the changed
circumstances. Although there is nothing to prevent parties from renegotiating
even in the absence of a hardship clause, the clause may facilitate renegotiation
by providing a framework within which the renegotiations may be conducted.
Thus, the clause may include provisions which help to achieve .an equitable
outcome from the renegotiations (see paragraph 19, below) and may regulate
the rights and obligations of the parties during renegotiations (see paragraphs 15
to 17 and 21 and 22, below).

4. A hardship clause has, however, considerable disadvantages which may
outweigh the advantages mentioned above. The possibility of renegotiating the
contract under a hardship clause makes the contract to some degree unstable,
Furthermore, because of the nature of hardship, its definition tends to be
imprecise and vague. Further. disadvantages of a hardship clause are that the
renegotiation may result in interruptions in the performance of obligations
under the contract, and that the clause may induce the advancement of
spurious claims that hardship exists as an excuse for avoiding the performance
of obligations. In addition, where a hardship clause obligates the parties to
adapt the contract after renegotiations (see paragraph 14, below), and the
parties fail. to reach agreement on the adaptation,' there. may be difficulties in
securing an adaptation through dispute settlement proceedings (see paragrapll23,
below). .

5. A hardship clause may have particular disadvantages for a purchaser.
While the purchaser has usually to perform only a single principal obligation
(i.e., to pay the price), the contractor has to perform a number of obligations in
the course of constructing the works. The contractor, therefore, will potentially
have more opportunities to invoke the hardship clause than the purchaser.
Accordingly, before agreeing to the inclusion of a hardship clause in the
contract, the purchaser should carefully consider the possible adverse effects to
him of that clause.

6. The Guide discusses other clauses which may be included in the contract
and which may apply when circumstances change after the contract is entered
into causing serious adverse economic consequences to a party. Of these other
clauses, those having an objective closest to that of a hardship clause are index
clauses and currency clauses. An index clause provides for the revision of the
price when the cost of goods or services to be supplied by the contractor
changes, and a currency clause provides for a revision of the price when there is
a change in the exchange rate of the currency in which the price is to be paid in
relation to a reference currency (see chapter VII,"Price and payment
conditions", paragraphs 49 to 55, 58 and 59). These clauses deal with changes
which are predictable and can be clearly identified in advance. Hence, the
clauses can specify the modifications which are to be made to contract terms as
a result of those changes, and the contract neednot, as under a hardship clause,
provide for renegotiation, with its attendant uncertainty ofoutcome. Where, as
a result of changed circumstances, the purchaser wishes to alter the scope of the
construction, he may do so within certain limits under a variation clause (see
chapter XXIII, "Variation clauses", paragraphs 5 to 18). Where the changed
circumstances make it advisable for the purchaser to suspend construction, he
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may do so under a clause providing for suspension (see chapter XXIV,
"Suspension of construction", paragraphs 3 and 4). Where the change is so
drastic that the project ceases to be viable, the purchaser may, under a
termination clause, terminate for convenience (see chapter XXV, "Termination
of contract", paragraphs 17 and 18). The purchaser may therefore wish to
consider whether the inclusion of the clauses mentioned above renders a
hardship clause unnecessary. The discussion of hardship clauses in the Guide is
not to be regarded as an indication that their inclusion in contracts is desirable.

B. Approach to drafting hardship clause

7. If, despite its disadvantages, the parties wish to include a hardship clause in
the contract, it is advisable to draft it so as to reduce the uncertainty it might
create as to the obligations of the parties. The use of open-ended and vague
criteria (e.g., "changed circumstances", "upsetting the initial equilibrium of the
contract", and "causing serious economic consequences") to determine the
application of the clause is to be avoided. Providing a list of hardship events
which is not exhaustive will also lead to uncertainty. An acceptable approach
might be to set forth in the clause a definition of when hardship may be said to
occur (see sub-section 1, below), together with an exhaustive list of the events
on one or more of which a party can rely to invoke the clause (see sub-section 2,
below). Under this approach, the clause can be invoked only if an event specified in
the list occurs which results in the hardship defined in the clause.

1. Definition ofhardship

8. The parties may find it advisable to adopt a restrictive definition of
hardship under which all the following elements must be satisfied before
hardship can be deemed to occur: (a) a change of the circumstances which
existed at the time the contract was entered into; (b) the change being
unavoidable and one which the party invoking the clause could not reasonably
be expected to have taken into account; and (c) the change resulting in serious
adverse economic consequences to that party.

(a) Changed circumstances

9. The scope of the hardship clause may be made more clear if, instead of
merely requiring a "change of circumstances", the parties were to require that
the changes occur in particular areas. For example, the parties may provide
that the change must relate to specific economic, financial,. legal, or
technological circumstances.

(b) Nature ofchange

10. The parties may wish to provide that the change of circumstances must
have been beyond the control of the party invoking the hardship clause and
that he could not reasonably be expected to have taken the change of
circumstances into account at the time the contract was entered into or to have
avoided or overcome the change of circumstances or its consequences.
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(c) Serious adverse economic consequences

11. The parties may wish to define what adverse economic consequences to
the party invoking the hardship clause are to be regarded as serious. The
purpose of that definition would be to seek to prevent a party from invoking a
hardship clause upon the occurrence of adverse economic consequences the risk
of which he must fairly be regarded as having assumed at the time he entered
into the contract. One approach may be to use a general term to quantify the
required degree of seriousness, e.g., that the change of circumstances must have
caused "a substantial financial burden" or "undue prejudice" to the party
invoking the clause. A preferable approach may be to quantify the seriousness
in a more specific manner, e.g., by providing that the change of circumstances
must result in cost increases which exceed a specified percentage of the price.

2. Exhaustive list ofevents

12. The parties may wish to provide that a party may invoke the hardship
clause only if he establishes that one or more of the events enumerated in an
exhaustive list has occurred and has resulted in hardship to him as defined in
the clause. Illustrative examples of events which might be included in a list are
a severe reduction in the size of the purchaser's anticipated market for the
output of the works, or an increase in the cost of raw materials needed to
produce the output of the works which results in a severe reduction in its
profitability. Similar events may occur causing hardship to the contractor.

3. Otherpossiblelimitations

13. The parties may wish to consider the inclusion of a provision that the
hardship clause cannot be invoked by a party in respect of an obligation imposed
on him if, at the time the hardship occurs, he has already failed to perform that
obligation. The application of the clause may also be restricted by providing that it
cannot be invoked for a certain period of time after the date the parties entered
into the contract. Furthermore, the parties may place a limit on the number of
times that a party may invoke the clause, or agree that the clause may be invoked
only a specified number of times during a specified time period. Such limitations
may reduce the instability which a hardship clause introduces into the contract.

C. Renegotiation

14. The hardship clause may provide for the renegotiation of the contract if
hardship occurs. The parties may wish to decide whether the contract should
obligate them only to participate in renegotiations with a view to adapting the
contract, or should obligate them to adapt the contract after renegotiations. The
parties may at the time of entering into the contract, or subsequently, agree upon a
conciliator who could assistthem in an independent and impartial manner in their
attempt to adapt the contract (see chapter XXIX, "Settlement of disputes",
paragraphs 12 to 15). If the contract obligates the parties to adapt the contract
after renegotiations, it may. be desirable to provide that, upon a failure by the
parties to reach agreement on adaptation, the contract is to be adapted by a court,
arbitral tribunal or referee (see paragraph 23, below).
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1. Procedure for renegotiation

(a) Notification

15. The contractmay provide that a party may invoke the hardship clause only.
by notification in writing to the other party. It may be provided that the
notification must be made within a specified period of time after the occurrence of
the change of circumstances relied upon as constituting hardship, I1lUSt set forth
sufficient detail concerning the change of circumstances and its consequences to
enabletheother party to evaluate the effects of the change, and mustindicate the
nature ofthe adaptation sought by the party invoking the clause. .

16. The party notified may be obligated to respond in writing within a specified
period of time ofthe notification. It may be provided that, ifhe considers that the
grounds set out in the notification are not sufficient to justify renegotiations, he
must set forth in the response the reasons for that conclusion. If he is willing to
participate in renegotiations, he may be obligated to indicate the nature of an
adaptation of the contract which he considers to be appropriate.

17. The parties may wish to provide that, if the party entitled to invoke the
hardship clause fails to give the required. notification within the specified period,
he loses his right to invoke the clause. Thisapproachmay reduce belated claims of
hardship made with a view to avoiding the performance of obligations which have
becomeonerous. Alternatively, the parties may provide that a party who fails to
give the required notificationin time remains entitled to invoke the clause, but is
liable to compensate the other party for losses resulting from the delay in
notification.

(b) Time-limit for renegotiation

18. It is advisable for the contract to determine the point of time at which a
failure, to agree on adaptation of the contract after renegotiations may be deemed
to occur. The contract may provide that afailure occurs if no agreement is reached
within a specified time period after notification of a hardship.situation.

(c) Guidelines-for renegotiation

19: Thepartiesmay wish to facilitate the implementation of a hardship clause by
providing guidelines to' assist them in reaching a fair adaptation of the contract.
They may, for example, provide that the original terms ofthe contract are to be
modified only to the extent required to rectify the imbalance in the contract
created by the hardship event. Otherguidelines which may be provided include the
following: that the principle of good faith should apply in determining the
required adaptation; that adaptation should seek to ensure full performanceof
contractual obligations to the extent possible; that there should be no undue
prejudice to either party arising from the adaptation; and that the adaptation
should seek to maintain the pre-existing balance of interests between the parties.

20. The circumstances which changed and created the hardship may change once
more and approximate to, their previous condition, thereby alleviating the
hardship. The contract may provide that the likely duration of the change of
circumstances is to be taken into account when adapting the contract, and that the
adaptation should, to the extent possible, indicate how the contract is to be
re-adapted if circumstances return to their previous condition.
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(d) Status ofobligations during renegotiation

21. The parties may wish to determine the status of the contractual obligations of
the parties during renegotiations. Where the parties are obligated only to
participate in renegotiations with a view to adapting the contract, they may wish to
provide that the performance of the obligations of the parties which are alleged to
be affected by the hardship is to continue in accordance with the original terms of
the contract during the renegotiations. If the parties after renegotiations agree on
an adaptation, the terms of the adaptation could make allowance for losses caused
to the party affected by the hardship by reason of the continued performance of
the obligations during renegotiations.

22. Where the parties are obligated to adapt the contract after renegotiations
(see paragraph 14, above), one of two approaches may be adopted. The contract
may provide that the performance of the obligations of the parties which are
alleged to be affected by the hardship is to continue both during the renegotiations
and, if the parties fail to agree on adaptation, during the ensuing dispute
settlement proceedings, unless the court, arbitral tribunal or referee settling the
dispute decides otherwise. The terms of the adaptation could make allowance for
losses caused to the party affected by the hardship by reason of the continued
performance of the obligations. Providing that performance is to continue may
reduce the making of spurious claims of hardship by a party who wishes to avoid
the performance ofcertain obligations. An alternative approach is for the contract
to provide that the party invoking the hardship clause is entitled to interrupt the
performance ofthe obligations alleged to be affected by the hardship. The terms of
the adaptation could settle in what manner, if at all, those obligations are to be
performed subsequent to the adaptation. If it is decided in dispute settlement
proceedings that the party invoking the hardship clause had no right to invoke the
clause, it may be provided that the other party is entitled to be compensated for
losses caused to him by the interruption. Providing for the interruption of the
performance of obligations might make it easier to adapt the contract, as
continued performance may result in prejudice to the party affected by the
hardship, and it may be difficult to remedy the prejudice by adaptation.

2. Failure to fulfil obligation to adapt

23. Where the contract obligates the parties to adapt the contract after
renegotiations (see paragraph 14, above), it is advisablefor the contract to provide
for the consequences ofa failure to agree on adaptation. The contract may provide
that the party invoking the hardship clause is entitled to institute judicial or
arbitral proceedings for the adaptation of the contract, or may provide that a
referee is to decide whether and in what way the contract is to be.adapted. These
methods of resolving the dispute between the parties are dealt with in chapter
XXIX, "Settlement of disputes". The parties should be aware that some legal
systems do not permit adaptation in judicial or arbitral proceedings.
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Chapter XXIll. Variation clauses

SUMMARY

As used in the Guide, the term "variation" refers to a change in an aspect
of the construction of the works from that required under the contract
documents. During the course of construction of the works, situations
may be encountered which make it necessary or advisable to vary certain
aspects of the construction. It is advisable for the contract to contain
provisions setting out the circumstances under which a contractor is
obligated to implement a variation. In formulating contractual provisions
concerning variations, the parties should attempt to strike an appropriate
balance among various interests (paragraphs 1 to 4).

The parties may wish to consider three basic approaches to variations
sought by the purchaser. Under the first approach, the contract would
obligate the contractor to implement a variation ordered by the
purchaser, so long as the variation ordered met certain criteria set forth
in the contract. Under the second approach, the contract would obligate
the contractor to implement a variation ordered by the purchaser unless
he objected to it upon reasonable or specified grounds. Under the third
approach, a variation would require the written consent of the con
tractor. The contract could incorporate one or any combination of
these approaches. It would be useful for the contract to contain
provisions concerning the settlement of disputes between the parties as
to whether the purchaser was entitled to order a variation (paragraphs 5
to 7).

The parties may, in some cases, consider it appropriate to provide in the
contract for reasonable adjustments to be made in the contract price and
in the time for completion by the contractor in the event of a variation. In
such a case, the contract may contain a mechanism for the contractor to
inform the purchaser of the contractor's contentions concerning the
impact of the variation on the contract price and time for completion in
order to enable the purchaser to consider whether, in view of the likely
impact, he wishes to insist upon the variations. Whether or not such a
mechanism is contained in the contract, the contract may obligate the
parties to attempt to settle between themselves the amounts of the
adjustments to be made in accordance with criteria set forth in the
contract, and entitle either party to refer for settlement a dispute as to the
amount of an adjustment (paragraphs 8 to 11).

With respect to variations which the contractor is obligated to implement,
the parties may wish to consider restricting the scope of such variations
(paragraphs 12 and 13). With respect to variations to which the contractor
may object, the contract may entitle the contractor to object on reasonable
grounds, or may specify particular grounds upon which he may object
(paragraph 15). The contract may contain procedures with respect to the
ordering and implementation of both of these categories of variations
(paragraphs 14 and 16 to 18).
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With respect to variations which require the consent of the contractor, the
contract may provide that variations requested by the purchaser must be
implemented by the contractor only if he consents to them in writing
(paragraph 19).

It would be in the interest of the purchaser if variations proposed by the
contractor were not to be implemented unless they were agreed to in
writing by the purchaser (paragraphs 20 to 22).

The contract may contain particular provisions dealing with changes in
construction in cases of unforeseeable natural obstacles and changes in
local regulations (paragraph 23).

For cases in which a variation is to result in an adjustment of the contract
price, it is desirable for the contract to provide that the adjustment is to be
by. a reasonable amount. It would be useful for the contract to contain
guidelines to assist in the determination of what amount of adjustment is
reasonable. These guidelines may vary depending upon the type of
contract (paragraphs 24 to 32).

A. General remarks

1. As used in the Guide, the term "variation" refers to a change in an aspect
of the construction of the works from that required under the original contract
documents, such as a change in the scope of construction or technical
characteristics of equipment or materials to be incorporated in the works or a
change in construction services required under the specifications, drawings and
standards of the works (see chapter V, "Description of works and quality
guarantee", paragraphs 6 to 9). Adjustment or revision of the price because of
cost changes or currency fluctuations, and revision of the payment conditions
(see chapter VII, "Price and payment conditions") are not regarded in the
Guide as variations, although a variation may lead to an adjustment of the
price (see paragraph 8, below). Likewise, renegotiation of the contract in cases
of hardship (see chapter XXII, "Hardship clauses", paragraph I) and
suspension of construction (see chapter XXIV, "Suspension of construction",
pararaph I) are not regarded in the Guide as variations.

2. During the course of construction of a complex industrial works project, it
is common for situations to be encountered which make it necessary or
advisable to vary certain aspects of the construction. These situations could
arise, for example, from difficulties in obtaining raw materials needed for
production, making it advisable to adapt the technological process incorporated
in the works to the new situation; from unforeseen problems or events during
construction, necessitating changes in the equipment, materials, or services used
in the construction (see paragraph 23, below); from circumstances affecting the
expected profitability of the works, making it advisable to change the scope of
the works; or from the occurrence of technological innovations of which the
purchaser or contractor wishes to take advantage. In addition, the contractor
may seek variations to suit his construction processes.

3. As discussed in the following sections, the parties may wish to obligate the
contractor to implement certain variations ordered by the purchaser; however,
they may wish to obligate the contractor to implement other variations ordered
by the purchaser only if the contractor does not object to a variation on
reasonable or specified grounds. In both cases, it is advisable for the contract to
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contain provisions setting out the circumstances under which the contractor is
obligated to implement a variation ordered by the purchaser since, under most
legal systems, the contractor would not be obligated to implement the variation
in the absence of such provisions.' The parties may wish to note, however, that,
in a few legal systems, a party may not be compelled to implement a variation
unless he specifically consents to it after it is ordered, regardless of what is
provided in the contract.

4. In formulating contractual provisions concerning variations, the parties
should attempt to strike an appropriate balance between, on the one hand, the
objectives of certainty with respect to the contractual obligations of the parties
and the principle that a party to a contract should be bound by the terms to
which he has agreed, and, on the other hand, the desirability of permitting
necessary or desirable variations in order to meet situations which arise during
the life of a complex and long-term contract. In addition, the parties should
attempt to achieve an equitable balance between the interests of the purchaser
and those of the contractor.

B. Variations sought by purchaser

1. Basicapproaches

5. The contract may provide that, whenever the purchaser wishes to vary the
construction, he must deliver to the contractor a written variation order setting
forth the particulars of the intended variation. The parties may wish to consider
three basic approaches to the obligations of the contractor in respect of such a
variation order. Under the first approach (see paragraphs 12 to 14, below), the
contract would obligate the contractor to implementa variation ordered by the
purchaser, so long as it met certain criteria set forth in the contract. Under the
second approach (see paragraphs 15 to 18, below), the contract would obligate
the contractor to implement a variation ordered by the purchaser unless he
objected to it upon reasonable or specified grounds. Under the third approach
(see paragraph 19, below), a variation would require the written consentof the
contractor.

6. The contract could incorporate one or any combination of the approaches
mentioned in the preceding paragraph. If the contract were to incorporate two
of the approaches, it could, for example, set forth criteria which a variation
must meet in order to qualify as one which the contractor was obligated to
implement (see, e.g., paragraph 13, below), and provide that variations which
did not so qualify might be objected to by the contractor on reasonable or
specified grounds, or, alternatively, would not be implemented unless the
contractor consented in writing. If the contract were to incorporate all three
approaches, it could set forth the criteria which must be met for variations
which the contractor was obligated to implement and other criteria for
variations to which the contractor might object on reasonable or specified
grounds, and provide that variations which did not qualify as one of those two
required the consent of the contractor.2

7. It would be useful for the contract to contain provisions concerning the
settlement of disputes between the parties as to whether or not a variation
ordered by the purchaser satisfied the criteria in the contract. The contract may
provide for such disputes to be referrable for expeditious resolution by an
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independent third person. The independent third person might be the
consulting engineer, if he is authorized to exercise independent functions (see
chapter X, "Consulting engineer", paragraphs 9 to 19), or a referee (see
chapter XXIX, "Settlement of disputes", paragraphs 16 to 21). Alternatively,
the parties may prefer the dispute to be referrable only to a court or arbitral
tribunal. If the dispute is referrable to an independent third person, the
authority of that person may be restricted to deciding the issue of whether or
not the requested variation met the criteria specified in the contract, and not
extend to the issue of the impact of the variation upon the contract price and
time for completion. Even in the case where a criterion for a variation was
whether or not the variation would exceed a specified percentage of the
contract price (see paragraph 13, below), the decision of the independent third
person need not quantify the impact of the variation on the price, but need only
state whether or not the variation would cause the price to exceed the limit. The
contract may specify the weight to be given, in the context of proceedings to
determine the impact of the variation on the contract price, to findings of fact
made by the independent third person in support of his conclusion (see chapter X,
"Consulting engineer", paragraphs 9 to 19, and chapter XXIX, "Settlement of
disputes", paragraphs 16 to 21).

2. Impact ofvariation on contract price. and time/or completion

8. In some cases, a variation sought by the purchaser may entail higher
construction costs to the contractor from those anticipated when the contract
was entered into. This may be due to the necessity to supply additional or more
costly equipment, materials or services as compared to those provided for in
the contract. The supply of different or additional equipment, materials or
services could also make it unreasonable to expect the contractor to be able to
complete the construction within the time originally agreed to by him in the
contract. In other cases, a variation may result in lower construction costs or
enable the contractor to complete the construction earlier than specified in the
contract. Accordingly, the parties may, in some cases, consider it appropriate
to provide in the contract for reasonable adjustments to be made in the
contract price and in the-time for completion by the contractor in the event of a
variation (see section E, below; cf. paragraph 23, below).

9. The purchaser will wish to know the likely impact of a variation sought by
him upon the contract price and the time for completion before the contractor
becomes obligated to implement it. If the impact is likely to be excessive, the
purchaser may decide not to insist upon the variation. In some cases, the
purchaser's own engineering staff or his consulting engineer might be able to
estimate for the purchaser the likely impact of the variation. In other cases, this
might not be feasible. Therefore, the parties may wish to consider whether to
include in the works contract a mechanism for the contractor to inform the
purchaser of the contractor's contentions concerning the impact of the
variation on the contract price and time for completion. The contract may, for
example, obligate the contractor, after delivery to him of a variation order, to
deliver to the purchaser a written statement setting forth the contractor's
contentions as to the impact, if any, of the variation upon those terms (see,
also,section E, below). The parties may wish to consider whether the contract
should specify the period of time after delivery to the contractor of the
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variation order within which the contractor must deliver his statement to the
purchaser, or whether the contract should merely obligate the contractor to do
so within a reasonable period of time. On the one hand, the amount of time
which the contractor will need to evaluate the impact of the variation will vary
depending upon the nature and extent of the variation. On the other hand, if
the contract were to require the statement to be delivered only within a
reasonable period of time, in cases where the obligation to implement the
variation arose upon the expiry of that period of time (see, e.g., paragraphs 14
and 17, below), uncertainty would exist as to the time when that obligation
arose. One approach may be to specify in the contract a period of time
sufficiently long to enable the contractor to evaluate the impact of the
variation. Another approach may be to provide in the contract for the
purchaser to specify in the variation order a period of time within which the
contractor must deliver his statement to the purchaser, and to provide that the
period of time must be reasonable. A mechanism such as the one just described
may not be necessary in the case of variations which require the written consent
of the contractor (see paragraph 19, below).

10. The parties may wish to consider the consequences of a failure of the
contractor to deliver the statement to the purchaser within the time specified in
the contract. Under one approach, the contract may provide that the contractor
is not entitled to claim an increase in the price or a prolongation of the time for
completion; however, the purchaser may still be allowed to claim a reduction of
the price or of the time for completion, if warranted by the variation. Under
another approach, the contractor might be permitted to claim adjustments of
the contract price and the time for completion notwithstanding his failure, but
entitle the purchaser to be compensated by way of damages for any loss
suffered as a result of the failure.

11. Whether or not the contract contains a mechanism such as the one
described in paragraph 9, above, if the contract provides for an adjustment of
the contract price and time for completion in the event of a variation, it may
obligate the parties to attempt to settle between themselves the amount of the
adjustment in accordance with criteria set forth in the contract (see section E,
below). It may entitle either party to refer a dispute as to the amount of the
adjustment for resolution in accordance with the dispute settlement provisions
of the contract. However, it would be desirable for the absence of agreement by
or the existence of a dispute between the parties not to postpone an obligation
of the contractor to implement the variation.

3. Contractual provisions relating to each basic approach

(aJ Variations ordered by purchaser which contractor is obligated to implement

12. An obligation of the contractor to implement any variation, whatever its
nature or scope, ordered by the purchaser, could unduly interfere with the
interests of the contractor. For example, a contractor may suffer prejudice if he
is compelled to implement a variation which involves such a substantial
departure from the obligations which he undertook in the contract that he does
not have the capability to implement the variation; if the scope of the
construction is varied to such a degree that other contractual provisions (e.g.,
those relating to passing of risk, payment conditions or performance

252



guarantees) become inappropriate; or if a variation involving additional work
results in a prolongation of the time for completion of construction such that it
interferes with the performance of construction obligations in other projects
which the contractor has undertaken. A contractor who has supplied the design
for the works and guaranteed the output of the works could be prejudiced by
being compelled to implement a variation which is inconsistent with the design.
A variation which substantially reduces the scope of the works could cause the
project to become financially unattractive to the contractor.

13. Accordingly, if the parties contemplate adopting the first approach
referred to in paragraph 5, above, they may consider it desirable to include in
the contract certain provisions to take into account the legitimate interests of
the contractor (see, also, paragraph 8, above). For example, the parties may
wish to consider restricting the scope of the variations which could be ordered
by the purchaser and which the contractor would be obligated to implement.
There are various ways in which they may do this. For example, the contract might
entitle the purchaser to order such variations only if the impact of the variations on
the contract price would be less than a certain percentage of the price set forth in
the contract, or it might entitle the purchaser to order such variations only as to
specific aspects of the construction. It might also provide quantitative limits to
certain types of variations in this category, e.g., by permitting the purchaser to
order variations in this category which lead to changes in the production capacity
of the works from that envisaged in the contract only if the change would not
exceed a certain percentage of that capacity.
14. If the contract incorporates a mechanism such as that described in para
graphs 9 to 11, above, the contract may provide that, unless, within a specified
period of time after delivery to the purchaser of the contractor's statement as to the
impact of the variation, the purchaser notifies the contractor in writing not to
implement the variation, the contractor is obligated to implement the variation as
ordered by the purchaser. If the contractor does not deliver a statement to the
purchaser, the contract may obligate the contractor to implement the variation
upon the expiration of the period of time for the delivery of the statement. If the
contract does not incorporate such a mechanism, it may obligate the contractor to
implement the variation upon delivery to him of the purchaser's variation order.'

(b) Variations subject to objection by contractor on reasonable
or specified grounds

15. Under the second approach mentioned in paragraph 5, above, the
contract may permit the contractor to object on certain grounds to a variation
ordered by the purchaser. The contract may refer only to "reasonable" grounds
(other possible formulations of such a standard may refer to "substantial
prejudice" or "undue inconvenience" to the contractor if he were compelled to
implement the variation), or it may specify particular grounds which would
entitle the contractor to object. If the parties decide to specify particular
grounds, in formulating those grounds they may wish to take into consideration
that, to the extent that the concern of the contractor relates to the price or time
for completion, he may be protected by providing in the contract for an
adjustment of those elements of the contract (see paragraph 8, above). It is
advisable for the contract to indicate whether the enumeration of grounds
entitling the contractor to object to a variation is illustrative or exhaustive. The
following are possible examples of such circumstances:
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(a) If the variation is beyond the capability of the contractor to implement;

(b) If implementation of the variation would prevent the contractor from
performing any of his other obligations under the contract or unduly interfere
with his performance of those obligations;

(c) If the variation would prevent the achievement of output targets
guaranteed. by the contractor.

16. The contract may specify a period of time within which the contractor
must deliver any objection he may have against the variation to the
purchaser, and may require the objection to be in writing. If the contract
provides a mechanism such as that described in paragraphs 9 to 11, above,
and, whether or not the contractor objects to the variation, the contract
may obligate the contractor to deliver to the purchaser a written statement
as to the impact of the variation. It is advisable for the period of time
after delivery to the contractor of the variation order within which the
contractor must deliver his statement of impact to be not less than the
period of time within which the contractor must deliver his objection to
the variation.

17. In cases where the contractor does not deliver to the purchaser a timely
objection to the variation, but delivers a statement as to its impact, the contract
may provide that the contractor is obligated to implement the variation unless,
within a specified period of time after delivery of the contractor's statement to
the purchaser, the purchaser notifies the contractor in writing not to implement
the variation. If, being obligated to do so, the contractor does not deliver a
statement to the purchaser, the contract may obligate the contractor to
implement the variation upon the expiration of the period of time for delivery
of the statement. If the contract does not require the contractor to deliver a
statement as to the impact of the variation, it may obligate the contractor to
implement the variation no later than the expiration of the period of time for
delivery of his objection to the purchaser."

18. A dispute between the parties concerning the validity of the grounds
asserted by the contractor for objecting to the variation might be referrable to
the independent person, court or arbitral tribunal referred to in paragraph 7,
above. As to whether or not the contractor should be obligated to implement
the variation pending the decision on whether the grounds for the contractor's
objection were valid, it might unduly prejudice the contractor if he were
compelled to implement the variation and it were later determined that the
grounds for his objection were valid. Therefore, the parties may consider it
desirable to provide that the contractor is not obligated to implement the
variation until it is decided that the grounds asserted by him were not
valid.

(c) Variations which require consent ofcontractor

19. With respect to the third approach mentioned in paragraph 5, above, the
contract may provide that variations requested by the purchaser must be
implemented by the contractor only if he consents to them in writing. The
contract may also provide that the variations are not to result in a change in
the contract price or the time for completion unless otherwise agreed in writing
by the parties.
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C. Variations sought by contractor

20. It would be in the interest of the purchaser if variations proposed by the
contractor were not to be implemented unless they were agreed to in writing by
the purchaser.! In this case, too, the contract may provide that the variations
are not to result in a change in the contract price or the time for completion
unless otherwise agreed in writing by the parties.

21. It is possible that a potential contractor might submit an offer to
construct the works at a low price by omitting certain necessary equipment,
materials or services from his offer or by basing his price on inadequate or
substandard equipment, materials and services, expecting to seek variations
during construction, and commensurate increases in the price. Requiring all
variations sought by the contractor to be subject to the approval of the
purchaser may help to avoid this situation, but only to a limited extent. A
purchaser in such a case would be faced with the choice either of agreeing to a
variation which may be necessary or advisable in order for the construction and
the works to meet his expectations, or to refuse to agree to the variation and
rely on his right, if any, to claim against the contractor for any resulting defects
in the works or for the contractor's bad faith.

22. The best way for a purchaser to guard against such a situation is by
employing appropriate procedures for concluding the contract (i.e., tender
procedures or procedures for negotiation with prospective contractors; see
chapter Ill, "Selection of contractor and conclusion of contract"). It would
help, for example, if the provisions in the tender documents concerning the
scope of the construction and the technical characteristics of equipment,
materials and construction services were complete and sufficiently precise so as
to preclude a potential contractor from submitting an offer based upon
inadequate or substandard elements (see, also, chapter V, "Description of
works and quality guarantee" and chapter VIII, "Supply of equipment and
materials", paragraphs 6 and 7). It would also help if the tender procedures
were designed so as to enable the purchaser to identify and exclude disreputable
or otherwise unacceptable firms. It would also be advisable for the criteria and
practices for the evaluation of tenders to be such as to enable the purchaser to
identify unrealistic offers, and for the offers to be evaluated for the purchaser
by personnel of the purchaser, or by a consulting engineer engaged by him (see
chapter X, "Consulting engineer"), who has the necessary expertise.

D. Changes in construction in cases of unforeseeable natural obstacles
and changes in local regulations

23. During construction, natural obstacles such as hydrological or subsurface
conditions may be encountered which could not reasonably have been
discovered by the contractor prior to entering into the contract. In addition,
during the course of construction, legal rules of an administrative or other
public nature concerning the scope or technical aspects of the works may come
into force or be changed. The contract may allocate the risk of those
circumstances either to the contractor or to the purchaser (see chapter VII,
"Price and payment conditions", paragraphs 44 to 46). In some cases, the
construction may need to be changed in order for it to progress. In cases where
the risk of such circumstances is borne by the contractor, the contract may
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obligate him to notify the purchaser in writing of the necessary change and to
implement the change unless, within a specified period of time after delivery of
the notice of the change, the purchaser notifies the contractor in writing not to
do so. In cases where the risk is borne by the purchaser, the contract might
obligate him to order the necessary variation. However, in the case of a change
in the construction necessitated by changes in mandatory rules of an
administrative or other public nature, or by new rules, a refusal by the
purchaser to order the change in construction might be considered as an
impediment to the continuation of the construction. The contract might further
provide that, if the contractor rightfully objects (see paragraph 15, above) or
fails to consent (see paragraph 19, above) to a variation, the purchaser may
terminate the contract (see chapter XXV, "Termination of contract"). Whether or
not the variation should result in a commensurate increase in the contract price or
a prolongation of the time for completion might depend upon whether or not the
contractor bears the risk of the circumstances necessitating the variation.

E. Determination of impact of variations on contract price
and time forcompletion

24. As noted in paragraph 8, above, the parties may wish to provide in the
contract for reasonable adjustments tobe made in the contract price and the time
for completion in the event of a variation. An adjustment of the price may be
desirable, in particular, in the case of a lump-sum contract, in which the contract
price would remain unchanged unless the contract expressly provided for
adjustments of the price (see chapter VII, "Price and payment conditions",
paragraph 2). Similarly, unit prices in a unit-price contract may need to be
changed in the event of a variation (see paragraph 30, below), and this would
usually not be possible without an express provision in the contract. The parties
may also consider it desirable to include such a provision in some cost
reimbursable contracts which contain a price ceiling since, under such contracts,
when a variation results in higher construction costs, those costs would be
reimbursable to the contractor only to the extent that they did not cause the
contract price to exceed the ceiling (see paragraph 32, below).

1. Contract price

25. For cases in which a variation is to result in an adjustment of the contract
price, it is desirable for the contract to provide that the adjustment is to be by a
reasonable amount. It would be useful for the contract to contain guidelines to
assist in the determination of what amount of adjustment is reasonable. These
guidelines could assist the parties in settling this issue (see paragraph ll,
above), and could provide criteria to be applied by a court or arbitral tribunal
when the parties cannot agree. Such guidelines may be practicable in respect of
variations of the nature and quantity of equipment, materials and construction
services, but may not be practicable in respect of variations of the design.

(aj Lump-sum contract

26. If the contract contains a schedule of prices for particular types of
equipment, materials or construction services, it may provide that any variation
in the quantity required of those items occasioned by the variation in
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construction is to be valued in accordance with the prices set forth in the schedule.
However, it might not always be appropriate to use those prices. For example,
prices specified for particular types ofconstruction services may be based upon the
work being performed in a particular sequence, and a variation in that sequence
may make the prices inappropriate. Therefore, if variations in the quantity
required ofitems whose prices are specified in a contract schedule are to be valued
in accordance with those prices, it may be desirable to permit departures from
them in cases where, for reasons similar to those just discussed, the prices would be
inappropriate.

27. If the contract contains a schedule of prices for equipment, materials and
construction services and variations in the quantity required occur in respect of
items which are not specified in the schedule, the prices designated in the schedule
may be usable as a basis for the valuation ofthe variation when the items which are
the subject of the.variation are analogous to items specified in the schedule.

28. When the contract does not contain a schedule, or when the schedule is not
employed to determine the adjustment in the contract price, the contract may
provide for the adjustment to be based upon changes in costs of the items involved,
and on the following additional factors:

(a) Increments for overhead and profit in respect ofvaried work may be added
or deducted, as appropriate.

(b) A variation ofone aspect of the construction may affect the prices of other
aspects. For example, a variation in a piece of equipment to be installed in the
works may require different and more costly construction services to install the
equipment from those originally anticipated in the contract. Such effects may also
be taken into consideration.

(c) Other losses and expenses incurred by the contractor, such as losses
resulting from an interruption of construction, and expenses incurred for
terminating subcontractors if work is omitted, may be taken into consideration.t

29. Where construction costs are relevant to determing the impact ofa variation
on the contract price, it may be desirable for the contract to obligate the contractor
to keep accurate records relating to costs incurred by him in connection with the
implementation of a variation, and to produce them at the request of the
purchaser.

(b) Unit-price contract

30. Unit prices in a unit-price contract may be predicated upon the supply
of particular quantities of the items which are priced according to that
method. Therefore, the contract may provide for reasonable adjustments to
be made in the unit prices of such items if the quantities of those items to
be supplied are substantially changed. In some cases, it may be possible for the
parties to quantify in the contract the extent of the change in the items which
would result in an adjustment in the unit price, and, perhaps, the amount of the
adjustment.

31. In contracts that include civil engineering, the purchaser frequently has
the right to require the contractor to perform additional civil engineering up to
a certain proportion of the original civil engineering without an adjustment in
the unit prices.
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(c) Cost-reimbursable contract

32. As mentioned above (paragraph 24), a cost-reimbursable contract might
also provide for adjustment in certain aspects of the price in the event of a
variation-. Thus, the contract might provide that, in the event of increases or
decreases of a specified magnitude in equipment, materials or services to be
supplied, the target cost and cost ceiling, if any, and the fee are to be adjusted
in accordance with a specified formula (cf. chapter VII, "Price and payment
conditions", paragraphs 15 and 22).

2. Timefor completion

33. The impact of a variation .on the time for completion IS discussed in
chapter IX, "Construction on site", paragraphs 24 and 25.

Footnotes to chapter XXIII

1Illustrative provisions

"(I) The term 'variation' as used in this contract means any change in the scope of
construction or technical characteristics of the equipment, materials or construction services to
be supplied by the contractor.

"(2) Any variations ordered by the purchaser must be implemented by the contractor in
accordance with the provisions of this article.

"(3) The contractor shall not implement any variation unless it has been ordered by the
purchaser in accordance with this article, or agreed to by the purchaser in writing."
2Illustrative provisions

"(1) The purchaser may deliver to the contractor a written order for a variation setting forth
all relevant particulars of the variation.

"(2) If, in accordance with paragraph [ ] of this article [see note 4, below], the impact upon
the contract price of the variation as set forth in the written variation order does not exceed [ ]
per cent of the price set forth in article [ ], the contractor must implement the variation upon
delivery to him of the variation order.

"(3) (a) If, in accordance with paragraph [ ] of this article, the impact upon the contract
price of the variation as set forth in the written variation order exceeds [ ] per cent of the price
set forth in article [ ] but is less than [ ] per cent of that price, the contractor may, within [ ]
days after delivery to him of the variation order, deliver to the purchaser a written objection to
the variation specifying [reasonable grounds] [one or more of the following grounds: ...].

(b) If the contractor .does not deliver to the purchaser an objection in accordance with the
preceding sub-paragraph, he shall commence to implement the variation no later than the
expiration of the period of time set forth in that sub-paragraph,

(c) Any dispute between the parties as to the validity of the grounds set forth by the
contractor in an objection to the variation may be referred by either party to [indicate dispute
settlement mechanism). The contractor must implement the variation if and when it is
determined in such proceedings that the grounds set forth by the contractor were not valid.

"(4) (a) The contractor shall not be obligated to implement any variation ordered by the
purchaser which does not meet the criteria set forth in paragraphs (2) or (3) of this article unless
the contractor consents to the variation in writing.

(b) Any dispute between the parties as to whether a variation ordered by the purchaser meets
the criteria set forth in paragraphs (2) or (3) of this article may be referred by either party
[indicate dispute settlement mechanism]."
3See footnote 2.
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'See footnote 2.
sSee footnotes I and 2.
6Illustrative provisions
[For lump-sum contract]

"(I) Except as otherwise provided in this contract, in the event of a variation the price set
forth in article [ ] shall be adjusted by a reasonable amount, taking into account the criteria set
forth in paragraph (2) of this article. However, the price shall not be adjusted if, taking account
of those criteria, no adjustment is reasonable.

"(2) The criteria referred to in the previous paragraph are the following:
(a) If the equipment, materials or services to be supplied as a result of a variation are

identical in character to, and supplied under the same conditions as, equipment, materials or
services specified in [the contract schedule], then the prices therein for such equipment,
materials or services shall be applied, unless it is unreasonable to apply those prices, in which
case the effect ofthe variation on the contract price shall be based upon such of the factors in
sub-paragraph (c), below, as may be appropriate.

(b) If the equipment, materials or services to be supplied as a result of a variation are not
of such identical character or supplied under such same conditions, the prices in [the contract
schedule] shall be applied whenever reasonable. If it is not reasonable to apply such prices,
then the effect of the variation upon the contract price shall be based upon such of the factors
in sub-paragraph (c), below, as may be appropriate.

(c) The factors referred to in sub-paragraphs (a) and (b), above, are the following:

(i) The actual cost of equipment, materials or services to be supplied as a result of a
variation (or, in the case of omitted equipment or materials, the market cost thereof);

(ii) Reasonable profit;

(iii) Any financial effects of a variation upon other aspects of the work to be performed
by the contractor;

(iv) Any costs and expenses accruing to the contractor from an interruption of work
resulting from a variation;

(v) Any other costs and expenses accruing to the contractor as a result of the variation;
(vi) Any other factors which it would be equitable to take into consideration with

respect to the variation."
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Chapter XXIV. Suspension of construction

SUMMARY

This chapter deals only with the suspension of construction and not with
the suspension of any other obligations under the contract. As no
developed doctrine of suspension exists in most legal systems, the parties
may wish to consider the inclusion of a clause in the contract permitting
suspension of construction, defining the circumstances in which suspen
sion may be invoked and describing its legal effects (paragraphs I:and 2).

The parties may agree to permit the purchaser to order the suspension of
construction only upon grounds specified in the contract (paragraph3).
Alternatively, the parties may consider including a provision enabling the
purchaser to order suspension of the construction of works for his
convenience (paragraph 4).

The contract may give the contractor the right to suspend construction in
two specific circumstances. The contractor may be entitled to suspend
construction firstly as an alternative to the more drastic remedy of
termination in cases where the failure to perform an obligation by the
purchaser is serious enough to justify such termination, and secondly
when a failure of performance on the part of the purchaser makes it
unreasonably difficult for the contractor to proceed with the construction
(paragraphs 5 to 7).

The contract may settle the procedure to be adopted for suspension. Thus,
the suspending party may be required to deliver a written notice of
suspension to the other party. The purchaser may be required to deliver a
written notice of suspension to the contractor specifying the effective date
of the suspension and the construction activities to be suspended
(paragraph 8). Furthermore, the parties may wish to consider whether the
exercise of the right to suspend by the contractor for failure of
performance by the purchaser should be conditioned upon a written notice
being given to the purchaser requiring him to perform within a specified
time and what exceptions there are to be to this (paragraph 9). The
contract may also provide a method of determining what the duration of
the suspension is to be (paragraphs 10 and ll).

The contract may provide that when suspension of construction has been
ordered, all the construction activities to which the order relates are to
cease, but that the construction of other parts of the works is to continue
(paragraph 12). The contractor may be entitled by the contract to an
extension of time to complete the construction in order to make up for the
period of suspension and the time required to remobilize personnel and
equipment (paragraph 13).

The contract may provide for the application of its terms to the resumed
construction following the period of suspension. However, other contract
terms, in addition to those directly affected by the suspension, may need
to be harmonized with the suspension clause (paragraph 14).
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Suspension may have a considerably disruptive effect on the construction
of the works by the contractor and may put into question the financial
viability of the contract to the contractor. Accordingly, the contract may
make the purchaser accountable to the contractor for any losses suffered
by him. It may be difficult after suspension has occurred to determine the
losses to be compensated by the purchaser. It may therefore be desirable for
the contract to list the losses to be compensated (paragraphs 15 and 16).

In certain circumstances the contract might permit the contractor to
terminate the contract rather than to continue the suspension (paragraph 17).
The contract may obligate the contractor to resume work only after a
reasonable period of time has elapsed since the ending of the suspension
(paragraph 18).

A. General remarks

1. This chapter deals only with the suspension of construction of the works,
and not with the interruption of other obligations under a works contract, such
as the obligation of the purchaser to pay the contractor. As conceived in the
Guide, suspension is an interruption of the construction by the purchaser for
his convenience or on grounds specified in the contract, and by the contractor
in the event of a failure of performance by the purchaser. The concept of
suspension does not cover interruptions of construction under a hardship
clause, in order to enable the parties to re-negotiate particular terms of the
contract (see chapter XXII, "Hardship clauses", paragraphs 14 and 22), or
where an event occurs that makes it impossible to proceed with the
construction (see chapter XXI, "Exemption clauses"). In addition, the concept
of suspension does not cover the situation in which the purchaser is entitled to
order the contractor to stop construction that is defective (see chapter XVIII,
"Delay, defects and other failures to perform", paragraphs 28 to 31).

2. Most legal systems contain no developed doctrine of suspension. Where the
parties wish to provide for the possibility of suspension, it is therefore advisable
to include a provision in the contract describing the circumstances in which
construction may be suspended and the legal effects which are to result from
the suspension.

B. Suspension by purchaser

3. The parties may wish to enable the purchaser to suspend construction of
the works in order to permit him to deal with problems he may have but which
do not arise from a failure by the contractor to perform. The parties may wish
to provide that the purchaser is entitled to order suspension only upon certain
grounds specified in the contract. J For example, the contract may permit the
purchaser to suspend construction in the case of all anticipated change in
economic policy in order to give the purchaser time to assess the situation: The
specified grounds should not include those that would be regarded under the
exemption clause as exempting impediments. To avoid any uncertainties in
interpretation and to reduce the possibility of disputes, it is desirable that the
grounds on which the purchaser may suspend construction be clearly set out in
the contract.
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4. The parties may wish to consider the possibility of providing that the
purchaser may suspend the construction for his convenience, i.e., without
giving any reason. Although the scope of the right to suspend for convenience
is wide, it is unlikely that the purchaser would invoke the right capriciously,
both because he may suffer high costs if he orders suspension (see paragraphs 15
and 16, below) and because the date for completion of the works may thereby be
postponed (see paragraph 13, below). If the right to order suspension were not
available, the purchaser might have to resort to the more drastic remedy of
termination in situations in which he would have desired only to suspend the
construction had he been permitted to do so (see the discussion of termination
for convenience in chapter XXV, "Termination of contract", paragraphs 17
and 18).

c. S~pension by contractor

5. The right of the contractor to suspend construction may differ in scope
from the corresponding right of the purchaser, reflecting the obligations which
the contractor has assumed.Le., to continue construction without interruption
and to complete it within the agreed time-schedule despite the difficulties he
may face, financial or otherwise. Nevertheless, there are two situations in which
the parties may find it desirable to entitle the contractor to suspend
construction.'

6. firstly, in cases where a failure to perform an obligation by the purchaser
is . serious-enough to justify unilateral termination by the contractor (see
chapter XXV, "Termination of contract"), the parties might wish to enable the
contractor to suspend construction as an alternative to the remedy of
termination. An example of such a failure may be the case of the non-payment
of a substantial percentage of the price due from the purchaser.

7. Secondly, the parties may consider it desirable to permit the contractor to
suspend construction when a failure of performance on the part ofthe
purchaser affects the construction of the works so as to make it unreasonable
for, the contractor to proceed with the construction. For example, where the
purchaser supplies a defective design, and the construction based on it
endangers the safety of the works or the construction personnel, it maybe
desirable to permit the contractor to suspend the construction until the design
defect is rectified.

D. Procedure for suspension

8. _ With respect to the procedure for the suspension of construction by the
purchaser, the contract might require him to deliver a written. notice of
suspension to the contractor, specifying the effective date of the s~spension and
the construction activities to be suspended. If the contract permits suspension
oy the purchaser only on specified grounds, it may also require the notice of
suspension by the purchaserto state the grounds for the suspension.

9. The parties may wish to provide that the right of the contractor to suspend
is conditional upon his giving written notice to the purchaser requiring him to
perform the obligation in question within a period to be specified in the notice.
The period specified should be reasonable in the circumstances, and may
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commence to run from the delivery of the notice. If the purchaser fails to
perform within the specified period, the contractor may suspend construction
after the delivery of a notice to the purchaser stating that he is suspending
construction. If this approach is adopted, it maybe desirable for the contract
also to provide that, in cases where a failure of performance on the part of the
purchaser makes it necessary to suspend the construction immediately (e.g.,
where to continue construction on the basis of a defe<:tive. design supplied by
the purchaser would endanger the contractor's personnel), the contractor may
do so by giving written notice of immediate suspension to the purchaser.

10. The parties may wish to consider various possibilities with respect to the
duration of the suspension. If the suspension is based upon a ground specified
in the contract, the contract may provide for the suspension to be effective until
that ground ceases to exist. For .example, ifthe contract permits the contractor
to suspend construction due to non-payment by the purchaser, it may provide
for the suspension to terminate when the payment in question is made.

11. In the case of suspension by the purchaser for his convenience, the
contract might obligate the purchaser to specify in his notice of suspension a
date when the suspension is to terminate. In such a case, it may be desirable to
enable the purchaser to extend the period of suspension by delivering a further
written notice of suspension to the contractor. In all cases, it may be desirable
to enable the purchaser to terminate the suspension earlier than the 'time
provided for in the contract or that provided for in the notice of suspension by
delivering written notice to the contractor that the suspension is terminated,
provided that the contractor is appropriately compensated by the purchaser for
any damage or cost incurred by reason of such earlier termination. (For
resumption of work after the termination of suspension, see paragraph 18,
below).

E. Effectsof suspension

12. With regard to the obligations of the parties when construction has been
suspended, the contract may provide that all construction.activities to which-an
order of suspension relates are to cease for the period of the suspension, but
that construction of other parts of the works not affected by the suspension
order is to continue. In the case of suspension ordered by the purchaser, the
contract might obligate the contractor to cease the affected construction
activities by the date specified in the notice ordering suspension (see paragraph 8,
above). The contract may also provide that the resort ofeither party to suspension
of construction will not deprive him of other remedies he may have under the
contract.

13. As a consequence of the approach described above, the contract may
provide thatthe performance of obligations which have beensuspended does
not fall due during the period of the suspension and, accordingly, failure
to perform those obligations does not constitute delay in performance
(cf. chapter XVIII, "Delay, defects and other failures to perform", paragraph 4).
The contract may also provide for the time-schedule for the completion of
construction to be extended by a period oftime at least equal to the duration ofthe
suspension, or perhaps for that period together with an additional, reasonable
amount of time to enable the contractor to remobilize his personnel and
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construction equipment in order to resume construction. It may be desirable to
require the contractor to notify the purchaser in writing of the additional
period of time he considers necessary to complete the construction, giving
details which justify the length of the period he considers necessary.

14. The contract might provide that when construction resumes, unless other
wise stipulated, its terms are to apply as they did before the suspension. Some
contract provisions, however, may need to be adapted so as to conform to
circumstances brought about by the suspension. For example, the contract may
require the parties to extend their respective securities for performance when
suspension is ordered so as to cover the additional time required for construction
(see chapter XVII, "Security for performance", paragraph 36). The contract
should also provide which party is to bear the costs of the extension of security.

15. While the mechanism of suspension can be valuable, it may also have a
disruptive effect on the construction of the works by the contractor. For
example, if the contractor employs several subcontractors in the construction, a
suspension may prevent him from co-ordinating their various tasks. The
financial viability of the contract to the contractor may also be jeopardized due
to the cost of stopping and re-starting the construction. The contract may
therefore obligate the purchaser to compensate the contractor for losses
suffered as a result of suspension in the circumstances envisaged in sections B
and C above.

16. It may be difficult after suspension has occurred to determine the losses to
be compensated by the purchaser. It may be desirable, therefore, for the
contract to include a list, either exhaustive or illustrative, of the types of losses
to be compensated or, alternatively, the types of losses to be excluded from
compensation. Such an itemization could also assist the purchaser in estimating
beforehand the financial implications should he wish to order suspension. The
types of losses to be compensated might include some or all of the following:
losses to the contractor arising by reason of delays in performing other
contracts entered into by him; costs incurred in the maintenance and protection
of the works and the equipment and materials required for construction; costs
of the demobilization of personnel, including expenses incurred by the
contractor's personnel (e.g., advance rent paid by such personnel for
accommodation not required due to the suspension and the cost of transporta
tion); any increase in the costs of equipment and materials between the date of
the contract and the resumption of construction after the suspension period;
costs of rented construction equipment which is maintained at the site; costs
incurred in the resumption of work and the remobilization of personnel,
including costs in transportation; additional overhead costs; compensation
payable to subcontractors due to delays caused to their performance or to
termination of their contracts due to the suspension; and costs incurred as a
consequence of the postponement of the completion of the works (for example,
the contractor may have to employ another subcontractor at a higher cost to
replace one whose contract was terminated due to the suspension). The
contract may also require the contractor to take all reasonable steps to mitigate
the losses and expenses resulting from the suspension, and obligate the parties
to consult each other on how to do so.

17. The contract might permit the contractor to terminate the contract (see
chapter XXV, "Termination of contract") if the suspension or an accumulation
of suspensions extends beyond a period to be specified in the contract.'
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18. The contract may obligate the contractor to resume work within a
reasonable period of time after the suspension terminates, since the immediate
resumption ofthe construction may be difficult. For example, the contractor may
have cancelled an order for materials because of the suspension and may have to
re-order them.

Footnotes to chapter XXIV

1Illustrative provision

"The purchaser may at any time upon any of the grounds hereinafter specified order suspension
of the construction of the works or any portion thereof by delivering a written notice to the
contractor specifying the construction or portion thereof to be suspended, the grounds for the
suspension, and the effective date of suspension. The suspension does not affect the validity of the
contract. The grounds upon which the purchaser may order suspension are as follows: ..."
2Illustrative provisions

"(1) Subject to paragraphs (2) and (3) of this article, the contractor may suspend the
construction of the works or any portion thereof when the purchaser fails to perform any of the
following obligations: ...

"(2) The suspension does not affect the validity of the contract. The contractor must give the
purchaser a notice in writing informing him of the failure of performance justifying any proposed
suspension, requiring him to perform within a specified period, and specifying the construction or
portion thereof to be suspended. If the purchaser fails to perform within the specified period, the
contractor may suspend the construction after the delivery of a notice to the purchaser stating that
he is suspending construction in accordance with his previous notice.

"(3) If, however, a failure of performance on the part of the purchaser makes it necessary to
suspend the construction of the works or any portion thereof immediately, the contractor may do so
after delivery of a written notice of the suspension to the purchaser. The written notice must inform
the purchaser of the failure of performance justifying the suspension."
3Illustrative provision

"If the suspension or an accumulation of suspensions extends for a period exceeding _days, the
contractor is entitled to terminate the contract and is entitled to be compensated for loss caused by
the termination to the same extent as in the case of termination of the contract for convenience by
the purchaser. By an accumulation of suspensions is understood the totality of the periods of
suspension occurring at different times, whether such periods are in respect of the same portion of
the construction or different portions of the construction."
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Chapter XXV. Termination of contract

SUMMARY

It is desirable for the contract to include a termination clause in order to
provide for an orderly and equitable procedure in the event of
circumstances which make it prudent or necessary to terminate the
contract. Before the contract is terminated, it would be in the interests of
both parties to resort to other measures or remedies provided by the
contract in order to deal with the circumstances. In addition, it may, in
many cases, be desirable for the contract to require that a party wishing to
terminate the contract notify the other party that there exists a situation
which justifies termination and to allow the other party a period of time to
overcome or cure the situation before entitling the first party to terminate
(the two-notice system). In drafting a termination clause, the parties
should take account of any mandatory legal rules on the subject of the law
applicable to the contract, and should be aware of any non-mandatory
rules (paragraphs I to 6).

The parties may wish to provide for termination of the contract in respect of
obligations which have not yet been performed, as well as in respect of
obligations which have been performed defectively (paragraph 7).

The contract might entitle the purchaser to terminate in certain
situations involving a failure of the contractor to perform, a violation by
the contractor of restrictions on the transfer of the contract and, possibly,
a violation of restrictions on subcontracting (paragraphs 8 to 10).

It may be advisable for the contract to entitle the purchaser to terminate
the contract in the event that the contractor is adjudicated bankrupt The
parties may wish to consider whether the institution of bankruptcy
proceedings in respect of the contractor should entitle the purchaser to
terminate the contract (paragraphs II to 14). The parties may also wish to
consider whether the purchaser should be entitled to terminate the
contract in the event of proceedings similar or related to bankruptcy
proceedings in respect of the contractor, or in the event of bankruptcy or
similar or related proceedings in respect of a guarantor (paragraphs 15
and 16).

The parties may wish to consider whether the purchaser should be entitled
to terminate the contract for his convenience (paragraphs 17 and 18).

The contract might entitle the contractor to terminate in certain situations
involving a failure of the purchaser to perform, the purchaser's interference
with or obstruction of the contractor's work, and bankruptcy or similar or
related proceedings in respect of the purchaser (paragraphs 19 to 21).

If the performance of obligations under the contract is prevented by an
exempting impediment, the parties may wish to entitle either party to
terminate if the impediment persists for a specified amount of time, or if the
cumulative duration oftwo or more impediments exceeds a specified amount
of time (paragraph 22).
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The contract may specify the rights and obligations of the parties
upon termination. It would be desirable for the contract to provide
that, upon termination by either party, the contractor must cease
construction and vacate the site. The contract might give the purchaser
the option to use the contractor's construction equipment and tools,
perhaps upon payment of a reasonable rental, and to purchase from the
contractor equipment and materials to be incorporated in the works
(paragraphs 23 to 25).

In the event of termination, the contract may obligate the purchaser to
take over the portions of the works which have already been constructed
and which are not subject to the termination. However, an exception may
be made in some cases where the contractor terminates due to failure by
the purchaser to perform (paragraph 26).

The parties may wish to consider obligating the contractor to transfer to
the purchaser his contracts with subcontractors and suppliers, in cases
where the contract is terminated for grounds attributable to the
contractor. It may be desirable for the contract expressly to authorize the
purchaser to make payment of sums owed by the contractor directly to
subcontractors and suppliers, and entitle the purchaser to recover those
payments from the contractor (paragraphs 27 and 28).

In some cases, where the contract is terminated by the purchaser for
reasons other than those attributable to the purchaser, the contract may
obligate the contractor to deliver to the purchaser such drawings,
descriptive documents and similar items relating to the works as are in his
possession, and provide for the production of items which have not yet
been produced and delivery of them to the purchaser (paragraph 29).

The contract may specify the payments which are to be made by one party
to the other in the event of termination. Whether payments are to be
made, and the extent of the payments, may depend on the cause for the
termination (paragraphs 30 to 35).

The contract may specify those provisions which are to survive the
termination and continue to bind the parties (paragraph 36).

A. General remarks

1. Circumstances may arise which make it prudent or necessary to terminate
a works contract before it has been completely performed. It is desirable for
the contract to include a termination clause in order to provide for an
orderly and equitable termination in the event that such circumstances arise.
This chapter deals with possible provisions of a termination clause in the
contract. In addition to the situations dealt with. in the present chapter,
other situations where the contract may be terminated are discussed elsewhere
in the Guide.

2. Termination of a works contract may be regarded as a remedy of last
resort. Even when a situation occurs which may justify termination, it would be
in the interest of both parties to attempt to deal with the situation by resorting
to other measures or remedies provided by the contract (such as requiring
performance in accordance with the contract, suspending performance of the
contract, requiring defects to be cured, re-negotiating and varying contractual
provisions or claiming damages). In addition, it may, in many cases, be
desirable for the contract to require that a party wishing to terminate the

267



contract notify the other party that there exists a situation asserted as justifying
termination, and to allow the other party a period of time to overcome or cure
the situation before entitling the first party to terminate (see, e.g., paragraphs 9,
19 and 20, below; cf. paragraphs 12 and 17, below). It is advisable for the
contract to require that a termination of the contract for any reason be in
writing.

3. In drafting a termination clause, the parties should take account of any
mandatory rules on the subject in the law applicable to the contract. The
parties should also be aware of any non-mandatory rules of the law applicable
to the contract relative to termination, and should consider whether those rules
are sufficient and appropriate to regulate termination of their contract.

4. General legal rules on termination of contracts have often developed
in connection with sales and other types of contracts which are substantially
less complex and of shorter duration than works contracts, and those rules
may be ill-suited to the termination of works contracts. As discussed in
various chapters of the Guide, there may be situations where it would be
appropriate to permit a party to a works contract to terminate the contract in
circumstances additional to the ones recognized by those legal systems. On the
other hand, there may be situations where it would be appropriate to limit the
possibility of termination permitted .by general legal rules. Furthermore,
general legal rules often do not provide appropriate procedures for an orderly
termination of a works contract, nor deal with other issues, such as the rights
and obligations of the parties upon termination, in a manner which
satisfactorily meets the needs of parties to a works contract.

5. If the parties include in the contract provisions dealing with termination of
the contract, it would be desirable for the contract to specify whether the
grounds for termination set forth in those provisions are in addition to, or are a
substitute for, the grounds for termination provided in the law applicable to the
contract.

6. In some legal systems, a contract can be terminated only with judicial
consent unless the contract expressly authorizes a party to terminate without
that consent. In those legal systems, if it is desired that a party be able to
terminate the contract without judicial consent, the contract should so
specify.

B. Extent of termination

7. The parties may wish to provide for termination of the contract in respect
of obligations which have not yet been performed, as well as in respect of
obligations which have been performed defectively. In cases where the
contractor is in delay in completing a portion of the construction by an
obligatory milestone date (see chapter IX, "Construction on site", paragraph 21),
the contract may entitle the purchaser to terminate in respect of the portion of
the construction delayed. Alternatively, in cases where, due to the nature of the
construction, it would not be advisable to separate the delayed portion of the
construction from the rest of the construction to be completed, the contract
may entitle the purchaser to terminate the contract in respect of the entire
construction remaining to be completed.

268



c. Grounds for termination

1. Termination by purchaser

(aJ Failure ofcontractor to perform

8. The circumstances under which the contract may permit the purchaser to
terminate the contract in the event of a failure by the contractor to perform are
discussed in other chapters, in particular in chapter IX, "Construction on site",
paragraph 22, and chapter XVIII, "Delay, defects and other failures to perform".

9. In some cases of a failure of the contractor to perform, the contract may
give the contractor a period of time to remedy this failure before the purchaser
is entitled to terminate. In such cases, the contract might adopt a two-notice
system. Under this system, the contract may require the purchaser to deliver a
notice to the contractor specifying the contractor's failure to perform, and
informing him that the purchaser will terminate the contract if the contractor does
not remedy the failure within a reasonable period of time or a period of time
specified in the contract. If the contractor has not remedied the failure upon the
expiration of that period, the purchaser may be entitled to terminate the contract
by delivering a written notice of termination to the contractor. However, it is
desirable that the granting of such a period of time not be regarded as an extension
of the time specified in the contract for the performance of the obligation in
question, nor prejudice the purchaser's rights and remedies for delay by the
contractor in performing that obligation.' In other cases of termination for failure
of the contractor to perform (e.g., where the contractor does not commence
construction on the date fixed for commencement, and states that he will not do
so), nothing would be gained by requiring the purchaser to wait before
terminating; he might be permitted to terminate immediately upon the
contractor's failure to perform by delivering to the contractor a written notice of
termination. The cases in which the two-notice system might be required and those
when the purchaser might be permitted to terminate immediately are also
indicated in chapter XVIII, "Delay, defects and other failures to perform".

(b) Violation by contractor ofrestrictions on transfer ofcontract
and on subcontracting

10. Termination for violation by the contractor of contractual provisions on the
transfer of the contract or of specific contractual rights and obligations is
discussed in chapter XXVII, "Transfer of contractual rights and obligations",
paragraph 12. With respect to contractual restrictions on subcontracting by the
contractor (see chapter XI, "Subcontracting", paragraphs 7 to 9), the parties may
wish to consider whether the purchaser should be able to terminate the contract if
the contractor subcontracts in violation of those restrictions. The contract may
preclude the purchaser from terminating if, notwithstanding that the contractor
has entered into a subcontract in violation of provisions of the contract, the
purchaser has agreed to the subcontract.

(c) Bankruptcy or insolvency ofcontractor

11. The contract and its performance will be subject to mandatory legal rules
in the event of the bankruptcy of a party. It is important for the parties to take
account of those legal rules in drafting contract provisions on termination. For
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example, some legal systems may prevent one party from terminating the
contract solely on the ground that the other party is bankrupt.

12. Under most legal systems, the assets of a person or firm that has been
adjudicated bankrupt, including, in the case of a contractor, his rights under
the works contract, will pass from his control to that of an officer designated
under the rules of the relevant legal system. That officer will usually cease
carrying on the business of the bankrupt in the ordinary course, except to the
extent necessary to protect the assets of the bankrupt and the rights of
creditors. Therefore, it may be advisable for the contract to entitle the
purchaser to terminate the contract in the event that the contractor is
adjudicated bankrupt, if such termination is not inconsistent with mandatory
rules of the applicable law. The contract might permit the purchaser to
terminate the contract immediately upon the adjudication of bankruptcy by
delivering a written notice of termination to the contractor.

13. Even before an adjudication of bankruptcy, the mere institution of
bankruptcy proceedings may, under some legal systems, restrict the ability of
the contractor to subcontract or to purchase from third parties materials or
supplies needed to effect the construction, to make payments which fall due, or
otherwise to carry on his business. The parties may, therefore, wish to consider
whether the institution of bankruptcy proceedings in respect of the contractor
should entitle the purchaser to terminate the contract. On the one hand, when
bankruptcy proceedings are instituted involuntarily against the contractor by
another firm or person, the contractor might successfully defend against an
adjudication of bankruptcy; the parties may, therefore, consider it appropriate
to require the purchaser to wait for the adjudication of bankruptcy before
being able to terminate the contract. In the case of voluntary proceedings
instituted by the contractor himself, it may be possible for an adjudication of
bankruptcy to be issued within a short period of time, and the purchaser might
suffer no prejudice if he were required to wait for the adjudication. On the
other hand, if the institution of bankruptcy proceedings seriously restricts the
ability of the contractor to perform the contract, the parties might consider it
appropriate even for the institution of such proceedings to entitle the purchaser
to terminate the contract.

14. If the parties decide to permit the purchaser to terminate the contract
when bankruptcy proceedings are instituted .by or against the contractor, they
may wish to consider whether the purchaser should have the right to terminate
immediately upon the institution of the proceedings, or whether termination in
those cases should be subject to the two-notice system (see paragraph 9, above).
In the case of bankruptcy proceedings instituted involuntarily against the
contractor, the contractor would have an opportunity to have the proceedings
dismissed if the purchaser were entitled to terminate only after a specified
period of time following notice to the contractor. It may be noted, however,
that such an approach could result in loss to the purchaser in some cases, e.g.,
due to his inability to engage another contractor until the lapse of the period of
time. In the case of voluntary bankruptcy proceedings instituted by the
contractor himself, the contract might permit the purchaser to terminate
immediately upon the institution of the proceedings.

15. In addition to bankruptcy, there is a variety of similar or related
proceedings under many national laws (e.g., receivership, liquidation, insolvency,
assignment of assets, reorganization) which could interfere with the contractor's
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performance of the works contract. The parties may wish to consider whether
the purchaser should be entitled to terminate the contract in the event of such
proceedings. In that connection, many of the issues considered in paragraphs 11
to 14, above, in relation to bankruptcy, will also be relevant in respect of those
other proceedings.

16. When the contract requires the contractor to furnish a performance
guarantee (see chapter XVII, "Security for performance", paragraphs to to 12),
the parties may wish to consider entitling the purchaser to terminate the works
contract when the guarantor is engaged in bankruptcy or similar or related
proceedings and the contractor fails to arrange for a substitute performance
guarantee by another guarantor acceptable to the purchaser within a
reasonable or specified period of time.

(d) Termination for convenience

17. A purchaser which is a Government or Government enterprise may wish
to be entitled by the contract to terminate the contract for its convenience, that
is, without having to establish any grounds otherwise specified in the contract.
Under some legal systems, such a purchaser may terminate the contract for
reasons other than those specifically provided in the contract even without a
provision in the contract permitting him to do so, as long as he fully
compensates the other party for losses due to the termination. Under other
legal systems, however, such a purchaser may not be permitted to do so unless
the contract provides for such a termination. Also, even when the contract is
governed by a legal system of the type first mentioned, the parties may wish to
exclude some types of compensation (e.g., lost profits; see paragraph 34, below)
from the compensation otherwise payable to the contractor by a purchaser who
terminates the contract for convenience. For reasons such as these, the parties
may wish to consider including in their contract provisions dealing with
termination for convenience by such a purchaser. If the purchaser is to be
permitted to terminate at his convenience, the contract may permit the
termination to be effective immediately upon notice of termination to the
contractor."

18. The consequences of the exercise by the purchaser of a right to terminate
the contract for his convenience may differ from the consequences of his
termination on other specified grounds (see paragraph 34, below). In particular,
the cost to the purchaser of the exercise of this right may be such as to
discourage him from doing so except in exceptional circumstances.

2. Termination by contractor

(a) Failure ofpurchaser to perform

19. The purchaser's principal obligation under the contract is to pay the
agreed price. However, he may also have obligations which are related to the
contractor's right to receive payment, such as arranging for a letter of credit, or
taking over or accepting completed construction. The purchaser may have
additional obligations under the contract, such as supplying the design or
equipment and materials. The circumstances under which the contract might
permit the contractor to terminate the contract in the event of a failure by the
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purchaser to perform those obligations are discussed in chapter XVIII, "Delay,
defects and other failures to perform". The contract might require the two
notice system (see paragraph 9, above) with respect to termination by the
contractor for a failure by the purchaser to perform.

(b) Interference with or obstruction ofcontractor's work

20. The contract may entitle the contractor to terminate the contract if the
purchaser seriously interferes with or obstructs the contractor's work. In such
cases, the contract might require the two-notice system (see paragraph 9,
above).

(c) Bankruptcy or insolvency ofpurchaser

21. The parties may wish to consider whether the contractor should be able to
terminate the contract if the purchaser becomes subject to bankruptcy,
insolvency or similar proceedings. Many of the considerations discussed in
paragraphs 11 to 15, above, concerning termination by the purchaser due to the
bankruptcy or insolvency of the contractor, are also relevant in this context.

3. Prevention ofperformance due to exempting impediment

22. During the course of construction, events may occur which prevent a
party from performing his obligations under the contract. The contract might
provide that, if the events constitute exempting impediments (see chapter XXI,
"Exemption clauses", paragraphs 9 to 26), the party is exempt from the
payment of damages for his failure to perform. It might also obligate the
party to notify the other party of the occurrence of an exempting impedi
ment, and provide for the parties to deliberate on what measures should be
taken to deal with it (see chapter XXI, "Exemption clauses", paragraphs 27
and 28). The parties may wish to provide in the contract that, if the
exempting impediment persists for a specified amount of time, or if the
cumulative duration of two or more exempting impediments exceeds a
specified amount of time, the contract may be terminated immediately by
either party by delivering a written notice of termination to the other party.
T~ contract may quantify the period of time which would entitle aparty to
terminate. In that connection, the parties may wish to specify a length of
time which is likely to result in a serious delay in completing the works. If
only a portion of the construction is affected by the exempting impediment,
the contract might permit the party to terminate only the' part of the
contract dealing with that portion.

D. Rights and obligations of parties upon termination

1. Cessation ofconstruction by contractor and vacation ofsite

23. It would be desirable for the contract to provide that, upon termination
by either party, the contractor must cease construction. In many instances,
however, it will not be feasible or advisable for the contractor simply to cease
construction and leave the site at the moment the termination takes effect.
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Certain operations in progress may have to be completed, and measures may
have to be taken to protect or secure various elements of the partially
completed works. If the parties agree that the contractor should be obligated to
take such measures, it is advisable for the contract to contain an express
provision to that effect. With respect to the question of which party is to bear
the cost of such measures, see sub-section 5, below. The contract may also
expressly obligate the contractor to vacate the site without delay once all
construction has finally stopped, or, alternatively, when ordered to do so by the
purchaser, and to require him to ensure that persons or firms engaged by him
also vacate the site in those circumstances.

24. The contractual provision obligating the contractor to vacate the site,
or the order to vacate given by the purchaser, might also obligate the
contractor to remove his construction equipment and tools, and equipment
and materials to be incorporated in the works which are owned by the
contractor. If the contractor fails to remove those items, the contract could
empower the purchaser to have them removed and stored at the contractor's
expense. If the contract is terminated for grounds attributable to the
contractor, the contract may also give the purchaser the option to use the
contractor's construction equipment and tools in order to continue the
construction, perhaps upon payment of a reasonable rental, and to purchase
at a reasonable price equipment or materials to be incorporated in the works
which are on the site. Parties should be aware, however, that these
approaches may be subject to or restricted by mandatory rules of applicable
law.

~5. In some cases, the parties may consider it desirable to provide that the
right of the purchaser or of a new contractor to use the contractor's
construction equipment and tools is subject to the rights of third persons (e.g.,
lessors) in those items. In other cases, however, the parties may consider it
preferable not to include such a condition, and, in effect, require a contractor
who agrees to give the purchaser or a new contractor the option to use the
contractor's construction machinery and tools to satisfy himself that to do so
would not interfere with the rights of third persons, and to bear the risk of any
such interference.

2. Take-over ofworks by purchaser

26. With the exception noted below, the contract may, in the event of
termination of the contract, obligate the purchaser to take over portions of the
works which have already been constructed and which are not subject to the
termination. The contract may specify a short period of time after the
termination becomes effective within which the contractor must hand over the
works to the purchaser and the purchaser must take it over. However, in the
case of termination by the contractor due to a failure by the purchaser to
perform, the contract may provide that the purchaser is not entitled to take
over the works if such take-over would be inconsistent with the rights of the
contractor arising from the purchaser's failure (e.g., rights of the contractor
under a reservation of ownership clause; see chapter XV, "Transfer of
ownership of property", paragraph 8).
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3. Transfer ofcontracts with subcontractors and suppliers andpayment
by purchaser ofsums due to subcontractors and suppliers

27. When a works contract is terminated, there may exist outstanding
contracts which the contractor has entered into with subcontractors and
suppliers. In some cases, the purchaser will have no interest in those contracts
as a result of the termination of the works contract. In other cases, however,
for example, where the construction is to be completed by the purchaser or by a
new contractor engaged by the purchaser, the purchaser or the new contractor
may wish to take over some of those contracts. Alternatively, he or the new
contractor may wish to enter into new contracts with those subcontractors or
suppliers. This may be the case if the original contracts are not transferable, or
if .. the purchaser or new contractor does not wish to assume all of the
obligations due from the terminated contractor to the subcontractors or
suppliers by taking a transfer of the contracts (see, also, paragraph 28, below).
The conclusion of new contracts may be practicable only if the subcontractors
or suppliers are released from their contracts with the contractor. Therefore, in
cases where the contract is terminated for grounds attributable to the
contractor (i.e., due to a failure of the contractor to perform or his bankruptcy
or insolvency), the parties may wish to consider obligating the contractor to
transfer the contracts to the purchaser or to the new contractor, or to terminate
them, if the purchaser requests him to do so in his notice of termination and if
transfer or termination is possible. It may be desirable for the works contract to
obligate the contractor to include in his contracts with subcontractors or
suppliers a provision permitting him to terminate those contracts if the works
contract is terminated.

28. When the transfer of a contract or a new contract with a subcontractor or
supplier is contemplated, difficulties may arise because of sums owed to those
third persons by the contractor. The third person may not wish to continue his
participation in the construction unless past sums owed to him by the
contractor are paid. Furthermore, the third person might refuse to deliver items
which prior to termination he had undertaken to supply but for which payment
has not yet been made, or might even take back equipment and materials which
have already been delivered. The purchaser may therefore want the authority to
pay to the third person sums owed to the latter by the contractor, and to
recover those payments from the contractor. If the purchaser accepts a transfer
of the contract with the third person, he will, under some legal systems, be
obligated to pay the past due sums. It may be desirable for the works contract
expressly to authorize such direct payments and to entitle the purchaser to
recover them from the contractor.

4. Drawings, descriptive documents and similar items

29. If the purchaser intends to complete the work left unfinished by the
terminated contractor, the purchaser may wish to obtain the designs, drawings,
calculations, descriptions, documentation for know-how and engineering and
other such items relating to the construction which has been completed by the
contractor, as well as for construction yet to be completed. Obtaining that
documentation or information may be important if the construction or
technology is known only to the contractor, or if, for other reasons, the items
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cannot be produced by an engineer or a new contractor. The parties may wish
to provide, therefore, that, if the contract is terminated by the purchaser for
reasons attributable to the contractor, or, more generally, for reasons other
than those attributable to the purchaser (i.e., his failure to perform or his
bankruptcy or insolvency), the contractor is obligated to deliver to the
purchaser such of those items as are in the possession of the contractor. In
undertaking such an obligation, the contractor may have to obtain the consent
of third persons who have industrial property or other intellectual property
rights in respect of the items to be delivered to the purchaser. In addition, it
might be desirable for the contract to obligate the contractor to arrange for the
production of drawings and documents (e.g., operation manuals) which have
not yet been produced and for their delivery to the purchaser, particularly when
it would be difficult or impossible for another contractor to produce them.

5. Payments to be made by one party to other

(aj Termination for grounds attributable to contractor

30. The parties may wish to provide that, if the contract is terminated for
grounds attributable to the contractor (i.e., a failure by the contractor to
perform or his bankruptcy or insolvency), he is not entitled to payment for
construction which he has not yet performed. However, the contract might
entitle him to receive the portion of the price which is attributable to
construction which he satisfactorily performed prior to termination. In a
cost-reimbursable or unit-price contract, the determination of this price
should present no unusual difficulties. In a lump-sum contract, the deter
mination of the price attributable to construction which has been performed
would be facilitated if the contract allocated portions of the price to specific
elements of the construction (see chapter VII, "Price and payment conditions",
paragraph 7).

31. When the purchaser terminates the contract, he may incur expenses and
suffer losses which he would not have incurred or suffered had the contract not
been terminated and had the construction been completed by the contractor. If
the contract is terminated due to a failure of the contractor to perform, the
contract may provide for the purchaser to be compensated for those expenses
and losses by way of damages (see chapter XX, "Damages"). In the case of
termination due to the bankruptcy or insolvency of the contractor, it would be
desirable for the contract to specify the types of expenses and losses for which
the contractor must compensate the purchaser. For example, the contract may
obligate the contractor to compensate the purchaser for his expenses in
connection with securing or protecting the partially completed works until
construction could resume with a new contractor, and penalties or expenses
incurred due to the termination of contracts with other contractors or
suppliers. In addition, the contract may obligate the contractor to compensate
the purchaser for the amount by which the cost of completing the construction
with a new contractor exceeds the amount which, under the contract, would
have been due to the contractor in respect of that construction. The contract
might also obligate the contractor to compensate the purchaser for losses
suffered from a delay in the completion of the construction due to the
termination and the necessity of engaging a new contractor to complete the
construction.
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(b) Termination for grounds attributable to purchaser

32. If the contract is terminated for grounds attributable to the purchaser
(i.e., a failure by the purchaser to perform or his bankruptcy or insolvency), the
contract may entitle the contractor to receive the portion ofthe price which is
attributable to the construction which he has satisfactorily performed. In the
case of termination due to a failure' of the purchaser to perform, the contract
may provide for the contractor to be compensated by way of damages for his
expenses and losses arising from the termination (see chapter XX, "Damages").
In the case of termination due to the bankruptcy or insolvency of the
purchaser, it would be desirable for the contract to specify the types of expenses
and losses for which the purchaser' must compensate the contractor. These
could include, for example, the costs of any measures required to be taken or
requested by the purchaser to secure or protect the works, the cost of
repatriating the contractor's personnel and construction equipment and tools,
to the extent that this is not included in amounts paid or to be paid to the
contractor, and penalties or expenses payable by the contractor due to
terminating contracts with subcontractors or suppliers.

(c) Termination based on circumstances not attributable to either party

33. The contract might provide that, if the contract is terminated for
circumstances not attributable to either party (e.g., an exempting impediment),
the contractor is entitled to receive the portion of the price which is attributable
to the construction which he has satisfactorily performed. The parties should
consider, however, the most equitable way to deal with their respective
expenses and losses occasioned by the termination. One possibility is to share
these expenses and losses equally or in accordance with an agreed formula.
Another possibility is for each party to bear his own expenses and losses.

(d) Termination for convenience

34. If the contract permits the purchaser to terminate at his convenience, it
might, in the event of such a termination, require the purchaser to pay to the
contractor the portion of the price which is attributable to the construction
satisfactorily performed, as well as for expenses and losses incurred by the
contractor arising from the termination (see paragraph 33, above). The
parties may wish to consider whether the contractor should be entitled to
compensation for his lost profit on the portion of the contract which has
been terminated for convenience. On the one hand, the contractor might
have foregone other contracting opportunities in anticipation of completing
the contract in its entirety. On the other hand, an obligation of the
purchaser to compensate the contractor for his lost profit might make it
financially prohibitive for the purchaser to exercise his right of termination
for convenience. One approach may be for the contract to establish a scale
of payments to be made by the purchaser to the contractor as compensation
for lost profits, the amount of the payments depending upon the stage of
construction which has been completed when the contract is terminated for
convenience. Such amounts would be payable without the necessity of the
contractor proving the amount of his lost profits. Issues arising in relation
to the recovery of compensation for lost profits are discussed in chapter XX,
"Damages", paragraph 8.
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35. At the time when the contract is terminated for convenience, the
purchaser might have received the design for the works from the contractor,
but the value of the design might not yet be adequately reflected in the price
which the purchaser has already paid or which would be due to the contractor
on the basis of the construction which the contractor has satisfactorily
performed. To deal with these cases, the contract may specify that the
purchaser must compensate the contractor for the design to the extent that such
compensation is not otherwise reflected in the price already paid or due to the
contractor.

E. Survival of certain contractual provisions

36. In some legal systems, termination of the contract might be interpreted as
bringing to an end all contractual provisions, including those which the parties
might wish to survive, such as those regulating the rights and obligations of the
parties upon termination, quality guarantees for construction performed,
remedies for defective performance, and provisions such as those concerning
settlement of disputes and the preservation of confidentiality. It is.advisable for
the parties to take care to ensure that rights, obligations. and remedies which
they wish to survive do not lapse upon termination. To do so, the parties may
specify in the contract those provisions which are to survive and continue to
bind the parties even after termination of the contract.

Footnotes to chapter XXV

IIllustrative provisions

"(I) The purchaser may, without the authorization of a court or any other authorization,
terminate this contract in respect of obligations which have not yet been performed, in
accordance with the following provisions:

"(a) If the contractor fails to commence construction at the time set forth in article .. of
this contract, the purchaser -may deliver to the contractor written notice requiring him to
commence and specifying that, if the contractor fails to do so within [a reasonable time] [...
days] after delivery of the notice, the purchaser will terminate this contract. If the contractor
fails to commence construction by the expiry of that period of time, the purchaser may
terminate this contract by delivering to the contractor a written notice of termination.
However, the purchaser is entitled to immediate termination of the contract if the contractor
states to the purchaser that he will not commence construction.

"(b) If the contractor fails to complete a portion of the construction by an obligatory
milestone date set forth in article [ ] of this contract, the purchaser may deliver to the
contractor written notice requiring him to complete that portion of the construction and
specifying that, if the contractor fails to do so within [a reasonable time] [. . . days] after
delivery of the notice, the purchaser will terminate this contract. If the contractor fails to
complete that portion of the construction by the expiry of that period of time, the purchaser
may terminate this contract [in respect of the portion of construction delayed] [in respect of
the entire construction remaining to be completed] by delivering to the contractor a written
notice of termination.

"(2) The granting to the contractor of the additional periods of time to perform set forth in
paragraph (I)(a) and (b), above, is not to be regarded as an extension of the times specified in
article [ ] for the performance of the obligations in question, nor to prejudice the purchaser's
rights and remedies for delay by the contractor in performing those obligations.
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"(3) The grounds for termination enumerated in this article [are in addition to] [substitute] any
grounds for termination which may be available to the purchaser under the law applicable to
this contract."
2Illustrative provisions

"The purchaser may, at any time, and without the authorization of a court or any other
authorization, terminate this contract or any part thereof for any reason other than those set
forth in article [ ] by delivering a written notice of termination to the contractor."
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Chapter XXVI. Supplies of spare parts and services after
construction

SUMMARY

After construction is completed and the works has been taken over by the
purchaser, the purchaser will have to obtain spare parts to replace those
which are worn out or damaged, and to maintain, repair, and operate the
works. He may wish to obtain from the contractor the spare parts and the
repair, maintenance and operation services which he may need. The degree
of assistance from the contractor needed by the purchaser in regard to the
supply of spare parts and services after construction will depend on the
technology and skilled personnel possessed by or available to the
purchaser (paragraphs 1 to 3).

It is advantageous for a purchaser from a developing country to acquire or
to have available locally the spare parts and the technology and skills
necessary to maintain, repair and operate the works. To this end, he may
seek in his contract with the contractor to obtain a transfer of the
technology and skills required for the manufacture of spare parts and the
carrying out of the services. The transfer of technology and skills to the
personnel of the purchaser may be effected under training obligations
undertaken by the contractor. Such a transfer may be of value to the
developing country itself as it may promote its industrialization process
(paragraphs 4 and 5).

The planning of the parties with regard to the supply of spare parts and
services after construction would be greatly facilitated if the parties were
to anticipate and provide in the works contract for the needs of the
purchaser in that regard. Other approaches will have to be adopted if this
is not possible (paragraphs 7 to 9). The continued availability of spare
parts for the operational lifetime of the works is of considerable
importance to the purchaser (paragraphs 10 and 11).

A person offering to construct the works may be required to indicate the
spare parts which will be needed over a specified period of operation, and
the prices at which and the period of time during which he can supply them
(paragraphs 12and 13).The continued availability ofspare parts is ofcrucial
importance to a purchaser from a developing country and, accordingly, it
may be necessary for him to take steps, through appropriate contractual
provisions, to secure a supply of these either from the contractor or from the
suppliers of them (paragraph 14). Ifspare parts are manufactured not by the
contractor but for the contractor by suppliers, the purchaser may prefer to
enter into contracts with those suppliers rather than obtain them from the
contractor or, alternatively, he may wish to have the contractor procure them
as his agent (paragraphs 15 and 16).

The parties in their contract may address issues connected with the
ordering and delivery of spare parts. The contract may describe the
specifications of the spare parts to be supplied, and provide for a quality
guarantee in respect of them (paragraphs 18 to 20).
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A prospective contractor may be required to indicate the maintenance
services he is prepared to supply and the duration for which he is prepared
to supply them. The contractor may be required to submit a maintenance
programme designed to ensure the proper operation of the works over its
lifetime, and the maintenance obligations of the contractor may be defined
on the basis of that programme (paragraphs 22 to 24).

The standards to be observed by the contractor when performing
maintenance work may be specified in the contract. The contractor may
be required to furnish a report on each maintenance operation. The
contract may describe how the price for the provision of the maintenance
services is to be determined and the payment conditions applicable
(paragraphs 25 to 28).

The. contract should clearly define the extent of the contractor's repair
obligations. It is in the purchaser's interest to enter into contractual
arrangements that will ensure that the works will be repaired expeditiously
in the event of a breakdown (paragraphs 29 and 30). To ensure that
repairs may be undertaken speedily, the procedure for notifying the
contractor of the need for repairs and for the contractor to advise the
purchaser of any further necessary repairs should be agreed upon in the
contract. The contractor may be required to furnish the purchaser with a
report of the repairs carried out. The contractor may also be required to
give a. guarantee under which he assumes responsibility for defects in
repairs (paragraphs 31 to 35).

It is advisable for the contract to define carefully the scope of any
obligations imposed on the contractor with regard to the technical
operation of the works. This may be done on the basis of an
organizational chart which shows the functions to be allotted to the
personnel of the contractor in carrying out such a technical operation. The
division of control between the purchaser and contractor during the
operation of the works should be clearly described (paragraphs 37 and 38).
The contract may provide how the price for such services is to be
determined and the payment conditions applicable (paragraph 39).

The contract may require the purchaser to facilitate the maintenance,
repair and operation of the works by the contractor. The purchaser may
wish to consider supplying locally available equipment and materials
needed for maintenance and repairs (paragraph 40).

The contract should specify when the contractor's obligations regarding
the supply of spare parts, maintenance, repair and operation are to
commence and may also determine the duration for which they are
undertaken by the contractor or establish some mechanism for determining
the duration at some later time. Where the contract imposes obligations
on, the contractor over a long duration, it may be desirable to include
mechanisms for the modification of the obligations imposed on the
contractor, in particular, as to the scope of those obligations and the
price payable by the purchaser. Where the duration of the obligations is
short, the agreement may be made to renew automatically (paragraphs 41
and 44).

The parties may wish to deal in the contract with the termination of the
obligations as to the supply of spare parts, maintenance, repair and
operation. The contract may entitle the purchaser to terminate upon
giving notice of a specified period (paragraph 45). The parties may also wish
to provide for a system ofremedies other than termination for the failure by a
party to perform his contractual obligations with respect to the supply of
spare parts, maintenance, repair and operation (paragraph 46).



A. General remarks

1. After construction is completed and the works has been taken over by the
purchaser (see chapter XIII, "Completion, take-over and acceptance", para
graph 1), he will have to obtain spare parts to replace those which are worn out
or damaged, and to maintain, repair and operate the works. In some cases, the
purchaser may wish to obligate the contractor to provide some or all of the
spare parts and the maintenance, repair and operation services which may be
needed. In respect of the supply of spare parts and the repair of the works, the
purchaser may need the assistance of the contractor for the operational lifetime
of the works, while in respect of the maintenance and operation of the works,
such assistance may be required for only a limited period after the works
commences to operate.

2. Although the supply of spare parts and the maintenance, repair and operation
ofworks are each dealt with in separate sections in this chapter, the subjects are, in
certain respects, interrelated. For example, periodic maintenance has primarily a
preventative function. It helps prevent costly breakdowns which require the repair
of portions of the works or items of equipment. Accordingly, the purchaser has a
vital interest in seeing that maintenance is performed regularly, so that fewer
repairs need to be carried out. In addition, spare parts are needed both for the
maintenance and the repair of the works and of items of equipment.

3. The degree of assistance from the contractor needed by the purchaser in
regard to the supply of spare parts and services will depend on the technology
and skilled personnel possessed by or available to the purchaser. For example,
when the works is taken over by the purchaser he may not have personnel
sufficiently skilled for the technical operation of the works. In that event, the
purchaser may wish to obtain the contractor's assistance in operating the
works, at least for an initial period. The purchaser may, in some cases, wish the
contractor to provide the personnel to man many of the technical posts in the
works, while in other cases he may wish the contractor only to provide
technical experts to collaborate in an advisory capacity with the purchaser's
personnel in the performance of a few highly specialized operations. With
regard to the supply of spare parts and repair and maintenance services, these
may not be available locally or from any other source, and the purchaser may
have to depend on the contractor to supply them.

4. It is advantageous for a purchaser in a developing country to acquire, or
have available from local sources, the technology and skills necessary to
manufacture spare parts which may be needed to maintain and repair the
works. This will, in the long term, reduce the purchaser's expenditure of foreign
exchange and his dependence on the contractor. Accordingly, the purchaser
may find it advisable to enter into contractual arrangements under which the
necessary technology and skills are transferred either to his own personnel, or
to enterprises located in his country specializing in the manufacture of spare
parts. Such a transfer will also be of more general assistance to the developing
country itself, for it will increase its self-reliance through the mastery of
technology and the diffusion of industrial skills, and may so promote its
industrialization policy.

5. The transfer of technology and skills to the personnel of the purchaser may
be effected under training obligations undertaken by the contractor. In some
contracts, the contractor may be obligated to train the purchaser's personnel in
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maintaining and operating specified portions of the works or specified items of
equipment (see chapter VI, "Transfer of technology", paragraphs 26 to 32). In
other contracts, the contractor's obligations may go even further. For example,
under a product-in-hand contract, the contractor may be obligated not only to
train the purchaser's personnel but also to show that the works can be operated
and agreed production targets achieved by the purchaser's personnel, using the
raw materials and other inputs specified in the contract (see chapter 11, "Choice
of contracting approach", paragraph 7).

6. The parties should be aware that in the country where the works is situated
legal regulations of a mandatory character may exist governing certain issues
connected with the supply of spare parts and the maintenance, repair and
operation of the works (e.g., for the purpose of ensuring that the works operate
safely). The parties should take such regulations into account when formulating
contractual provisions on these issues.

B. Contractual arrangements

7. The planning of the parties with respect to the supply of spare parts and
services after construction would be greatly facilitated if the parties were to
anticipate and provide in the works contract for the needs of the purchaser in
that regard. The purchaser may find that he can secure the agreement of the
contractor on the extent of the spare parts and services to be supplied by the
latter, the duration of the obligation to supply them and the prices to be paid
for them, more easily during the negotiations which precede the entering into of
the contract than at a later time.

8. In many cases, however, the spare parts and services that will be needed by
the purchaser will be uncertain at the time of the negotiations (e.g., the skilled
personnel which will be locally available at the time of the completion of
construction, or the exact quantity of the spare parts which will be required,
may not be predictable). In such cases, a possible approach is for the contract
to identify the types of assistance which might be needed and to provide that, if
assistance of those types is requested by the purchaser before the completion of
the construction, the contractor is obligated to supply it to the extent that he
has the capacity to do so. The contract may specify the means by which the
price payable by the purchaser for those services is to be determined. It is
desirable for the contract to include provisions on those issues on which
agreement can be reached at the time the contract is entered into (e.g., the
quality of spare parts or services, and conditions of payment). If contractual
terms on certain matters are to be agreed upon in the future, the contract may
determine the procedure to be followed if the parties fail to reach agreement
(see chapter XXIX, "Settlement of disputes", paragraph 3).

9. An alternative approach to dealing with the uncertainty concerning the
purchaser's needs as regards spare parts and services at the time the works
contract is entered into is for the parties to enter into a separate contract
regulating these matters. Such a contract may be entered into closer in time to
the completion of construction, when the purchaser may have a clearer view of
his requirements. I Separate contracts will be necessary when the contractual
arrangements for the supply of spare parts or of maintenance or repair services
are not with the contractor, but are with the suppliers of the spare parts or
services (see sections C and D, below).
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C. Spare parts

10. The continued availability of spare parts for the operational lifetime of the
works is of great importance to the purchaser. This availability is particularly
important to purchasers from developing countries where works are often
expected to have a longer operational lifetime than in developed countries.
Accordingly, the purchaser may require an enterprise submitting a tender, or
with which he is negotiating, to include in its tender or in its offer a proposal
concerning the kinds and the quantities of spare parts which will be needed
over a specified period of time (e.g., over the course of two years' operation of
the works), the period of time after the commencement of operation of the
works during which the enterprise is prepared to supply the spare parts, the
prices at which it is prepared to supply them and the time for which it is
prepared to maintain those prices. The purchaser may also require the
enterprise to identify the spare parts which it will manufacture itself and those
which it will obtain from suppliers, and to name those suppliers. In certain
circumstances it may, however, not be possible for the contractor to predict
with certainty the kinds or quantities of spare parts which a purchaser may
need. These requirements may vary depending upon the manner in which the
works is operated. In addition, while fairly accurate estimates might be made of
the quantities of spare parts required in respect of parts which are routinely
subject to wear and tear and which, therefore, will have to be replaced
periodically, it will be difficult to predict which and how many spare parts will
have to be replaced for exceptional reasons (e.g., breakages due to accidents or
faulty use of equipment).

11. The contract may contain provisions seeking to protect the purchaser
from the consequences of an inaccurate estimate given by the contractor of
spare parts required for routine replacement. For example, the contract may
require the contractor to accept the return at cost of excess spare parts acquired
on the basis of the contractor's estimate. Conversely, the contract may also
provide that the purchaser is entitled to buy additional spare parts at the prices
at which they were originally supplied, or at a discount, to make up any
shortfall between the quantities estimated by the contractor and those actually
required.

12. Spare parts usually fall into two categories. The first category consists of
standard parts which are obtainable both from the contractor and from several
other sources. The second category consists of non-standard parts manufactured
by the contractor, or by another enterprise to the contractor's specifications,
and which are suitable only for the equipment installed in the particular works
being constructed for the purchaser. Standard spare parts may, in many cases,
be obtained more cheaply and more conveniently from sources other than the
contractor. However, the purchaser may find it desirable to obligate the
contractor to supply, at the time of the completion of construction, a limited
stock of those parts to cover the period of time between the commencement of
operation of the works and the establishment by the purchaser of his own
sources of supply. The contract may require the contractor to inform the
purchaser of the names of suppliers who can supply the various standard parts
and of the advantages of purchasing from those suppliers. The contract may
further obligate the contractor to provide the specifications of the parts and
other information which might enable the purchaser to obtain the best possible
prices and service from the suppliers.
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13. As regards non-standard spare parts, the purchaser may find it advisable
to require the contractor to supply an adequate stock of such parts (e.g.,
sufficient for two years' operation of the works) by the time the construction is
completed. Those spare parts could then be produced at the same time that the
equipment to be incorporated in the works is produced, and they could be
transported to the site together with the equipment, usually resulting in savings in
production and transport costs. The purchaser may wish to obtain a larger stock
of such spare parts if the contractor's prices are likely to increase substantially
after the contract is entered into. In deciding on the quantity of spare parts to be
supplied, the purchaser may wish to take into account their shelf life.

14. Because the continued availability of spare parts is of crucial importance
to a purchaser from a developing country, it may be necessary for him to take
steps to secure a supply of these parts at the time the contract is entered into. In
particular it is advisable for the purchaser to secure the continued availability
of non-standard spare parts (see paragraphs 12 and 13, above). The purchaser
may need to guard against the possibility of the contractor ceasing production
of those parts. One means of assuring such availability may be for the contract
to obligate the contractor to supply the parts for a period of relatively long
duration, perhaps even for a period covering the operational lifetime of the
works. Alternatively, the purchaser may seek to obligate the contractor to
supply him with the drawings, specifications, technical information and licences
necessary to enable the purchaser to manufacture or have manufactured for
him the non-standard parts. This latter approach may, however, be inappro
priate where the purchaser is from a developing country whose enterprises do
not have the capacity to manufacture such parts (see paragraph 17, below). As
regards non-standard spare parts manufactured by suppliers to the contractor's
specifications, the purchaser may seek to obligate the supplier to supply the
parts for a period of relatively long duration or, alternatively, seek to obtain
the drawings, specifications, technical information and licences necessary for
their manufacture.

15. With respect to non-standard spare parts manufactured by suppliers to
the contractor's specifications (see paragraph 12, above), the works contract
may still obligate the contractor to supply the spare parts. The contractor will
perform that obligation by obtaining the spare parts from suppliers. In such a
case, it is advisable for the contract to provide that the contractor is liable in
respect of such spare parts to the same extent as he is liable in respect of
equipment manufactured and supplied by him (see chapter VIII, "Supply of
equipment and materials"). The advantage of this approach is that the
contractor, whose financial worth is known to the purchaser and with whom
the purchaser has had a long-standing contractual relationship by the time the
spare parts are supplied, will be liable if the parts prove defective. Alternatively,
the purchaser may wish to enter into his own contracts with those suppliers (as
to some of the obligations which may be included in such contracts, see
paragraph 14, above). Where the contractor has provided the suppliers with the
specifications for non-standard parts, his consent may be required to enable the
purchaser to deal direct with those suppliers. In such a case, the contractor may
be obligated by the contract not to withhold his consent unreasonably.

16. Where the purchaser wishes to contract with suppliers, he may wish to
have the contractor act as his agent in procuring the spare parts from them.
The works contract may set out the services to be supplied by the contractor in
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respect of the procurement. These services could include, for example, contacting
possible suppliers, determining the quantities of spare parts which may be
required, obtaining competitive offers, evaluating the offers, making recommen
dations as to purchase, arranging for delivery, and training the purchaser's
personnel in stock management. The contractor may also be authorized to enter
into contracts with suppliers on behalf of the purchaser.

17. In exceptional cases, the purchaser or other enterprises in his country may
have the technical expertise required to manufacture spare parts for the works. In
such cases, the contract may require the contractor to furnish to the purchaser the
specifications, drawings and technical data necessary for such manufacture. This
approach may not be feasible with respect to an item which has been
manufactured for the contractor by a supplier, in particular if the supplier has
industrial property rights in regard to that item which are enforceable in the
country of the contractor or in the country of the purchaser. In such cases, it is
advisable for the purchaser to obtain a licence to manufacture the spare parts, or
the consent of the supplier to such manufacture, prior to the entry into force of the
contract. It may be noted that the contractor's quality or other guarantees may be
invalidated by the purchaser's use of spare parts other than those whose use has
been authorized by the contractor.

18. The works contract may address issues connected with the ordering and
delivery of spare parts. For example, it may determine when delivery is to take
place (e.g., it may require some spare parts to be delivered automatically at
specified intervals, and others to be delivered upon order by the purchaser). The
contract may also specify the manner in which orders are to be communicated and
the period oftime following the order when delivery is to be made (e.g., within one
month of the receipt of the order). The purchaser may wish to provide that an
agreed sum is to be payable for any delay in delivery (see chapter XIX,
"Liquidated damages and penalty clauses"). The contract might provide for issues
such as the passing of risk, packaging, payment of customs duties and taxes, and
other incidents of the delivery of the spare parts, to be settled in accordance with a
well-recognized trade term (e.g., f.o.b., C.I.F.)J The prices for the spare parts
may be agreed upon on the basis of the prices quoted by the contractor (see
paragraph 11, above). The parties may also agree upon the payment conditions
applicable (e.g., the currency, time and place of payment; see chapter VII, "Price
and payment conditions").

19. The contract may describe the technical specifications ofthe spare parts to be
supplied, or it may provide that the parts are to have the same specifications as the
parts originally incorporated in the works. In addition, the contract may include a
guarantee in respect ofthe spare parts under which the contractor assumes liability
for defects discovered and notified to him before the expiry of a guarantee period
(see chapter XVIII, "Delay, defects and other failures to perform"). Since spare
parts supplied on a particular date may not be put to use until some time later, the
determination ofthe length ofthe guarantee period and the time when the period
commences to run may present difficulties. A possible approach may be to provide
for a relatively short guarantee period commencing on the date the parts are put to
use, and to provide further that, whether or not the spare parts are put to use, the
guarantee expires at the end of a longer period commencing to run from the date of
delivery of the spare parts. Different periods may be specified in respect of
different kinds of spare parts, depending on the nature of the parts and the use to
which they will be put. A simpler approach may be to provide for a single
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guarantee period commencing to run from the date of delivery of the spare parts,
although, again, a different period might be specified in respect of different kinds
of spare parts.

20. After the works is constructed, the contractor may improve or re-design
some of the items which he manufactures and which he has undertaken to supply
as spare parts. Each party may have an interest in substituting the improved or
re-designed items for the ones originally supplied. It may be advisable for the
contract to require the contractor to inform the purchaser whenever improve
ments or re-designings are made, so that, ifthe purchaser so wishes, negotiations
may take place for the supply ofthe improved or re-designed spare parts instead of
the parts originally agreed to be supplied.

21. It is desirable for the purchaser's personnel to develop the technical capacity
to install the spare parts. For this purpose, the contract may obligate the
contractor to supply the necessary instruction manuals, tools and equipment. The
instruction manuals should be in a format and language readily understood by the
purchaser's personnel. The contract may also obligate the contractor to furnish
"as built" drawings indicating how the various pieces of equipment interconnect
and how access can be obtained to the different pieces ofthe equipment to enable
the spare parts to be installed, and also to enable maintenance and repairs to be
carried out. In certain cases, it may be appropriate for the contractor to be
obligated to train the purchaser's personnel in the installation of spare parts.

D. Maintenance

22. In order to assist the purchaser in maintaining the works, the contract may
obligate the contractor to submit, prior to the completion of the construction, a
maintenance programme designed to keep the works operating over its lifetime at
the level of efficiency required under the contract. A maintenance programme
would include matters such as periodic inspection of the works; lubrication,
cleaning and adjustment; and replacement of defective or worn-out parts.
Maintenance may also include operations of an organizational character, such as
establishing a maintenance schedule or maintenance records. The contractor may
also be required by the contractor to supply maintenance manuals setting out
appropriate maintenance procedures. These manuals should be in a format and
language readily understood by the purchaser's personnel.

23. The purchaser may require a tenderer or an enterprise with which a contract
is being negotiated to indicate whether it is prepared to supply the maintenance
services necessary for the proper functioning of the works, the period oftime for
which it is prepared to supply them, and the price at which it is prepared to do so.

24. The purchaser may wish a consulting engineer to review the maintenance
programme and procedures submitted by the contractor (see chapter X,
"Consulting engineer"). The consulting engineer's report may enable the
purchaser to determine, on the one hand, what part of the maintenance the
purchaser will be able to undertake himself, taking into account the skilled
personnel he has available, the training obligations assumed by the contractor (see
chapter VI, "Transfer of technology", paragraph 26 to 32), and the maintenance
equipment he possesses, and, on the other hand, the maintenance work which will
require the contractor's assistance. It is desirable for the contractual provisions
dealing with maintenance to specify the items to be maintained by the contractor
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(e.g., the entire works, or only specified items of equipment) and to describe the
maintenance obligations which the contractor is undertaking. If major items of
equipment have been manufactured for the contractor by suppliers, the purchaser
may find it preferable to enter into independent maintenance contracts with the
suppliers, as they may be.better qualified to maintain the items. To enable the
purchaser to enter into such contracts, the works contract may obligate the
contractor to disclose to the purchaser, prior to the completion of construction,
the identities of the suppliers of equipment which needs maintenance.

25. It is desirable for the works contract to specify the standards to be observed
by the contractor when performing maintenance work. If maintenance norms or
standards established by professional bodies are available, the contractor's
obligations may be described by reference to those norms or standards. Where
such norms or standards are not available, the contract may specify that the
maintenance is to be effected in accordance with the standards which would be
observed by a professional engineer when carrying out such maintenance in the
country of the contractor. Another approach may be to specify the results which
are to be achieved as a result of the maintenance. For example, the contract may
require the contractor to carry out maintenance of the works (or a portion of the
works) to such a standard as will ensure that the works (or that portion) operates
in accordance with the contract for a specified percentage of its anticipated
operating time over a fixed period. Failure of the works to operate due to causes
for which the contractor is not responsible (e.g., faulty operation by the
purchaser's personnel) may be excluded from the scope of such an undertaking.

26. The contractor may undertake to furnish a report on each maintenance
operation immediately following the operation. The contract may require the
report to describe the maintenance activities undertaken and to be supported by
records evidencing the time expended by various categories of personnel and the
processes used. The contract may also require the report to contain a description
of any defects discovered in the works and any repair or maintenance work needed
which is outside the scope of the contractor's obligations, together with an
estimate of the costs of carrying out the repair or maintenance work if it can be
carried out by the contractor.

27. Proofofproper maintenance ofthe works may be facilitated by providing in
the contract that the personnel of the purchaser are to be associated with the
personnel of the contractor in carrying out the maintenance. This may also serve
as an effective means of training the purchaser's personnel in maintenance
procedures. The price payable by the purchaser for the maintenance may be a
lump sum payable for all the obligations undertaken and costs incurred by the
contractor in respect of the maintenance operations. This approach may be
appropriate when the maintenance operations are of a routine character. Another
approach may be for the parties to agree on unit rates for units of time expended
on the various work processes involved in the maintenance. Yet another approach
may be for the contract to provide that the contractor is to be paid a fee to cover his
overhead and profit, and that he is to be compensated for his expenses on a
cost-reimbursable basis. In such a case, it is desirable for the contract to specify
clearly the expenses in respect of which the contractor is to be reimbursed (see
chapter VII, "Price and payment conditions", paragraphs 16 to 20).

28. The contract may set out payment conditions in respect of the price payable
for maintenance. Such issues as the currency, time and place of payment may be
settled in the contract (see chapter VII, "Price and payment conditions"). With
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regard to the time of payment, the contract may require payment to be made
within a specified period of time after the submission by the contractor of an
invoice following the completion of each maintenance operation, accompanied
by the report mentioned in paragraph 26, above.

E. Repairs

29. It is in the purchaser's interest to enter into contractual arrangements that
will ensure that the works will be repaired expeditiously in the event of a
breakdown. In many cases, the contractor is better qualified than a third
person to effect repairs. In addition, if the contract prevents the purchaser from
disclosing the technology supplied by the contractor to third persons, this may
limit the selection of third persons to effect repairs to those who provide
assurances regarding non-disclosure of the contractor's technology which are
acceptable to the contractor. On the other hand, if major items of equipment
have been manufactured for the contractor by suppliers, the purchaser may
find it preferable to enter into independent contracts for repair with the
suppliers, as they may be better qualified to repair the items. In defining the
repair obligations imposed on the contractor, it is advisable to do so clearly,
and to distinguish them from obligations assumed by the contractor under
quality guarantees to cure defects in the works (see chapter V, "Description of
works and quality guarantee", paragraphs 26 to 31).

30. The extent of the repair obligations to be imposed on the contractor may
depend on whether the purchaser wishes to undertake certain repair operations
himself (e.g., replacement of minor items of defective equipment). Furthermore,
repair obligations to be imposed on the contractor during the period ofthe quality
guarantee may be less extensive than those to be imposed after the expiry of this
period since many malfunctions will be covered by the obligation to cure defects
(see previous paragraph). The obligations of the contractor cannot be described in
terms ofspecific repair operations, since the repair operations needed will depend
on the nature ofa particular breakdown. Even where the purchaser himselfcarries
out repairs, he may still need the assistance of the contractor in starting up the
works after the repairs have been carried out. Accordingly, the purchaser may
wish to consider including a provision requiring the contractor to render such
assistance after a repair undertaken by the purchaser is completed.

31. Because some repairs may need to be undertaken speedily, it is advisable
for the contract to settle clearly the procedures by which the purchaser may call
upon the contractor to effect them. The contract may specify the means by
which the contractor is to be notified of a breakdown (e.g., telex, telephone),
and the periods of time after notification within which the contractor must
inspect the breakdown and commence repairs. The parties may agree that the
repairs are to be effected on a cost-reimbursable basis, i.e., that the contractor
is to be paid reasonable costs incurred by him in effecting the repairs, plus a
fixed amount as a fee. The contract may also provide that, pending the carrying
put of the repairs, the purchaser is entitled to use the works or portions of the
works to the extent that they remain capable of operation and to the extent that
the operation does not unreasonably interfere with the repair work.

32. Certain repairs may not have to be carried out immediately if the works
remains operative despite the existence of defects. In such cases, the contract may
require the contractor to furnish a report describing the repairs which are needed,
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estimating the costs and setting out a time-schedule for the repair (see para
graph 26, above). On the basis of that report, the parties will be able to agree on the
terms under which the repairs are to be effected. The parties may find it desirable
to provide in the contract that, where disagreement on technical issues prevents
the parties from agreeing on the time-schedule for the repairs, the time-schedule is
to be determined by a referee (see chapter XXIX, "Settlement of disputes",
paragraphs 16to 21). If the parties fail to reach agreement on the price payable to
the contractor for effecting the repairs, the contract may provide for payment to be
made on a cost-reimbursable basis. It is advisable that any agreement between the
parties in relation to repairs be reduced to writing.

33. The works contract may set out payment conditions in respect of the price
payable for repairs. Such issues as the currency, time and place of payment may
be settled in the contract (see chapter VII, "Price and payment conditions").
With regard to the time of payment, the contract may provide that payment is
to be made within a specified period of time after the submission by the
contractor, subsequent to the completion of repairs, of an invoice accompanied
by a repair report (see paragraph 34, below). If the contractor is to be obligated
to inspect a breakdown within a short period after notification of a breakdown,
the parties may wish to agree on which party is to bear the contractor's costs of
having personnel in constant readiness for such an inspection. The parties may
wish to specify the standards to be observed by the contractor when effecting
repairs (see, also, paragraph 25, above).

34. It would be desirable for the purchaser to receive proof that the repairs
have been duly carried out, and the parties may agree on how such proof is to
be furnished. The contract may obligate the contractor to furnish a report after
the completion of repairs describing the causes of the breakdown, the work
done, and the materials employed in the repairs. It may require the report to be
supported by records evidencing the time expended by various categories of
personnel and the processes used. In some cases, proper repair may be proved
through a joint inspection of the repairs by the parties, while in others, the
contractor may furnish such proof through the successful operation of the
works. In other cases, the association of the purchaser's personnel with the
contractor's personnel during the repair operations, as described in respect of
maintenance in paragraph 27, above, may serve to prove proper repair. The
contract may provide that, if the parties fail to agree on whether a repair has
been properly carried out, the issue is to be referred for settlement by a referee
(see chapter XXIX, "Settlement of disputes", paragraphs 16 to 21).

35. The contract may also obligate the contractor to provide the purchaser
with a guarantee under which he assumes responsibility for defects in repairs he
has carried out, which are discovered and notified to him before the expiry of a
specified guarantee period for the repairs. Furthermore, where, as part of a
repair, new equipment is installed or new parts are installed in existing
equipment, a quality guarantee may be provided by the contractor in respect of
that new equipment or part (see paragraph 19, above). It may be desirable to
provide that, if, while carrying out repairs, the contractor discovers that further
repairs are needed, he must furnish a report to that effect to the purchaser.

36. While repairs are normally carried out at the site, or elsewhere in the
country where the works is situated, it may be necessary in some cases to send
an item to the contractor's country for repair. The contract may obligate the
purchaser to arrange for the transport of the item to the contractor's country,
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and for any necessary insurance of the item until the time of its delivery to the
contractor. The contract may obligate the contractor to assist the purchaser in
making such arrangements (e.g., by advising on proper packing, or obtaining
import permits which may be necessary in his country). The contractor may be
obligated to arrange for the transport of the repaired item to the purchaser's
country, and for any necessary insurance. It is desirable for the contract to
determine which party is to bear the risks and expenses involved in the
transport, and the expenses incurred in insuring against those risks. The
contract may also require the parties to co-operate with one another in the
various matters ancillary to transportation (e.g., customs clearance).

F. Operation

37. It is advisable for the contract to define carefully the scope of any obligations
imposed on the contractor with regard to the technical operation of the works. To
assist in this purpose, the purchaser and contractor may find it useful to prepare, in
consultation with each other, an organizational chart showing the key personnel
required for the technical operation of the works, and the functions to be
discharged by each person. The positions to be occupied by the personnel
employed by the contractor can then be identified, and the qualifications and
experience of such personnel specified. The functions allotted to posts to be
filled by employees of the contractor need to be defined with particular care. In
determining what personnel is to be supplied by the contractor, the parties
should take account of any mandatory regulations which may exist in the
country of the purchaser regulating the employment of foreign personnel.

38. In order to avoid friction and inefficiency, it is desirable that the authority
to be exercised by the personnel of each party over the personnel of the other
be clearly described. It may, for example, be necessary for a general manager at
the works employed by the purchaser to give certain policy directives to
engineers who are employees of the contractor. Conversely, an engineer
employed by the contractor may have to issue directions to subordinate
engineers who are employees of the purchaser. The parties may wish to agree
upon a procedure whereby a party may contest, on specified grounds,
instructions given to its personnel by personnel of the other party. Further
more, the parties may wish to agree on a procedure for dealing with complaints
by one party against the other (e.g., incompetence, inefficiency, failure to
follow directions), The procedure may, for example, consist ofan investigation by
a panel composed of a senior executive officer of each party. The contract may
provide that, if specified serious complaints against employees are proved, those
employees must be replaced at the expense of the party who engaged them, within
a specified period of time. In addition, the contract may entitle the purchaser to
require the contractor to replace any of his employees, even in the absence of a
proven complaint against that employee. The parties may wish to determine how
the expenses of such a replacement are to be allocated between the parties.

39. If, prior to entering into the contract, a reasonable estimate can be made
of the costs to be incurred by the contractor in providing the operation services
required of him, the price for such services may be specified in the contract as a
lump sum payable for all the obligations undertaken by him over a specified
period of time. Another approach to determining the price may be to combine
the payment of fixed amounts with the cost-reimbursable method (see
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chapter VII, "Price and payment conditions", paragraph 2). Fixed amounts
may be payable in respect of items for which reasonable cost estimates can be
made (e.g., the salaries of the personnel who are to operate the works, the cost
of their accommodation and travel) and the cost-reimbursable method
provided for the remaining items of expenditure. In cases where the operational
functions performed by the contractor are closely linked to the productivity
and profitability of the works, the purchaser may wish to consider payment to
the contractor of an incentive fee (e.g., a specified percentage of the value of the
yearly turnover), provided that incentive fees are also payable by the purchaser
to his own employees. It is advisable that applicable payment conditions (e.g.,
with regard to issues such as the currency, time and place of payment) be
settled in the contract (see chapter VII, "Price and payment conditions").

G. Facilitation by purchaser of provision of services by contractor

40. The purchaser may undertake to facilitate in specific ways the mainten
ance, repair and operation of the works by the contractor. For example, he
may agree to assist the contractor in obtaining visas or work permits for the
contractor's personnel, provide safe access to the works, inform the contractor
of alterations to the original construction of the works which may influence its
maintenance, repair, and operation, and inform the contractor of the
mandatory and other safety regulations which the parties must observe during
maintenance, repair and .operation, and inform the contractor of the
supplying locally available equipment and materials needed for maintenance
and repairs, as this may reduce the costs involved. If so, the contract may
identify the equipment and materials which the purchaser undertakes to supply.
In addition, the purchaser may consider providing other .facilities to the
contractor's personnel, such as accommodation and transport. If he wishes to
provide such facilities, it is desirable for the contract to determine how the costs
of the facilities are to be allocated between the parties.

H. Commencement and duration of obligations of parties

41. It is advisable for the contract to specify when the obligations undertaken
by the contractor as to the supply of spare parts, maintenance, repair and
operation are to commence. With respect to the supply of spare parts, see
paragraphs 13 and 14, above. The date of commencement of the maintenance
obligations may depend on other obligations undertaken by the contractor. For
example, if. the contractor has undertaken complete responsibility for the
operation of the works for a specified period of time after acceptance of the
works by the purchaser, and such responsibility includes maintenance,
additional maintenance obligations may commence upon the expiry of that
period. Repair obligations may commence on the date of take-over 'of the
works by the purchaser. The date of commencement of the obligations of the
contractor in regard to operation of the works may be fixed having regard to
the other conditions which have to be satisfied before the works can commence
to operate (e.g., availability of the staff to be employed by the purchaser).

42. The parties may sometimes find it difficult to determine the duration of the
obligations to supply spare parts and of maintenance, repair and operation. One
approach may be to provide that these obligations are to continue for a fixed
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period of a relatively long duration, perhaps even for a period covering the
operational lifetime of the works. This approach might be adopted when the
purchaser does not expect that he or other enterprises in his country will develop
the capacity to manufacture spare parts or provide services within a short period
after the take-over of the works. A second approach is to provide that the
obligations are to continue for a fixed period of a relatively short duration and that
they are to be renewed automatically for further periods of the same duration,
unless the renewal is prevented (see paragraph 44, below). If the contractor's
obligations extend over a short period and the purchaser wishes the obligations to
continue after the expiry of that period, he would have to negotiate for their
extension for a further period. That approach may, however, result in hardship for
the purchaser if the contractor does not agree to an extension of the obligations.

43. It may be desirable for the contract to include mechanisms for a modification
of the obligations imposed on the contractor with respect to spare parts,
maintainance, repair and operation, in particular as to the scope of those
obligations and the price payable by the purchaser. The purchaser may increase
his own capabilities, and may wish to assume responsibility for the supply of
certain spare parts or services originally provided by the contractor. Conversely, it
may transpire during the operation ofthe works that the purchaser cannot provide
certain spare parts or services which he had earlier assumed he could provide, and
he may wish the contractor to provide those spare parts or services. Any change in
the scope of obligations undertaken by the contractor will usually require an
adjustment of the price. Accordingly, the contract may provide that the scope of
obligations and the price are to be reviewed periodically and agreed upon by the
parties (e.g., every two years for the duration ofthe obligations, or at each renewal
of the obligations) and that the purchaser is entitled at the review to request a
reduction or increase in the scope of the obligations. The contract may provide
that the contractor is not obligated to comply with a request for increased services
if he does not have the capacity to provide them.

44. Even in cases where the scope of the contractor's obligations is not changed
at a periodic review, a revision of the price payable may be required due to a
change in the cost of the goods and services necessary to discharge those
obligations. The parties may wish to provide that, at each periodic review, changes
in costs are to be taken into account, and a new price agreed upon, if necessary.
Alternatively, the parties may link the price payable to an appropriate price index,
if one is available. The price would then be revised automatically in accordance
with changes in the index (see chapter VII, "Price and payment conditions",
paragraphs 49 to 55). The index should be structured in accordance with the
particular circumstances of the obligation in question. It is usually not suitable to
adopt in respect of the obligations of the contractor dealt with in this chapter the
same index as is used for revision of the price for the construction of the works.

I. Termination

45. The parties may also wish to deal with the termination of the obligations
as to the supply of spare parts, maintenance, repair and operation. Where the
duration of the obligations is a fixed period of a relatively long duration (see
paragraph 42, above), the contract may permit the purchaser to terminate the
obligations prior to the end of that period upon giving the contractor notice in
writing. The contract may provide for the obligations in question to terminate
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upon the expiry of a specified period of time after delivery of the notice by the
purchaser. The period of time should be sufficiently long for the contractor to be
able to phase out the arrangements he has made to fulfil his obligations without
suffering loss. As a further protection to the contractor, it may be provided that
the obligations may be terminated only after the contractor has supplied the
service for a specified length of time. Where the duration of the obligations is a
fixed period which is subject to automatic renewal (see paragraph 42, above), the
contract may provide that the purchaser can prevent that renewal by giving
written notice of non-renewal not later than a specified period of time prior to the
end of the initial or ofa renewed period ofthe contractor's obligations, as the case
may be. Whether the duration of the obligations consists of a single specified
period of time of relatively long duration or of shorter periods of time which are
successively renewed, the purchaser may, in addition, be given the right to
terminate the obligations for convenience at times other than those mentioned
above, subject to the payment of compensation for any loss suffered by the
contractor as a result ofthe termination (see chapter XXV, "Termination of con
tract", paragraphs 17and 18).The purchaser may wish to have such a right to deal
with a situation where he is unexpectedly able to obtain the spare parts and services
at lesser cost from other sources; however, he should not be entitled to cancel
orders that have already been placed at the date of termination (see paragraph 18,
above). The contract may also provide for termination by either party for specified
failures of performance by the other party, such as delay in performance for a
specified period of time or the non-attainment of designated performance
standards. In addition, the contract may provide for termination by either party
for the bankruptcy or insolvency of the other party, or where performance by the
other party is prevented for a specified period of time by exempting impediments
(see chapter XXV, "Termination of contract", paragraph 22).

J. Remedies other than termination

46. The parties may also wish to provide in their contract for a system of
remedies other than termination for the failure by a party to perform
obligations as to the supply of spare parts, maintenance, repair and operation.
They may wish to select such remedies as are appropriate to the obligations in
question out of those which are described in the Guide in connection with a
failure to perform construction obligations (see chapter XVIII, "Delay, defects
and other failures to perform", chapter XIX, "Liquidated damages and penalty
clauses" and chapter XX, "Damages"). Alternatively, they may leave the
remedies to be determined by the law applicable to the contract.

Footnotes to chapter XXVI

'The Economic Commission for Europe (ECE) has prepared a Guide on Drawing Up International
Contracts for Services Relating to Maintenance. Repair and Operation ofIndustrial and Other Works
which will assist parties in drafting a separate contract or contracts dealing with maintenance,
repair and operation (ECEITRADE/154).

"The trade term may be identified by reference to the International Rules for the Interpretation of
Trade Terms (INCOTERMS) prepared by the International Chamber of Commerce (ICe) (ICC
publication No. 350, 1980).
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Chapter XXVll. Transfer of contractual rights and obligations

SUMMARY

The transfer of contractual rights andobligations as considered in this
chapter includes, firstly, the transfer of the contract in its entirety,
whereby a new party is substituted for one of the original parties to the
contract, as well as the transfer of certain specific rights and obligations
under the contract (paragraphs 1 to 4).

The parties may find it advisable for the contract to permit a party to
transfer the entire contract or specific contractual obligations only with
the written consent of the non-transferring party (paragraphs 5. and 6).
The parties, may also wish to make. the transfer of contractual rights
subject to the consent of or, alternatively, the absence of an objection by,
the other party. An exception may be made for the transfer of certain
contractual rights, for example, a transfer by the contractor of his right to
receive payments from the purchaser (paragraph 7).

The contract may contain provisions which seek to safeguard the interests
of the non-transferring party in the event of a transfer, such as a provision
that a transfer by the contractor of his right to receive payments from the
purchaser is subject to the same rights of set-off that the purchaser had
under the works contract in respect of payments. to be made to the
contractor. Also, when a transfer may be made only with the consent of
the non-transferring party, the parties may wish to provide that, in making
the transfer, the transferring party must conform to any conditions subject
to which the consent is given. The contract may require the transferring
party, to give written notification to the non-transferring party of the
transfer (paragraphs 8 to 11).

It may be desirable for' the contract to specify the consequences of a
transfer in violation of the provisions of the contract (paragraph 12).

A. General remarks

1. The transfer of contractual rights: and obligations as considered in this
chapter: includes, firstly, the transfer of the contract in its entirety, whereby a
new party is substituted for one of the original parties to the contract, as well as
the transfer of certain specific obligations and rights under the contract. In the
Guide, a distinction is drawn between the transfer of the entire contract or
specific obligations under it, on the one hand, and the transfer of'contractual
rights, on the other.

2. Most legal systems contain rules governing the right of a party to make
such transfers, as well as defining the legal effects of the transfers. It is usually
possible for the parties to set forth in their contract the terms and .conditions
under which a transfer may be made; nevertheless, in doing so, the parties
ought to bear in mind any mandatory provisions of the applicable law (e.g., a
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requirement that any transfer be subject to the approval of a State authority)
which may circumscribe the right to make a transfer or regulate its legal
consequences.

3. This chapter deals with the voluntary transfer by a party of the contract or
of rights and obligations arising under it, and not with transfers effected by
operation of law. Issues such as the succession, merger and re-organization of
parties, which involve transfers of contractual rights and obligations, are
usually settled under the applicable law, and therefore are not dealt with in this
chapter. Furthermore, where a State is a party to a contract, it will decide
which State enterprise is to implement the contract, and no transfer will occur
on the appointment or change of the implementing State enterprise. The subject
of subcontracting, as conceived in the Guide, is not a transfer of obligations,
and is discussed separately (see chapter XI, "Subcontracting", paragraph I).

4. In considering the terms and conditions governing the transfer of the
contract or rights and obligations arising under it, the parties should bear in
mind the effect of such a transfer on contractual rights and obligations which
either party may have in relation to third persons. For example, if a guarantee
has been given by a third person as security for performance by the contractor,
a transfer of the contractor's obligations which are the subject matter of the
guarantee, without the consent of the guarantor, may invalidate the guarantee.
It is therefore advisable to obtain the consent of the guarantor before the
contractor's obligations are transferred.

B. Transfer of entire contract or of obligations under contract

5. The contractual relationship between parties to a works contract is usually
based upon mutual confidence between them. In particular, the purchaser
normally selects a contractor because of the contractor's skill and experience,
his reputation, his financial strength, and similar factors personal to the
contractor. Significant problems could arise for the purchaser if, for example,
the contractor were able to transfer the contract or certain of his obligations to
a third person who did not possess the same degree of skill and expertise as the
contractor. Similarly, the purchaser could suffer if the contractor made such a
transfer to a subsidiary which had no assets or financial resources of its own
from which damages could be.paid to the purchaserin the event of a failure to
perform. For the contractor's part, he could be put at a disadvantage if the
contract, or the purchaser's contractual obligation in respect of the payment of
the price, were to be transferred by the purchaser to a transferee who was not
able to continue making the required payments.

6. For the foregoing reasons, the parties may find it advisable for the contract
to permit a party to transfer the contract, or specific contractual obligations,
only with the written consent of the non-transferring party. In such a case, the
contract may obligate the transferring party to deliver to the non-transferring
party a written notice of his intention to make the transfer, specifying either
that the entire contract is to be transferred or the specific obligations to be
transferred, the name and address of the proposed transferee and the date when
the proposed transfer would become effective. The contract may prohibit the
transferring party from making the transfer unless the non-transferring party
consents in writing to the transfer.
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C. Transfer of rights under contract

7. The parties may also wish to provide that the written consent of the non
transferring party is required for the transfer of specific contractual rights (cf.
paragraph 6, above). Alternatively, the contract may permit the transferring
party to make the transfer unless the non-transferring party, within a specified
period of time of the delivery to him of a written notice of the intention of the
transferring party to make the transfer, delivers to the transferring party a
written objection to the proposed transfer, specifying reasonable grounds for
the objection. Reasonable grounds for objecting to the transfer of rights under
the contract might arise because the non-transferring party may be impeded by
the transfer in the performance of his corresponding obligation or because the
right transferred may be so closely linked to an obligation that the transfer of
the right places the performance of the obligation in jeopardy. A dispute
between the parties as to whether the grounds are reasonable might be resolved
under the dispute settlement provisions of the contract (see chapter XXIX,
"Settlement of disputes"). The parties may, however, wish to specify exceptions
to the requirement of consent or the absence of a reasonable objection for the
transfer of certain contractual rights. In some instances, the contract might
provide that the purchaser's consent is not necessary for the contractor to
transfer his right to receive payments from the purchaser.' Contractors often
find it necessary to make such transfers in order to borrow funds or obtain the
financing needed to purchase equipment and supplies, to pay labour or cover
other costs of performing the contract, or to benefit from an export credit
guarantee scheme.

D. Other provisions to safeguard interests of parties

8. There are various other provisions which might be incorporated in the
contract in order to safeguard the interests of the parties in the event of a
transfer of the entire contract or specific rights or· obligations under it.
Examples of such provisions are discussed in the following paragraphs.

9. When the contract or certain specific contractual rights and obligations are
transferred, there may be cases in which under the applicable law the non
transferring party does not have the same rights against the transferee which he
had against the transferring party under the works contract. Therefore, the
contract may include provisions which seek to ensure that, in respect of the
contract or of the rights or obligations transferred, the position of the non
transferring party is not prejudiced by the transfer. For example, the works
contract may provide that a transfer by the contractor of his right to receive
payment from the purchaser is subject to the same rights of set-off that the
purchaser had under the works contract in respect of payments to be made to
the contractor. It may be desirable to include such provisions in the works
contract whether or not a transfer is subject to the consent of, or, in the case of
the transfer of rights, the failure to object by, the non-transferring party.

10. Secondly, when the contract does not permit a transfer without the prior
consent of the non-transferring party, the non-transferring party may wish to
make his consent subject to certain conditions. For example, where, under the
applicable law, a transfer of the contract relieves the transferring party from the
performance of his contractual obligations, the non-transferring party may

296



wish to grant his consent only upon the condition that the transferring party
guarantee the performance of those obligations by the transferee. The parties
may wish to provide in their contract that any transfer to which consent is
granted subject to conditions must conform to those conditions."

11. It is important for the non-transferring party to know when a transfer has
been made, Whether or not a proposed transfer is subject to the consent or
failure to object by the non-transferring party, it is advisable that he receive
confirmation that the transfer has, in fact, been made. The contract· may
therefore require the transferring party to notify the non-transferring party in
writing of the transfer, of the date on which it has or is to become effective, and
of the identity of the transferee. The contract may further provide that, until
the non-transferring party receives the notice, he is entitled to treat the
transferring party as the only person entitled to the rights or bound to perform
the obligations under the contract.3

E. Consequences of transfer in violation of contract

12. It may be desirable for the contract to specify the consequences of a
transfer in violation of the provisions of the works contract. The contract may
provide that the transfer shall be of no effect as between the transferring and
non-transferring parties, and, in respect of the rights or obligations purported
to be transferred, that the transferring party remains subject to all the
obligations required of him and all the rights of the non-transferring party
under the works contract." Alternatively, the parties may wish to include in
their contract a provision entitling the non-transferring party to terminate the
contract where the transferring party has violated contract provisions governing
transfer. The contract might also permit the non-transferring party to claim
damages from the transferring party for any loss suffered as a result of a
transfer in violation of the contract (see chapter XX, "Damages").

Footnotes to chapter XXVII

'Illustrative provisions

"(I) Neither party may transfer any of his rights or obligations under this contract to a third
person except as hereinafter provided.

"(2) A party desiring to transfer any of his rights or obligations under the contract shall
deliver to the non-transferring party a written notice of his intention to make the transfer,
specifying the rights or obligations to be transferred, the name and address of the proposed
transferee and the date when the proposed transfer would become effective.

"(3) [Alternative I] The party desiring to make a transfer of any obligations [or rights] under
the contract shall be entitled to do so only if and as of the time when the non-transferring party
consents in writing to the proposed transfer.

"[Alternative 2] The party desiring to rl1ake a transfer of any of his rights under the contract
shall be entitled to do so upon the expiration of [ ] days after delivery of the notice referred to
in paragraph (2) of this article to the non-transferring party, unless, within the said [ ] day
period, the non-transferring party delivers to the party desiring to make the transfer a written
objection to the transfer specifying reasonable grounds for the objection. Any dispute between
the parties as to the reasonableness of the grounds for the objection may be submitted by either
party for settlement in accordance with [the dispute settlement provisions of this contract].
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"(4) However, the contractor may transfer his right to receive payments from the purchaser
under this contract for the purpose of borrowing funds or obtaining financing from a bank or
other financial institution, or to benefit from an export credit guarantee scheme, or for similar
purposes, without regard to the provisions of paragraph (2) or (3) of this article."
2Illustrative provision

"When, under this contract, a transfer by a party is not permitted without the consent of the
non-transferring party, the non-transferring party may specify that the transfer may be made
only if the transferring party fulfills certain conditions, and, in making the transfer, the
transferring party must conform to those conditions."
3Illustrative provision

"Where a party transfers any of his rights or obligations under this contract, he must notify
the non-transferring party of the rights or obligations to be transferred, the name and address of
the transferee and the date on which the transfer has or is to become effective, and, until the
non-transferring party receives the said notice, he is entitled to treat the transferring party as the
only person entitled to the rights or bound to perform the obligations under this contract."
'Illustrative provision

"If a party transfers any of his rights or obligations under this contract in violation of its
provisions, the transfer is of no effect as between the transferring and non-transferring parties,
and, in respect of the rights purported to be transferred, the transferring party remains subject to
all the obligations imposed on him, and to all the rights of the non-transferring party, under this
contract."
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Chapter xxvm. Choice ef law

SUMMARY

The parties may, witltin, certain limits, choose-the legal rules which are to
govern their mutual contractual obligations (paragraphs 1 to 3). In the'
absence of a choice, uncertainty as to those rules may arise from two
factors. The courts of several countries may be competent to decide the
disputes between the parties. Since each court will. apply the rules of
private international law of its. own country, there may be several possible
systems of private international law which could determine the law
applicable to the contract. Secondly, even if it is known which system of
private international law will determine the law applicable to the contract,
the: rules of that system am sometimes too general to enable-the applicable
law to be determined with reasonable certainty (paragraphs 4 to 6).

The parties may therefore wish to provide in the choice-of-law clause that
the law of a particular country iso to govern their contract. Some
difficulties may arise if the parties choose the general principles, of law or
the principles common to some legal systems as the law applicable to their
contract, instead of the law of a particular country (paragraph 9).

In many cases, the parties maywish,to,choose as the applicable law the law of
the country where the works is to be coestructed. In some cases, they may
wish to choose the law of the contractor's country, or of a third country
(paragraph 11). In the case of countries where there are several legal systems
applicable to contracts. (e.g., some Federal States), it may be advisable to
specify which one of those systems is to be applicable (paragraph 12).Certain
factors maybe relevant in making a choice of law (paragraph 13).

Even in eases where the rules of private international law permit the
parties to provide that the legal rules of different legal systems are to apply
to different rights and obligations under the contract, U may be preferable
to choose a single legal system to govern all the rights, and obligations
(paragraph 14). If the parties wish the law applicable to the contract to
consist of the rules existing at the time the contract is entered into,
unaffected by later changes to those rules, they may expressly so provide.
Such provisions will, however, be ineffective if the changes have a
retroactise eharacter which is mandatory (paragraph 15).

Different approaches are possible to drafting a choice-of-law clause. One
approach may be merely to> provide that the contract is to be governed &y
the chosen law. Another approach may be to provide that the chosen law
is to govern the contract, and also to include an illustrative list of the
issues which are to be governed by that law. Yet another approach may be
to provide that the ehosea law is to govern only the issues listed in the
chosen law (paragraph 16).

Ifseveral contractors are to participate in the construction, it is advisable for
the purchaser to choose the same law as the law applicable to the contracts
concluded by him with all the contractors. It is also advisable for the
contractor to choose that same. law as the law applicable to all contracts
concluded by him with sub-eontractors and suppliers (paragraph 19).
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The parties may wish to note the possible application to a works contract
of the United Nations Convention on Contracts for the International Sale
of Goods, and to make appropriate provision for that possibility
(paragraphs 20 and 21).

In addition to legal rules applicable to the contract by virtue of a choice of
law by the parties or by virtue of the rules of private international law,
certain mandatory rules of an administrative or other public nature in
force in the countries of the parties may affect certain aspects of the
construction. The parties should take those rules into account in drafting
the contract (paragraphs 2 and 22). Certain of those rules concern
technical aspects of the works to be constructed, others prohibit or restrict
exports, imports, the transfer of technology and the payment of foreign
exchange, and yet others impose customs duties and taxes on activities
connected with the construction of the works (paragraphs 23 to 25).

A. General remarks

1. The legal rules which govern the mutual contractual obligations of the
parties are referred to in the Guide as "the law applicable to the contract". The
parties may exercise a degree of control over the application of these rules,
since they are permitted under many legal systems to choose by agreement the
law applicable to the contract. Under some legal systems there are certain
restrictions on this choice (see paragraph 7, below).

2. Particular aspects of the construction may be affected by legal rules of an
administrative or other public nature in force in the countries of the parties and
in the country where the works is being constructed (if that country is different

.from the country of the purchaser), whatever be the law applicable to the
contract. Those legal rules may regulate certain matters in the public interest,
for example, safety standards to be observed in construction, protection of the
environment, import, export and foreign exchange restrictions, and customs
duties and taxes (see paragraphs 22 to 25, below).

3. In addition, the extent to which the parties may designate particular issues
to be governed by the chosen law may be limited. For example, regardless of
the choice by the parties of the law applicable to the contract, the law of the
country where equipment or materials are situated may govern the transfer of
ownership of that property, and the law of the country where the site is situated
may govern the transfer of ownership of the works (see chapter XV, "Transfer
of ownership of property", paragraph 3). The question of which legal system's
procedural rules are to govern arbitral or judicial proceedings for the settlement of
disputes arising in connection with the contract is discussed in chapter XXIX,
"Settlement of disputes", paragraphs 8, 33 and 52.

B. Choice of law applicable to contract

4. It is advisable for the parties to choose the law applicable to the contract. If
they do not do so, there may be uncertainty as to what law applies, making it
difficult for the parties to comply with the appropriate legal rules during the
performance of their contractual obligations. The uncertainty in the absence of
a choice of law arises from two factors.
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5. First, the law applicable to the contract is determined by the application of
rules of private international law of a national legal system. When a dispute
arises concerning the contract or its performance which is to be settled in
judicial proceedings, the rules of private international law applied by the court
settling the dispute will determine the law applicable to the contract. A court
will apply the rules of private international law of its own country. If there is
no exclusive jurisdiction clause agreed upon in the contract (see chapter XXIX,
"Settlement of disputes", paragraph 52), the courts of several countries may be
competent to decide disputes arising between the parties, and there may
therefore be several possible systems of private international law which could
determine the law applicable to the contract. When disputes are to be settled in
arbitral proceedings, the arbitral tribunal will determine what law is applicable.
Unless the parties have chosen the law applicable to the contract, it may
sometimes be difficult to predict what law will be determined to be the law
applicable to the contract on the basis of a system of private international law
which the arbitral tribunal will consider to be appropriate.

6. The second factor producing uncertainty as to the law applicable to the
contract is that, even if it is known which system of private international law
will determine the law applicable to the contract, the rules of that system may
be too general or vague to enable the law applicable to a works contract to be
determined with reasonable certainty.

7. The extent to which the parties are allowed to choose the law applicable to
the contract will be determined by the rules of the relevant system of private
international law. Under some systems of private international law, the
autonomy of the parties is limited and they are only permitted to choose a legal
system which has some connection with the contract, such as the legal system
of the country of one of the parties or of the place of performance. Since a
court which is to settle a dispute will apply the rules of private international law
in force in its country, the parties should agree upon a choice of law which
would be upheld by the rules of private international law in the countries whose
courts might be competent to settle their disputes. If the parties agree upon an
exclusive jurisdiction clause, they should be particularly sure that a court in the
chosen jurisdiction will uphold their choice of law.

8. Under other systems of private international law, the parties are permitted
to choose the law applicable to the contract without those restrictions. If a
dispute is settled in arbitral proceedings, the law chosen by the parties will
normally be applied by the arbitrators.

9. In general, it is advisable for the parties to choose the law of a particular
country to govern their contract. The rules of private international law of a
country where legal proceedings may be instituted in the future may not recognize
the validity of a choice of general principles of law or of principles common to
several legal systems (e.g., of the countries of both parties). Even if such a choice
would be valid, it may be difficult to identify principles oflaw which could resolve
disputes of the type arising in connection with a works contract. Nevertheless,
such a choice may be practical and feasible in certain circumstances.

10. In many legal systems, a choice-of-law clause is interpreted as not to
include the application of the rules of private international law of the chosen
legal system even if the clause does not expressly so provide. However, if that
interpretation is not certain, the parties may wish to indicate in the clause that
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the substantive legal rules of the legal system they have chosen are to apply to
the contract. Otherwise, the choice of the legal system maybe interpreted as
including the private international law rules of that legal system and those rules
might provide that the substantive rules of another legal system are to apply to
the contract.

11. In many cases, the parties may wish to choose as the law applicable to the
contract the law of the country where the works is to be constructed, or the law
of the purchaser's country, if that country is different from the country where
the works is to be constructed. In some works contracts, the parties may wish
to choose the law of the contractor's country. In other contracts, the parties
may prefer to choose the law of a third country which is known to both parties
and which deals in an appropriate manner with the legal issues arising from
works contracts. If the contract provides for the exclusive jurisdiction of the
courts of a particular country to settle disputes arising under the contract, the
parties may wish to choose the law of that country as the law applicable to the
contract. This could expedite judicial proceedings and make them less
expensive, since a court will normally have less difficulty in ascertaining and
applying its own law than the law of a different country.

12. In the case of countries where there are several legal systems applicable to
contracts (as in some federal States), it may be advisable to specify which one
of those legal systems is to be applicable in order to avoid uncertainty.

13. The parties may also wish to take the following factors into consideration
in choosing the law applicable to the contract:

(0) The parties' knowledge of, or possibility ofgaining knowledge of, the law;

(b) The capability of the law to settle in an appropriate manner the legal
issues arising from a works contract;

(c) The extent to which the law contains mandatory rules which would
prevent the parties from settling in the contract, and in accordance with their
needs, issues arising from the contract.

14. Under the rules of private international law of some legal systems, the
parties are permitted to provide that the legal rules of different legal systems
are to apply to different legal issues or different rights and obligations under
the contract. Parties sometimes do so because they believe that certain issues
are handled in a better way under one legal system than under another or
because substantial portions of the contract are to be performed in different
countries. If the parties do so, however, difficulties may arise, since the legal
rules of the different legal systems may not be in harmony, producing gaps or
inconsistencies in the application of the rules to the contract. Therefore, the
parties may wish to choose a single legal system to constitute the law applicable
to the contract and govern all their contractual rights and obligations, unless
the countervailing factors are particularly important.

15. Changes in the legal rules which govern the rights and duties of parties to
a contract mayor may not be retroactive; if they are not retroactive, contracts
entered into before the changes come into force are not affected by the changes.
If the parties wish that only the legal rules existing at the time the contract is
entered into are to apply to the contract, they may expressly so provide in the
contract. However, parties should be aware that such a restriction will not be
effective if the retroactive character of the changes is mandatory.

302



16. Different approaches are possible with respect to the drafting of a choice
of-law clause. One approach may be merely to provide that the contract is to be
governed by the chosen law. 1 This approach may be sufficient if it is clear that
the body chosen to settle disputes between the parties will apply the chosen law
to all the issues which the parties desire to be regulated by it. A second
approach may be to provide that the chosen law is to govern the contract, and
also to include an illustrative list of the issues which are to be governed by that
law.! This approach may be useful if the parties consider it desirable to ensure
that the issues contained in the illustrative list in particular will be governed by
the chosen law. A third approach may be to provide that the chosen law is to
govern only the issues listed in the clause." This approach may be used if the
parties wish to delimit clearly the issues to be governed by the chosen law.
Under this approach, the issues not set forth in the clause will be governed by a
law determined by the applicable rules of private international law (see
paragraph 5, above).

17. Under the systems of private international law of some countries, a
choice-of-law clause may be considered as an agreement separate from the rest
of the contract between the parties. Under those systems, the choice-of-law
clause will remain valid even if the rest of the contract is invalid, unless the
grounds for invalidity also extend to the choice-of-law clause. Where the
contract is invalid but the choice-of-law clause remains valid, the formation,
the lack of validity, and the consequences of the invalidity of the contract will
be governed by the chosen law.

18. Under some systems of private international law, the chosen law may
govern the prescription of rights, while under other systems rules relating to
prescription (limitation ofactions) are of a procedural character and cannot be
chosen by the parties in their contract; in those cases, the procedural rules of
the place where the legal proceedings are brought will apply.

19. The choice by the parties of the law applicable to the contract relates only
to the legal rules governing their mutual contractual rights and obligations; that
choice will usually not directly affect the law applicable to rights and duties of
persons who are not parties to the works contract (e.g., subcontractors,
personnel employed by the contractor or the purchaser, or the creditors of a
party). If several contractors are to participate in the construction (see chapter 11,
"Choice of contracting approach", paragraphs 17 to 25) it may be desirable for
the purchaser to choose the same law as the law applicable to each of the
contracts concluded with all the contractors in order to harmonize and co
ordinate the performances by the contractors under those contracts, and to
harmonize the legal results of a failure to perform. For similar reasons, it is
advisable for the contractor to choose that same law as the law applicable to all
contracts relating to the construction of the works concluded by him with
subcontractors and with suppliers.

20. The parties may wish to note that the United Nations Convention on
Contracts for the International Sale of Goods" applies to contracts of sale of
goods when the parties have their places of business in different States and
those States are parties to the Convention, or when the rules of private
international law lead to the application of the law of a Contracting State, e.g.,
when the parties choose the law of a Contracting State (article 1). Article 3 of
the Convention provides that contracts for the supply of goods to be
manufactured or produced are to be considered as sales contracts, subject to
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two exceptions. Firstly, the Convention does not apply to contracts in which
the preponderant part of the obligations of the contractor consists in the supply
of labour or other services. Secondly, the Convention does not apply to
contracts for the supply of goods to be manufactured or produced if the party
who orders the goods undertakes to supply a substantial part of the materials
necessary for such manufacture or production. By virtue of these articles, it
may be considered that the Convention can apply to some works contracts. If
the application of article 3 to the circumstances of a particular works contract
leaves it uncertain whether the Convention will apply to the contract, the
parties may wish expressly to resolve that uncertainty.

21. While the Convention does not settle special issues connected with a
works contract, it gives a framework for solving many of the general issues
arising under such contracts. Furthermore, under the Convention the parties
are permitted to exclude the application of the Convention and, except to a
very limited extent, to derogate from or to vary the effect of any of its
provisions (article 6). Accordingly, the parties are free to adapt the provisions
of the Convention to the needs of their contract.

C. Mandatory legal rules of public nature

22. In addition to legal rules applicable by virtue of a choice of law by the
parties, or by virtue of the rules of private international law, certain rules of an
administrative or other public nature in force in the countries of the parties and
in other countries (e.g., the country of a subcontractor) may affect certain
aspects of the construction. These rules, which are often mandatory, are usually
addressed to all persons resident in or who are citizens of the State which issued
the rules, and sometimes to foreigners transacting certain business activities in
the territory of the State. They may be enforced priinarily by administrative
officials. Their purpose is to ensure compliance with the economic, social,
financial or foreign policy of the State. The parties should therefore take them
into account in drafting the contract.

23. Certain of these legal rules concern technical aspects of the works to be
constructed. They often relate to safety requirements for the operation of the
works, environmental protection and health and labour conditions. The rules
should be taken into consideration in designing the works. If the rules are
changed, or new rules are issued after the contract is entered into, a variation of
the construction may be needed (see chapter XXIII, "Variation clauses"). In
addition, there may exist legal rules which concern only the construction
process, e.g., safety standards for machinery, tools and facilities to be used for
effecting construction. These issues are dealt with in chapter IX, "Construction
on site", paragraph 3.

24. Other legal rules prohibit or restrict exports, imports, the transfer of
technology and the payment of foreign exchange. As a result of the operation
of those rules, a contract may be invalid, terminated, or legally impossible to
perform (see chapter XXI, "Exemption clauses", paragraph 1, and chapter XXV,
"Termination of contract", paragraph 22). Issues concerning the obtaining of
licences needed for the supply of equipment and materials are discussed in
chapter VIII, "Supply of equipment and materials", paragraphs 17 and 18,
issues concerning foreign exchange restrictions in chapter VII, "Price and
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payment conditions", paragraph 4, and issues concerning transfer of technology
in chapter VI, "Transfer of technology", paragraph 8. The obligation to obtain
an official approval needed for using the site for construction is discussed in
chapter IX, "Construction on site", paragraph 8.

25. Legal rules also exist imposing customs duties and taxes on activities
connected with the construction of the works. These rules could have important
financial implications for the construction. Customs duties are dealt with in
chapter VIII, "Supply of equipment and materials", paragraphs 15 and 16, and
taxes in chapter VII, "Price and payment conditions", paragraph 5.

Footnotes to chapter XXVIII

'Hlustrattve provision
"The law of ... (specify a country, or, when a country has more than one territorial unit each

with its own laws, a particular territorial unit) [as in force on ... (specify date the contract is
entered into)] is to govern this contract. [The rules of private international law of ... (specify
same country or territorial unit as specified above) do not apply.]"
2Illustrative provision

"The law of ... (specify country or territorial unit) [as in force on ... (specify date the
contract is entered into)] is to govern this contract, and in particular the formation of the
contract, the validity of the contract and the consequences of its invalidity."
311lustrative provision

"The law of ... (specify country or territorial unit) [as in force on ... (specify date the
contract is entered into)] is to govern [the formation of the contract] [the validity of the contract
and the consequences of its invalidity] [the interpretation of the contract] [the rights and
obligations of the parties arising from the contract] [the passing of risk of loss or damage] [the
failure to perform the contract and the consequences of a failure] [the prescription of rights] [the
variation of contractual rights and obligations] [the suspension of contractual rights and
obligations] [the transfer and extinction of contractual rights and obligations] [the termination
of the contract]."
·See United Nations Convention on Contracts for the International Sale of Goods, Official

Records of the United Nations Conference on Contracts for the International Sale of Goods (United
Nations publication, Sales No.E.8I.IV.3).
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Chapter XXIX. Settlement of disputes

SUMMARY

Disputes that arise under works contracts frequently present problems
that do not often exist in disputes arising under other types of contracts
(paragraphs I to 3). The mechanisms provided in the contract for the
settlement of disputes might include negotiation (section B), conciliation
(section C), arbitration (section E) or judicial proceedings (section F). A
referee may also be authorized to settle disputes (section D).

It may be desirable for the contract to provide some means to facilitate the
settlement of two or more related claims in the same proceedings
(paragraph 4).

The most satisfactory method of settling disputes is usually by negotiation
between the parties (paragraphs 10 and 11). If the parties fail to settle their
dispute through negotiation, they may wish to attempt to do so through
conciliation before resorting to arbitral or judicial proceedings. The
parties may wish to provide for conciliation under the UNCITRAL
Conciliation Rules (paragraphs 12 to IS).

The parties may wish to provide for disputes that cannot legally or
conveniently be settled in arbitral or judicial proceedings to be referred
to a referee. The procedure followed by the referee may be quite
informal and expeditious. However, there may exist only limited legal
safequards to ensure that the proceedings are conducted impartially and
with due care. In addition, in contrast to an arbitral award or judicial
decisions, it may not be possible to enforce a decision by a referee
(paragraphs 16 to 21).

Disputes arising from works contracts are frequently settled through
arbitration. Arbitration may be conducted only on the basis of an
agreement by the parties to arbitrate. Such an agreement may take the
form of an arbitration clause included in the contract (paragraph 24). The
parties may wish to compare the advantages and disadvantages of arbitral
proceedings with those of judicial proceedings (paragraphs 22 and 23).

It would be advisable for the contract to indicate what disputes are to be
settled by arbitration. It might also authorize the arbitral tribunal to order
interim measures. It is desirable for the arbitration agreement to obligate
the parties to implement arbitral decisions (paragraphs 25 to 27).

The parties may select the type of arbitration that best suits their needs.
They may establish by agreement the procedural rules to govern their
arbitral proceedings, such as the UNCITRAL Arbitration Rules (para
graphs 30 to 36). In addition, they may wish to settle various practical
matters relating to the arbitral proceedings, including the number and
appointment of arbitrators, the place of arbitration and the language of
the proceedings (paragraphs 37 to 49).

Where the parties wish their disputes to be settled in judicial proceedings,
it may be advisable for the contract to contain an exclusive jurisdiction
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clause to reduce the uncertainties connected with judicial settlement. The
validity and effect of the exclusive jurisdiction clause should be considered
in the light of the law of the country of the selected court, as well as the
law of the countries of the two parties (paragraphs 50 to 53).

A. General remarks

1. Disputes that arise under works contracts frequently present problems that
do not often exist in disputes arising under other types of contracts. This is due
to the complexity of works contracts, the fact that they are to be performed
over a long period of time and the fact that a number of enterprises may
participate in the construction. In addition, disputes under works contracts
may concern highly technical matters connected with the construction processes
and with the technology incorporated in the works. Disputes that arise during
the construction must be settled speedily in order not to disrupt the
construction. These considerations ought to be taken into .account by the
parties in determining the dispute settlement mechanisms to be provided in the
contract.

2. The issue that most frequently gives rise to disputes under a works contract
is whether a party has failed to perform his contractual obligations and, if so,
the legal consequences of his failure. However, other questions often arise for
which it is advisable to provide an appropriate settlement mechanism in the
contract. For example, the contract may provide for its terms to be changed or
supplemented in certain circumstances. Questions may arise as to whether those
circumstances have occurred and, if so, how the contractual terms should
be changed or supplemented (see chapter XXII, "Hardship clauses" and
chapter XXIII, "Variation clauses"). The contract may alsoprovide for a party
to give his consent to certain actions by the other party. If the party improperly
withholds his consent, the question may arise whether an arbitral tribunal or
court can substitute its own consent for that of the withholding party.
Questions may also arise whether interim measures should be taken pending
the final settlement of certain disputes (see paragraphs 21 and 26, below).

3. Under some legal systems, courts and arbitrators are not competent to
change or supplement contractual terms or to substitute their own consent for a
consent improperly withheld by a party. Under other legal systems, courts and
arbitrators may do so only if they are expressly so authorized by the parties.
Under yet other legal systems, arbitrators may do so but courts may not.
Where the law applicable to the contract or to the proceedings does not permit
courts or arbitrators to change contractual terms, the parties may wish to
provide other means of changing certain terms, when it is feasible to do so. For
example, they may provide for the contract price to change automatically by
means of an index clause when the price levels of equipment, materials or
labour change (see chapter VII, "Price and payment conditions", paragraphs 49
to 55). They may provide for other contractual terms to be changed or
supplemented by means of procedures before areferee (see section D, below).
Where courts or arbitrators do not have the power to substitute their consent for
a consent improperly withheld by a party, the contract may provide that a party
may withhold his consent only upon specified grounds, and that, in the absence
of those grounds, the consent is deemed to be given. Courts or arbitrators would
then have to decide only whether the specified grounds existed.
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4. Disputes involving several enterprises may arise in connection with the
construction. For example, where the purchaser alleges that the construction is
defective, it may be uncertain which of several contractors engaged by him is
liable. If the purchaser pursues individual claims against each contractor and
those claims are settled in separate proceedings by different courts or
arbitrators, those proceedings may result in inconsistent decisions. This could
occur even if the same law governs all of the contracts and could result, for
example, from the application of different procedural rules or from different
evaluations of the relevant evidence. Settlement of all related claims in the same
proceedings could prevent inconsistent decisions, facilitate the taking of
evidence, and reduce costs. However, multi-party proceedings tend to be more
complicated and less manageable, and a party may find it more difficult to plan
and present his case in such proceedings. Many legal systems provide a means
for disputes involving several parties to be settled in the same multi-party
judicial proceedings. In order to enable disputes involving several enterprises to
be settled in multi-party judicial proceedings, it may be desirable for all
contracts entered into by the purchaser for the construction of the works to
contain a clause conferring exclusive jurisdiction on a court which has the
power to conduct multi-party proceedings (see paragraphs 51 to 53, below). It
is more difficult to structure multi-party proceedings when arbitration is to be
used for the settlement of disputes. However, some of the benefits of multi-party
proceedings might be achieved if the same arbitrators were appointed to settle
disputes arising under all contracts concerning the construction of the works.

5. In general, it is desirable for the parties initially to attempt to settle their
disputes through negotiation (see section B, below). The parties could, if they so
desired, continue to negotiate even after other means of dispute settlement had
been initiated. In some cases in which the parties have referred a dispute to
conciliation (see section C, below) and arbitral or judicial proceedings are there
after initiated, they might still find it useful to continue with the conciliation.

6. It is often desirable for disputes arising under a works contract to be settled
by arbitration: a process by which parties refer disputes that might arise
between them or that have already arisen for binding decision by one or more
impartial persons (arbitrators) selected by them (see section E, below). In
general, arbitral proceedings may be initiated only on the basis of an
arbitration agreement. Generally, the parties are obligated to accept the
arbitrator's decision (arbitral award) as final and binding. The arbitral award is
usually enforceable in a manner similar to a court decision. In the absence of
an arbitration agreement, disputes between the parties will have to be settled in
judicial proceedings (see section F, below).

7. Disputes may arise under a works contract that are not within the legal
competence of courts or arbitral tribunals (see paragraph 3, above) or that
cannot conveniently be settled in arbitral or judicial proceedings (for example,
disputes of a technical nature that need to be resolved more speedily than is
possible in arbitral or judicial proceedings). The parties may wish to provide
for such disputes to be settled by a third party (referred to in the Guide as "a
referee"; see section D, below; see also paragraph 3, above).

8. In considering which method or methods of dispute settlement to provide
in the contract, the parties should carefully consider the law that would govern
the methods being considered. In particular, they should ascertain the scope of
the authority that may be exercised by judges, arbitrators ora referee under the

308



law applicable to the procedures. They should also consider the extent to which
a decision of a referee, arbitral award or judicial decision is enforceable in the
countries of the parties. The fact that one party to the works contract is a State
or State enterprise may also be a factor influencing the method of dispute
settlement to be provided.

9. The implementation of a works contract usually includes on-going
discussions between the parties that may permit many problems and misunder
standings to be resolved without recourse to dispute settlement proceedings.
The parties may wish to require that, if a party intends to have recourse to
dispute settlement proceedings other than negotiation, he must notify the other
party in writing of that intention.

B. Negotiation

10. The most satisfactory method of settling disputes is usually by negotiation
between the parties. An amicable settlement reached through negotiation may
avoid disruption of the business relationship between them. In addition, it may
save the parties the considerable cost and the generally greater amount of time
that are normally required for the settlement of disputes by other means.

11. Even though the parties may wish to attempt to settle their disputes
through negotiation before invoking other means of dispute settlement, it may
not be desirable for the contract to prevent a party from initiating other means
of settlement until a period of time allotted for negotiation has expired.
Furthermore, if the contract provides that other dispute settlement proceedings
may not be initiated during the negotiation period, it is advisable to permit a
party to initiate other proceedings even before the expiry of that period in
certain cases, e.g., where a party states in the course of negotiations that he is
not prepared to negotiate any longer, or where the initiation of arbitral or
judicial proceedings before the expiry of the negotiation period is needed in
order to prevent the loss or prescription of a right. It is advisable for the
contract to require a settlement reached through negotiation to be reduced to
writing.

C. Conciliation

12. If the parties fail to settle a dispute through negotiation, they may wish to
attempt to do so through conciliation before resorting to arbitral or judicial
proceedings. The object of conciliation is to achieve an amicable settlement of
the dispute with the assistance of a neutral conciliator respected by both
parties. In contrast to an arbitrator or judge, the conciliator does not decide a
dispute; rather, he assists the parties in reaching an agreed settlement, often by
proposing solutions for their consideration.

13. Conciliation is non-adversarial. Consequently, the parties are more likely
to preserve the good business relationship that exists between them than in
arbitral or judicial proceedings. Conciliation may even improve the relationship
between the parties, since the scope of the conciliation and the ultimate
agreement of the parties may go beyond the strict confines of the dispute that
gave rise to the conciliation. On the other hand, a potential disadvantage of
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conciliation is that, if the conciliation were to fail, the money and time spent on
it might have been wasted. That disadvantage might be reduced to some extent
if the contract did not require the parties to attempt conciliation prior to
initiating arbitral or judicial proceedings, but merely permitted a party to
initiate conciliation proceedings. Conciliation would take place only in cases
where there existed a real likelihood of reaching an amicable settlement.

14. If the parties provide for conciliation in the contract, they will have to
settle a number of issues for the conciliation to be effective. It is not feasible to
settle all of those issues in the body of the contract; rather, the parties may
incorporate into their contract, by reference, a set of conciliation rules prepared
by an international organization, such as the UNCITRAL Conciliation Rules.1

15. In a variation of conciliation, the parties may wish to consider appointing
before the commencement of construction one or more persons with expertise
and experience in resolving questions normally encountered in the construction
of a works. These persons may be furnished with periodic reports on the
progress of construction and informed immediately of differences arising
between the parties on matters connected with the construction. They may meet
with the parties on the site, either at regular intervals or when the need arises,
to consider differences that have arisen and to suggest possible ways of
resolving those differences. In such a conciliation process, the parties may be
free to accept or reject the suggestions of the body and to initiate judicial or
arbitral proceedings at any time, especially if such initiation is needed in order
to prevent the loss or prescription of a right. The establishment of such a body
may .prevent misunderstandings or differences between the parties from
developing into formal disputes requiring settlement in arbitral or judicial
proceedings.

D. Proceedings before a referee

16. The parties may wish to consider providing for certain types of disputes to
be settled by a .referee, Proceedings before a referee can be quite informal and
expeditious, and tailored to suit the characteristics of the dispute that he is
called upon to settle. Many legal systems do not regulate proceedings before
a referee; others regulate them only to a very limited extent. In particular,
the law applicable to the proceedings may provide only limited legal
safeguards to ensure that the proceedings are conducted impartially and with
due care. In addition, under many legal systems, the referee's decision
cannot be enforced, since it does not have the status of an arbitral award or a
judicial decision. A few international organizations and trade associations have
developed rules concerning the use of a referee in the settlement of disputes, but
those rules generally deal with only some aspects of the matter. Therefore, if
the parties contemplate providing for proceedings before a referee, it will be
necessary for them to settle various aspects of those proceedings in their
contract.

17. It is advisable for the contract either to name the referee, or to set forth
the procedure by which he is to be appointed..That procedure may be similar to
the procedure for the appointment of arbitrators (see paragraph 40, below). In
some cases, the consulting engineer may be named or appointed as referee (see
chapter X, "Consulting engineer").
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18. It would be desirable for the contract to delimit as precisely as possible
the authority conferred upon the referee. It may specify the functions to be
performed by him, and the type of issues with which he may deal. It is desirable
to restrict the referee's authority to issues of a predominantly technical
character. A possible way of expressing such a restriction in the contract is to
include a list of technical issues with which the referee is authorized to deal.

19. With regard to the nature of the referee's functions, the contract might
authorize him to make findings of fact and to order interim measures. The
contract might also authorize him to change or supplement terms of the
contract when he may be permitted to do so under the law applicable to the
contract (see paragraph 3, above). The parties may wish to consider whether
the referee should be authorized to decide on the substance of certain types of
disputes (e.g., disputes as to whether completion tests or performance tests were
successful, or as to grounds asserted by the contractor for objecting to a
variation ordered by the purchaser), or whether the settlement of those disputes
should be left to arbitrators or courts.

20. To the extent they are permitted to do so by the law applicable to the
proceedings, the parties might wish to deal in the contract with the relationship
between proceedings before a referee and proceedings before a court or arbitral
tribunal. For example, the contract might provide that disputes within the
scope of the referee's authority must first be submitted to him for resolution
and that arbitral or judicial proceedings cannot be initiated until the expiration
of a specified period of time after submission of the dispute to the referee.

21. The law governing arbitral or judicial proceedings may determine the
extent to which the parties may authorize arbitrators or a court to review a
decision of the referee. Excluding such review has the advantage that the
referee's decision would be immediately final and binding. However, permitting
such a review gives the parties greater assurance that the decision will be
correct. The advantages of both approaches may be combined to some extent
by providing that the referee's decision is binding on the parties unless a party
initiates arbitral or judicial proceedings within a short specified period of time
after the referee's decision is delivered to him. If they are permitted to do so,
the parties might specify that findings of fact made by a referee cannot be
challenged in arbitral or judicial proceedings. The contract might also obligate
the parties to implement a decision by the referee concerning interim measures
or a decision on the substance of certain specified issues; if the parties fail to do
so, they will be considered as having failed to perform a contractual obligation.

E. Arbitration

1. Considerations as to whether to conclude arbitration agreement

22. There are various reasons why arbitration is frequently used for settling
disputes arising under international works contracts. Arbitral proceedings may
be structured by the parties so as to be less formal than judicial proceedings
and better suited to the needs of the parties and to the specific features of the
disputes likely to arise under the contract. The parties can choose as arbitrators
persons who have expert knowledge of international construction contracts.
They may choose the place where the arbitral proceedings are to be conducted.
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They can also choose the language or languages to be used in the arbitral
proceedings. In addition, the parties can choose the law applicable to the
contract, and that choice will almost always be respected by the arbitrators; the
same is not always true of judicial proceedings (see chapter XXVIII, "Choice of
law", paragraphs 7 and 8). Where parties agree to arbitration, neither party
submits to the courts of the State of the other party. Arbitral proceedings may
be less disruptive of business relations between the parties than judicial
proceedings. The proceedings and arbitral awards can be kept confidential,
while judicial proceedings and decisions usually cannot. Arbitral proceedings
tend to be more expeditious and, in some cases, less costly than judicial
proceedings. It may be noted, however, that some legal systems provide for
summary judicial proceedings for certain types of disputes (e.g., those involving
a sum of money not exceeding a certain amount), although many disputes
arising under a works contract will not qualify for settlement under such
proceedings. Finally, as a result of international conventio.is that assist in the
recognition and enforcement of foreign arbitral awards, those awards are
frequently recognized and enforced more easily than foreign judicial decisions. 2

23. On the other hand, an arbitral award may be set aside in judicial
proceedings. The initiation of those proceedings will prolong the final
settlement of the dispute. However, under many legal systems, an arbitral
award may be set aside only on a limited number of grounds, for example that
the arbitrators lacked authority to decide the dispute, that a party could not
present his case in the arbitral proceedings, that the rules applicable to the
appointment of arbitrators or to the arbitral procedure were not complied with,
or that the award was contrary to public policy. It may also be noted that, in
some legal systems, it is not possible for parties to preclude courts from settling
certain types of disputes.

2. Provisions ofarbitration agreement

(aJ Scope ofarbitration agreement and mandate ofarbitral tribunal

24. In general, arbitral proceedings may be conducted only on the basis of an
agreement by the parties to arbitrate. The agreement may be reflected either in an
arbitration clause included in the contract or in a separate arbitration agreement
concluded by the parties before or after a dispute has arisen. Since it may be more
difficultto reach an agreement to arbitrate after a dispute has arisen, it is advisable
either to include an arbitration clause in the contract or to enter into a separate
arbitration agreement at the time of entering into the contract. However, under
some legal systems, an agreement to arbitrate is procedurally and substantively
effective only if it is concluded after a dispute has arisen.

25. It would be advisable for the contract to indicate what disputes are to be
settled by arbitration. For example, the arbitration clause may stipulate that all
disputes arising out of or relating to the contract or the breach, termination or
invalidity thereof are to be settled by arbitration. In some cases, the parties may
wish to exclude from that wide grant of jurisdiction certain disputes that they
do not wish to be settled by arbitration.

26. If permitted under the law applicable to the arbitral proceedings, the
parties may wish to authorize the arbitral tribunal to order interim measures
pending the final settlement of a dispute. However, under some legal systems,
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arbitral tribunals are not empowered to order interim measures. Under other
legal systems, where interim measures can be ordered by an arbitral tribunal,
they cannot be enforced; in those cases, it may be preferable for the parties to
rely on a court to order interim measures. Under many legal systems, a court
may order interim measures even if the dispute is to be or has been submitted
to arbitration.

27. It is desirable for the arbitration agreement to obligate the parties to
implement arbitral decisions, including decisions ordering interim measures.
The advantage of including such an obligation in the contract is that under
some legal systems, where an arbitral award is not enforceable in the country of
a party, a failure by the party to implement an award when obligated to do so
by the contract might be treated in judicial proceedings as a failure by the party
to perform a contractual obligation.

28. If judicial proceedings are instituted in respect of a dispute that is covered
by an arbitration agreement that is recognized to be valid, upon a timely
request the court will normally refer the dispute to arbitration. However, the
court may retain the authority to order interim measures and will normally be
entitled to control certain aspects of arbitral proceedings (e.g., to decide on a
challenge to arbitrators) and to set aside arbitral awards on certain grounds
(see paragraph 23, above).

29. It is advisable for the parties to be cautious about authorizing the arbitral
tribunal to decide disputes ex aequo et bono or to act as amiable compositeur,
since arbitrators are not permitted to do so under some legal system's. In
addition, such authorizations may be interpreted in different ways and lead to
legal insecurity. For example, the terms might be interpreted as authorizing the
arbitrators to be guided either only by principles of fairness, justice or equity,
or, in addition, by those provisions of the law applicable to the contract
regarded in the legal system of that law as fundamental. An additional source
of uncertainty may be whether the arbitrators, applying the principles
mentioned above, may disregard certain terms' of the contract. If the parties
wish to authorize the arbitral tribunal to decide disputes without applying all
legal rules of a State to the contract, they may wish to specify the standards or
rules according to which the arbitral tribunalis to decide the substance of the
dispute and to obligate the arbitraltribunal to apply the terms of the contract
and the relevant usages of international trade.

(b) Type ofarbitration and appropriate procedural rules

30. The parties are able to select the type of arbitration that best suits their
needs. It is desirable that they agree on appropriate rules to govern their
arbitral proceedings. There is a wide range of arbitration systems available,
with varying degrees of involvement of permanent bodies (e.g., arbitration
institutions, courts of arbitration, professional or trade associations and
chambers of commerce) or third persons (e.g., presidents of courts of
arbitration or of chambers of commerce). At one end of the spectrum is the
pure ad hoc type of arbitration, which does not involve a permanent body or
third person in any way. This means, in practical terms, that no outside help is
available (except, perhaps, from a national court) if, for example, difficulties
are encountered in the appointment or challenge of an arbitrator. Moreover,
any necessary administrative arrangements have to be made by the parties or
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the arbitrators themselves. At the other end of the spectrum there are
arbitrations fully administered and supervised by a permanent body, which
may review terms of reference and the draft award and may revise the form of
the award and make recommendations as to its substance.

31. Between these two types of arbitration there is a considerable variety of
arbitration systems, all of which involve an appointing authority but differ as
to the administrative services that they provide. The essential, although not
necessarily exclusive, function of an appointing authority is to compose or
assist in composing the arbitral tribunal (e.g., by appointing the arbitrators,
deciding on challenges to an arbitrator or replacing an arbitrator). Administra
tive or logistical services, which may be offered as a package or separately,
could include the following: forwarding written communications of a party or
the arbitrators; assisting the arbitral tribunal in establishing and notifying the
date, time and place of hearings and other meetings; providing, Of arranging
for, meeting rooms for hearings or deliberations of the arbitral tribunal;
arranging for stenographic transcripts of hearings and for interpretation during
hearings and possibly translation of documents; assisting in filing or registering
the arbitral award, when required; holding deposits and administering accounts
relating to fees and expenses; and providing other secretarial or clerical
assistance.

32. Unless the parties opt for pure ad hoc arbitration, they may wish to agree
on the body or person to perform the functions that they require. Among the
factors worthwhile considering in selecting an appropriate body or person are
the following: willingness to perform the required functions; competence, in
particular in respect of international matters; appropriateness of fees measured
against the extent of services requested; seat or residence of the body or person
and possible restriction of its services to a particular geographic area. The latter
point should be viewed in conjunction with the probable or agreed place of
arbitration (see paragraphs 41 to 47, below). However, certain functions (e.g.,
appointment) need not necessarily be performed at the place of arbitration, and
certain arbitral institutions are prepared to provide services in countries other
than those where they are located.

33. In most cases, the arbitral proceedings will be governed by the law of the
State where the proceedings take place. Many States have laws regulating
various aspects of arbitral proceedings. Some provisions of these laws are
mandatory; others are non-mandatory. In selecting the place of arbitration (see
paragraphs 41 to 47, below), the parties may wish to consider the extent to
which the law of a place under consideration recognizes the special needs and
features of international commercial arbitration and, in particular, whether it is
sufficiently liberal to allow the parties to tailor the procedural rules to meet
their particular needs and wishes while at the same time ensuring that the
proceedings are fair and efficient. A recent trend in this direction, discernible
from modem legislation in some States, is being enhanced and fortified by the
UNCITRAL Model Law on International Commercial Arbitration.' The
UNCITRAL Model Law is becoming increasingly accepted by States of
different regions and different legal and economic systems.

34. Since the procedural rules in the arbitration laws of some States are not
necessarily suited to the particular features and needs of international
commercial arbitration, and since, in any case, those laws do not contain rules
settling all procedural questions that may arise in relation to arbitral
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proceedings, the parties may wish to adopt a set of arbitration rules to govern
arbitral proceedings under their contract. When the parties choose to have their
arbitrations administered by an institution, the institution may require the
parties to use the rules of that institution, and may refuse to administer a case if
the parties have modified provisions of those rules that the institution regards
as fundamental to its arbitration system. Most arbitral insitutions, however,
offer a choice of two or sometimes more sets of rules and usually allow the
parties to modify any of the rules. If the parties are not required by an
institution to use a particular set of arbitration rules or to choose among
specified sets of rules, or if they choose ad hoc arbitration, they are free to
choose a set of rules themselves. In selecting a set of procedural rules, the
parties may wish to consider its suitability for international cases and the
acceptability of the procedures contained in them.

35. Of the many arbitration rules promulgated by international organizations
or arbitral institutions, the UNCITRAL Arbitration Rules" deserve particular
mention. These Rules have proven to be acceptable in the various legal and
economic systems and are widely known and used in all parts of the world.
Parties may use them in pure ad hoc arbitrations as well as in arbitrations
involving an appointing authority with or without the provision of additional
administrative services. A considerable number of arbitration institutions in all
regions of the world have either adopted these Rules as their own institutional
rules for international cases or have offered to act as appointing authority.
Most of them will provide administrative services in cases conducted under the
UNCITRAL Arbitration Rules.

36. Where a model clause accompanies the arbitration rules to govern
arbitrations under the works contract or is suggested by an arbitral institution,
adoption of that clause by the parties may help to enhance the certainty and
effectiveness of the arbitration agreement. Some model clauses, such as the one
accompanying the UNCITRAL Arbitration Rules, allow the parties to settle
certain practical matters by agreement. These include the involvement of an
appointing authority, as well as the number of arbitrators (see paragraphs 37 to
39, below), the appointment of arbitrators (see paragraph 40, below), the place
of arbitration (see paragraphs 41 to 47, below) and the language or langugages
to be used in the arbitral proceedings (see paragraph 48, below).'

(c) Practical matters to be settled by parties

(i) Number ofarbitrators

37. The parties may wish to specify in the arbitration clause the number of
arbitrators who are to comprise the arbitral tribunal. If the parties fail to do so,
the chosen arbitration rules or, in some cases, the applicable arbitration law,
will either specify that number or the manner by which it is to be determined.
Agreement by the parties on the number of arbitrators will enable the parties to
ensure that the number conforms to their particular needs and wishes, and will
provide certainty in respect of that aspect of the appointment process.
However, parties should be aware that some national laws restrict their
freedom to agree upon the number of arbitrators by, for example, prohibiting
an even number of arbitrators.

38. Other than the possible legal restriction just referred to, the considerations
that may be relevant to the question of the number of arbitrators are essentially
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of a practical nature. In order to ensure the efficient functioning of the arbitral
proceedings and the taking of decisions, it is usually desirable to specify an
uneven number, i.e., one or three, although in practice parties sometimes
specify two-member panels, coupled with a mechanism for calling in a third
arbitrator, "umpire" or "referee", to overcome any impasse between the two.

39. As to whether one or three arbitrators should be specified, the parties may
wish to consider that arbitral proceedings conducted by a sole arbitrator are
generally less costly and tend to be more expeditious than proceedings where
the fees of three arbitrators have to be paid and where three time-schedules
have to be accommodated. On the other hand, three arbitrators may bring a
wider range of expertise and background to the proceedings. Since the desirable
expertise and background can be of different types, different methods of
appointing the arbitrators may be envisaged.

(ii) Appointment ofarbitrators

40. On the one hand, in an international case, each party may want to have
one arbitrator of his choice who would be familiar with the economic and legal
environment in which that party operates. Therefore, the parties might agree on
a method by which each party appoints one arbitrator and the third arbitrator
is chosen by the two thus appointed or by an appointing authority. On the
other hand, in complex disputes involving legal, technical and economic issues,
it may be of considerable advantage to have arbitrators with different
qualifications and expertise in the relevant fields. Where parties attach
particular importance to this aspect, they may wish to entrust an appointing
authority with the appointment of all three arbitrators and, possibly, specify
the qualifications or expertise required of the arbitrators.

(iii) Place ofarbitration

41. The parties may wish to specify in the arbitration agreement the place
where the proceedings are to be held and where the arbitral award is to be
issued. The selection of an appropriate place of arbitration may be crucial to
the functioning of the arbitral process and to the enforceability of the arbitral
award. The following considerations may be relevant to the selection of the
place of arbitration.

42. Firstly, the parties may consider it desirable to choose a place of
arbitration such that an award issued in that place would be enforceable in the
countries where the parties have their places of business or substantial assets. In
many States, foreign awards are readily enforceable only by virtue of
multilateral or bilateral treaties, and often only on the basis of reciprocity. The
parties may thus wish to choose a place of arbitration in a State that is in such
a treaty relationship with the States where enforcement might later be sought.

43. Secondly, the parties may consider it desirable to choose a place where the
arbitration law provides a suitable legal framework for international cases.
Some arbitration laws might be inappropriate because, for example, they
restrict the autonomy of the parties or fail to provide a comprehensive
procedural framework to ensure efficient and fair proceedings.

44. Considerations of a more practical nature include the following: the
convenience of the parties and other persons involved in the proceedings; the
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availability of necessary facilities, including meeting rooms, support services
and communication facilities; the availability of administrative services of an
arbitral institution or chamber of commerce, if so desired by the parties;
relevant costs and expenses, including expenses for accommodation, meeting
rooms and support services; and the ability of the parties' counsel to represent
the parties without the need to retain local lawyers.

45. Another relevant consideration is that it may be advantageous for the
arbitral proceedings to be held in a place which is near to the subject-matter in
dispute. For example, if the arbitration were to be held in or near the country
of the site, the taking of evidence at the site would be facilitated.

46. Yet other considerations often lead parties to agree on a place other than
in the States where they have their places of business. For example, the parties
may select a third State because each party may have misgivings about
arbitrating in the other party's country; a party in whose State the proceedings
are conducted might be thought by the other party to benefit from a familiar
legal and psychological environment and from other circumstances facilitating
the presentation of the case.

47. Instead of specifying one place of arbitration for all disputes arising under
the works contract, the parties may, in some cases, wish to provide that the
arbitration is to take place in the country of the party against whom a claim is
brought. The enforcement of an award against a party in his own country that
was rendered in that country would not encounter the problems associated with
the enforcement of a foreign award. If institutional arbitration is to be used, the
parties may agree upon two arbitration institutions, one located in the country
of each party, and provide that the arbitration is to be administered in respect
of particular disputes by the institution in the country of the party against
whom a claim is brought (the so-called "mixed arbitration clause"). The parties
may wish to adopt this approach if they cannot agree upon a single arbitral
institution to administer the arbitration. Arrangements involving two places of
arbitration could, however, give rise to difficulties in some cases. The legal rules
applicable to arbitral proceedings in the respective countries may differ, and
they could be more burdensome or otherwise less satisfactory to a party in one
country than in the other. In addition, arbitral proceedings conducted in the
respective countries will be controlled by different courts, which may exercise
differing degrees of control over the proceedings.

(iv) Language ofproceedings

48. The parties may also wish to specify the language to be used in the
arbitral proceedings. The choice of the language may influence the efficiency
with which the proceedings are conducted and the cost of the proceedings.
Whenever possible, it is desirable to specify a single language, such as the
language in which the contract is written. When more than one language is
specified, the .costs of translation and interpretation from one language to the
other are usually considered to be part of the costs of arbitration and
apportioned in the same way as the other costs of arbitration.

49. The parties may wish to specify the types of documents or communica
tions that must be submitted in or translated into the specified language. They
may, for example, require the written pleadings, oral testimony at a hearing,
and any award, decision or other communication of the arbitral tribunal to be
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in the specified language. The tribunal may be given the discretion to decide
whether and to what extent documentary evidence should be translated. Such
discretion may be appropriate in view of the fact that documents submitted by
the parties may be voluminous and that only a part of a document may be
relevant to a dispute.

F. Judicial proceedings

50. If the parties do not agree to refer their disputes to arbitration, the
disputes will have to be settled in judicial proceedings. Courts of two or more
countries may be competent to decide a given dispute between the parties, and
the legal position of the parties to a dispute may differ depending upon which
court decides the dispute. For example, the validity and effect of a choice by
the parties of the law applicable to the contract will depend upon the rules of
private international law in the country of the court deciding the dispute in
which the question arises (see chapter XXVIII, "Choice of law", paragraphs 7
and 8).

51. The uncertainties that arise when more than one court is competent to
decide a dispute may be reduced by including in the contract an exclusive
jurisdiction clause, obligating the parties to submit disputes that arise between
them under the contract to a specified court in a specified place in a specified
country. It is advisable for the clause to specify a court in the selected country,
rather than to refer simply to a competent court in that country, in order to
avoid questions as to which court was to decide a given dispute. The clause
may specify the types of disputes that are subject to it in a manner similar to
the specification in an arbitration agreement (see paragraph 25, above).

52. Under many legal systems.ia clause conferring exclusive jurisdiction on a
court is valid only if the selected court has authority to decide the disputes that
are submitted to it under the clause. Therefore, in selecting a court, the parties
should ascertain that the court is legally competent to decide the types of
disputes that are to be submitted to it. The enforceability in the countries of the
parties of a decision issued by the selected court will also be relevant to the
choice of a court (see paragraph 42, above).

53. While an exclusive jurisdiction clause may reduce uncertainties with
respect to matters such as the law applicable to the contract and the
enforceability of a decision, and may facilitate the multi-party settlement of
disputes (see paragraph 4, above), it may also have certain disadvantages. If a
court in the country of one of the parties is given exclusive jurisdiction, and the
exclusive jurisdiction clause is invalid under the law of the country of the
selected court, but valid under the law of the country of the other party,
difficulties may arise in initiating judicial proceedings in either of the countries.
Difficulties connected with initiating judicial proceedings may be magnified if
the parties confer exclusive jurisdiction on a court in a third country.
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Footnotes to chapter XXIX

'Report of the United Nations Commission on International Trade Law on the work of its
thirteenth session, Official Records of the General Assembly. Thirty-fifth Session. Supplement No. 17
(A/35/17), para. 106 (Yearbook of the United Nations Commission on International Trade Law, Vol.
XI: 1980, part one, 11, A (United Nations publication, Sales No. E.81.V.8». The UNCITRAL
Conciliation Rules have also been reproduced in booklet form (United Nations publication, Sales
No. E.81.V.6). Accompanying the Rules is a model conciliation clause, which reads: "Where, in the
event of a dispute arising out of or relating to this contract, the parties wish to seek an amicable
settlement of that dispute by conciliation, the conciliation shall take place in accordance with the
UNCITRAL Conciliation Rules as at present in force." The use of the UNCITRAL Conciliation
Rules has been recommended by the United Nations General Assembly in its resolution 35/52 of
4 December 1980.

'See "Convention on the recognition and enforcement of foreign arbitral awards", United
Nations Treaties Series, Vol. 330, p. 38, No. 4739 (1959), reproduced in Register of Texts of
Conventions and other Instruments concerning International Trade Law, Vol. 11 (United Nations
publication, Sales No. E.73.V.3).

3Report of the United Nations Commission on International Trade Law on the work of its
eighteenth session, Official Records of the General Assembly, Fortieth Session, Supplement No. 17
(A/40/17), para. 332 and Annex I. The United Nations General Assembly, in its resolution 40/72
of 11 December 1985, recommended "that all States give due consideration to the Model Law on
International Commercial Arbitration, in view of the desirability of uniformity of the law of
arbitral procedures and the specific needs of international commercial arbitration practice".

'Report of the United Nations Commission on International Trade Law on the work of its ninth
session, Official Records of the GeneralAssembly, Thirty-first Session. Supplement No. 17 (A/31/17),
para. 57 (Yearbook of the United Nations Commission on International Trade Law, Vol. VII: 1976,
part one, 11, A (United Nations publication, Sales No. E.77.V.l». The UNCITRAL Arbitration
Rules have also been reproduced in booklet form (United Nations publication, Sales No. E.77.V.6).
The use of the UNCITRAL Arbitration Rules has been recommended by the United Nations
General Assembly in its resolution 31/98 of 15 December 1976.

'Illustrative provisions(arbitration clause)

The following clause is recommended in the UNCITRAL Arbitration Rules:
"Any dispute, controversy or claim arising out of or relating to this contract, or the breach,

termination or invalidity thereof, shall be settled by arbitration in accordance with the
UNCITRAL Arbitration Rules as at present in force.

Note-Parties may wish to consider adding:
"(a) The appointing authority shall be (name of institution or person).
(b) The number of arbitrators shall be (one or three).
(c) The place of arbitration shall be ... (town or country).
(d) The language[s] to be used in the arbitral proceedings shall be ..."
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INDEX

In this Index, Roman numerals refer to numbers of chapters, and Arabic numerals refer
to numbers of paragraphs. Thus, "IV 10" refers to chapter IV, paragraph 10. The
symbol"-" is used in substitution for the wording of the main entry in order to avoid
having to repeat that wording in sub-entries.

Acceptance of works

- despite defects in works XVIII 38-42
- limited to certain portions XIII 33
- without performance tests XIII 25
consequences of - XIII 23, 34, XIV 20, 21
date of - XIII 17,25,29,31,32 and XVIII 60
definition of - XIII 1
obligation to - and by purchaser XIII 29, XVIII 38, 59
provisional - XIII 35, 36
purchaser's failure to effect - XVIII 59-61
refusal of - XVIII 35-37
relevance of trial operation period for - XIII 15-19
statement on - XIII 29, 30
time for - XIII 2,14,17-19,29,33

Access to site

- by consulting engineer X6, 29
providing - IX 7, XIII 23
scope and nature of - IX 31, 32

Adjustment ofprice

- by agreement VII 40
- by arbitrators or court VII 40
- due to change in construction method VII 39, 43
- due to changes in local regulations VII 39,46
- due to cure of loss or damage covered by risk borne by purchaser XIV 23, XVIII 49
- due to unforeseeable natural obstacles VII 39, 44, 45
- due to incorrect data supplied VII 39, 43
- due to variation VII 39,42, XXIII 8-11, 24-32
- in accordance with contract criteria VII 40
definition of - VII 39

Advance payment

- under payment conditions VII 67
characterization of - VII 67
repayment guarantee for - XVII 13

Appurtenance to works XIV 16

Arbitration

- agreement XXIX 6, 24-29
- rules to be chosen by parties XXIX 34-36
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appointment of arbitrators in - XXIX 40
interim measures in - XXIX 26
law applicable to - XXIX 33, 34
mixed - clause XXIX 47
number of arbitrators in - XXIX 37-39
place of - XXIX 32, 33, 41-47
relationship between - and other methods of settling disputes XXIX 5-8, 28
types of - XXIX 30-32, 34
UNCITRAL - rules XXIX 35, 36
use of - for settling disputes XXIX 22, 23

Assignment (see also "Contract")

- of contract or obligation under contract XXVII 1-6,8-12
- of contractor's rights against subcontractors XI 31
- of rights under contract XXVII 1-4, 7-12

Bid-shopping XI 13

Bill of lading VIII 14

Bonus payment

determination of - VII 28, 29
time for payment of - VII 30

Building

- as part of construction IX, I, 2
determination of technical characteristics of - V 3, 13
pricing method in respect of - VII 26

Ceiling on reimbursable costs VII 13, 15

Choice of law applicable to contract

-' by parties IV 4, XXVIII 8-19
restrictions to - XXVIII 7

Civil engineering

- as part of construction IX I, 2
determination of scope and technical characteristics of - V 3, 13
pricing methodin respect of - VII 26

Communication (see also "Notification")

- between contractor and purchaser 11 16, IV 1
- between purchaser and subcontractors XI 35, 36

Completion of construction

change in date for - IX 24-26, XXIII 9-11, 33, XXIV 13
date of - XIII 2, 4, 13
time for - IX 14-17 definition of - XIII 1
effects of absence of minor items of works on - XIII 4, XVIII 5
technical documentation needed for - VI 34

Completion tests

conducting - XIII 8, 11, XIV 22
contractor's responsibility for - XIII 4
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costs of - XIII 9,10
description of - XIII 5
effects of successful - XIII 7
formalities during - XIII II
function of - XIII 4
mandatory rules on - XIII 5,1I
postponement of - XIII 8
prevention from conducting - XIII 7, 32
repetition of - XIII 7
report on - XIII 12
time for - XIII 4, 6

Conciliation

characterization of - XXIX 12
object of - XXIX 12, 15
relationship between - and other methods for settling disputes XXIX 5, 12
rules applicable to - XXIX 14
UNCITRAL - rules XXIX 14

Confidentiality

- in construction process IX 31
- in know-how provisions VI 23-25
- in respect of information disclosed during negotiations III 44
- in respect of specifications, drawings and other technical documents V 23
- of technology and design XI 8, 29
duration of - VI 24
effects of termination of contract on - VI 24, XXV 36
extent of - VI 24

Consortium 11 II

Construction

- records XII 26
cease of - upon termination of contract XXV 23
critical path method for - IX 19
definition of - IX I
equipment and materials to be used for - VIII I
machinery and tools for effecting - IX 11-13
mandatory rules on - VII 46, XXVIII 23
scope of - V 3, 4, 6, 7
technical characteristics of - V 3, 4, 8, 9
time-schedule for - IX 18-23
times for commencement and completion of - IX 14-17

Construction on site

advice for - IX 30
definition of - IX 2
legal rules on standards of or procedure for - IX 3
supervision of - IX 27 - 29

Construction services

characterization of - IX I
defective - XVIII 29 - 31
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Contract

- documents IV 11-16
adaptation of - XXII 14,23, XXIX 3 (see also "Variation of construction")
approaches to concluding - III 1-9,47
change in - by "agreement III 49
definition of works - Intr. 6, 7
definitions in - IV 23-26 (see also "Meaning of terms")
entering into - III 1-9,48-50
entry in force of - III 50, VIII 18
form of - III 44, 49, IV 11
interpretation of - IV 12-15
language of - IV 7, 8
parties to works - IV 9, 10
principal- document IV 11, 15, V 3

Contracting

- with group of enterprises 11 9-16
consequences of choice of - approach on bearing risk XIV 20-22
product-in-hand contract approach to - 11 7
relevance of - approach for time-schedule IX 20 - 23
relevance of - for selection of subcontractors XI 12
several contract approach to - 11 17-25
single contract approach to - 11 4-8
turnkey contract approach to - 11 4-6

Consulting engineer

- acting on behalf of purchaser X 7, 8
access to site by - X 29
advice and technical expertise by - X 5, 6
characterization of - X 3
contractor's objections to - X 24
delegation of authority by - X 27
designating - in tender documents X 21
function of - determining maintenance of works XXVI 24
independent functions of - X 9-19
information to be given to - X 29
issuance of interim certificate for payment by - VII 72, 74
need to engage - X 1 - 4
replacement of - X 25
selection of - X 20-26
settlement of disputes by - X 15, 17-19

Co-operation

- between purchaser and contractor IV 17, IX5
- between purchaser and subcontractor XI 35, 36
- in mitigating losses XXI 28

Cost-reimbursable pricing method

choice of - VIllI
definition of - VII 2
effects of variation in using - XXIII 32
fee in - VII 21 - 23
maintenance of records in - VII 24
methods for reducing risk in using - VII 13-15
payment conditions in - VII 65
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reimbursable costs in using - VII 16-20
risk in using - VII 12
target fee in - VII 23
use of - VII 10-24
verification of costs in - VII 73'

Credit

- granted by contractor VII 77, 78
~ granted by contractor's country VII 79

Critical path methodfor construction IX 19

Currency

- of price VII 31-37
~ to be paid VII 32
local - VII 35
reduction of risks connected with - VII 33, 34, 36
risks connected with - VII 31, 34

Currency clause

- using several reference currencies VII 59
- using single reference currency VII 58
characterization of ~ VII 58

Customs clearance and customs duties

- for equipment and materials to be incorporated into works VIII 15, 16
- for machinery and tools for effecting construction IX 12
legal rules on - XXVIII 22, 25

Damage (see also term "Losses")

- caused by subcontractor XI 28
- to property of third persons XI 28, XX 16-18
compensation of ~ under other provisions than on damages XX 6
cure of - covered by risk borne by contractor XIV 23
cure of - covered by risk borne by purchaser XIV 23

Damages

- concerning injury and damage to propery of third persons XX 16-18
~ for failure to provide insurance XVI 39-41
- for lost profits XX 8
currency of - XX 19
distinction between - and other remedies XX 4 - 6
extent of - XX 2, 3, 7-12
legal rules applicable to - XX I - 3, XXVIII 9,16,17
liability for - XX 3, 7
limitation of amount of - XX 14
reduction of - due to failure to mitigate losses XX 15
reduction of - due to benefits gained from failure XX 13
relationship between liability to pay - and bearing risk of loss or damage XIV 4
types of losses covered by - XX 7-12 (see also "Losses")

Defects

- covered by quality guarantee V 26, 27, XVIII 42-47
- discovered during performance tests XVIII 35-42
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- in accepted works XVIII 38-48
- in construction services XVIII 29-31
- in design XI 29, XVIII 33
- in equipment and materials VIII 20, XVIII 26, 28-32
- known to be incurable at time of refusal of works XVIII 37
- not known to be incurable at time of refusal of works XVIII 36
cure of - for which contractor is not liable XVIII 49
failure by contractor to notify - in equipment or materials at take-over VIII 29
failure by purchaser to discover - in equipment and materials during manufacture

and construction XII I, 8, XVIII 8
failure by purchaser to notify - in equipment or materials at take-over VIII 20, XVIII 8
failure by purchaser to notify - at acceptance XIII I, XVIII 8
failure to notify - discovered during construction XII I, XVIII 8
failure to notify - discovered during manufacture XII I, XVIII 8
failure to notify - discovered upon shipment VIII 20, XII I, XVIII 8
notification of - in works during guarantee period XVIII 43-46
serious - XIII 24, XVIII 27
time schedule for cure of - XIII 30

Delay

- in accepting works XVIII 59, 60
- in commencing construction XVIII 17
- in completing entire construction XVIII 19-25
- in completing portion of construction XVIII 18
- in payment of price XVIII 52-58
- in payment of sums other than price XVIII 64
- in performing auxiliary obligations XVIII 65, 66
- in providing security for payment of price XVIII 51, 57, 58
- in supplying design by purchaser XVIII 62
- in supplying equipment and materials by purchaser XVIII 63
- in taking over works XVIII 59, 61
definition of - XVIII 4·
suspension excluding - XXIV 13

Description of works

- through drawings V 17-19
- through specifications V 10-13
- through standards V 14-16
approaches to - V 8, 9
preparation of documents for - V 2
scope of construction in - V 3-7
technical characteristics of construction in - V 3-5, 8, 9

Design

confidentiality of - XI 8, 29
defects in - II 25, XVIII 33, XXIV 7
failure to supply - by purchaser in time and free of defects XVIII 62
guarantee for - by contractor XI 30
insurance concerning liability for - XVI 30
supply of - II 2, 4, 24, 25, V 2

Documentary credit transactions VIII 14

Documentary proof method

characterization of - in price revision VII S6
difference between - and cost reimbursable pricing method VII 56
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portion of price subject to revision under - VII 57
procedure used in - VII 57
restriction to application of - VII 48
revision of price through - VII 56, 57

Drawings

- after termination of contract XXV 29
additional - V 17
approval of - V 19
breach of confidentiality in respect of - V 25
characterization of - V 3, 17
ownership of - V 24
protection of - V 23
responsibility for - V 20-22
shop - V 18
supply of - V 18
use of - V 24

Equipment

- appurtenant to works XIV 16
customs clearance of and customs duties for - VIII 15, 16
defects in - XVIII 8, 28-32
description of - VIII 6, 7
insurance of - XVI 24-26
packing of - VIII 12
passing of risk in respect of - supplied by contractor XIV 7-17
passing of risk in respect of - supplied by purchaser XIV 18, 19
pricing method in respect of supply of - VII 7, 17,26
pricing method in respect of installation of - VII 26
prohibitions and licence requirements inrespect of - VIII 17-18
purchaser's failure to supply - XVIII 63
removal of defective - from site XVIII 32
spare parts for - XXVI 10-21
storage of - on site VIII 21-26
supply of - by contractor VIII 6-26 (see also "Supply of equipment")
supply of - by purchaser VIII 27-29 (see also "Supply of equipment")
take-over of - by contractor VIII 29
take-over of - by purchaser VIII 19, 20
technical characteristics of - V 8
transfer of ownership of - XV 6, 7
transport of - VIII 11-14

Excepted risks XIV 6

Exclusive jurisdiction clause XXIX 4,51-53

Exempting impediments

consequences of - XXI 8, XXV 22
determination of - XXI 2, 3, 9 - 26
function of - XVIII 3, XXI 2, 8
relevance of - for enforcement of performance XVIII 12, XXI 8
relevance of - for termination of contract XXI 8, XXV 22
relevance of - in applying index clause VII 53

Exemption

- in respect of failure by third persons engaged by contractor XXI 25, 26
characterization of - XXII, 2
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distinction between - and hardship XXII 2
legal rules on - XXI 5, 6
relation of - to remedies for failure to perform XVIII 13, XXI '1
relationship between - and bearing of risk of loss or damage XIV 4

Failure to perform

- covered by liquidated damages or penalty XIX 9
- due to defective construction XVIII 26-48
- due to delay in construction XVIII 17-25
- due to delay in payment price XVIII 51-58
- due to delay in providing security for payment of price XVIII 51, 57, 58
- in post-construction stage XXVI 46
- obligation to adapt contract XXII 14, 22, 23
- obligations concerning transfer of rights and obligations XXVII 12
additional period for performance in case of - XVIII 15
characterization of - XVII 4
choice of remedies for - XVIII 14

Fee in cost-reimbursable pricing method

- as percentage of actual costs VII 22
fixed - VII 21, 22
target - VII 23

Guarantee

- for payment by purchaser XVII 40
- for repair services XXVI 35
- for spare parts XXVI 19
accessory - XVII 19, 27
consequences of change in date for completion on performance - IX 26
first demand - XVII 17
maintenance - XVII 12
performance - VII 76, XVII 9-12, 14-39
quality - V 26-31, XIII 23
repayment - XVII 13
tender - III 28-30, XVII 9, 25

Guarantor

nature of obligation of - XVII 17-24
selection of - XVII 14-16

Guide

arrangement of - Intr. 10-13
definitions in - Intr. 13
illustrative provisions in - Intr, 17, IV 6
nature of - Intr. 9, 16
purpose of - Intr. 8
purpose of general remarks in - Intr. IS
recommendation in - Intr. 16
summaries in - Intr. 14

Hardship

approach to drafting of - clause XXII 7-13
consequences of - XXII 14-23
definition of - XXII I, 8-11
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distinction between - and exemption XXII 2
relationship between - clause and other contractual clauses with similar purpose

XXII 6, XXIII I
renegotiation due to - XXII 14-22
scope of - clause XXII 8-13
use of - clause XXII 3-6, XXIII 1

Incorporation of equipment and materials in works

characterization of - XIV 7, 8
effects of - upon bearing risk of loss or damage XIV 7, 8
effects of - upon transfer of ownership XV 6, 7

INCOTERMS VIII 3, XIV 15

Index clauses

algebraic formula used in - VII 50
characterization of - VII 49
indices to be used in - VII 54, 55
portion of price covered by - VII 52
restriction to application of - VII 48
times relevant to application of - VII 53

Industrial design VI 3

Industrial property

claims by third party based on - VI 21, 22
different forms of - VI 3

Injury XX 16-18

Inspection during construction

- at take-over of equipment and material by purchaser VIII 20
- by contractor of equipment and materials supplied by purchaser VIII 29
facilities to be given to purchaser in connection with - XII 11
institution engaged for - XII 6
legal rules on - XII 2, 3
purpose of - XII 1
settlement of issues connected with - XII 25

Inspection during manufacture

costs of - XII 20
description of - XII 8, 9
facilities to be given to purchaser in connection with - XII 1
failure to notify defects discovered during - XII 1
institution engaged for - XII 6
legal rules on - XII 2, 3
purchaser's access to places of manufacture in connection with - XII 11
purpose of - XIII, 8

Inspection upon shipment or arrival at site

consequences of discovery of defects during - XII 23
failure to conduct - VIII 20, XII 22,
purpose of - XII 21
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Installation ofequipment

- as part of construction IX 1, 2
contracting approaches in respect of - IX 27
contractor's advice on - IX 30
inspection of - IX 30
pricing method in respect of - VII 26
supervision of - IX 2, 28, 29

Insurance

- against contractual liability XVI 29
- against extra-contractual liability XVI 28
- during guarantee period XVI 17
- of completed works XVI 17-23
- of contractor's machinery and tools XVI 27
- of equipment and materials XVI 24-26
- of temporary structures XVI 17-23
- of works during construction XVI 17-23
all-risk insurance XVI 20
amount of - XVI 8, 10, 11, 12,26
arrangement for - XVI 6
co-ordination of - XVI 13
consequences of change in date for completion for - IX 26
costs of - XVI 10-12
duplication in - XVI 13
failure to provide - XVI 39-41
gaps in - XVI 13
insured party in - policy XVI 19,26
liability - XVI 5, 28-37
loss or damage covered by - XVI 21, 22
mandatory rules on - XVI 15
obligation to provide - XVI 2-4
payment for - XVI 6
proof of - XVI 38
property - XVI 5, 16-27
relationship between - and liability of parties XVI 7
risks to be covered by - XVI 20, 21, 24, 26
scope of - XVI 4-6, 15
specification of - XVI 8
transfer of - rights at time of acceptance XIII 30
wrap-up - XVI 14

Interest for delay in payment XVIII 52-56, 64

Interim certificate for payment VII 72, 74

Interim measures in settling disputes XXIX 2, 19,26-28

Interpretation

- of contract concluded in several languages IV 8
- of contract terms IV 12-15

Invalidity ofcontract provisions III 49, 50, IV 4, 5, VI 8, 12, VII 3-5

Joint and several liability ofcontractors 11 13
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Joint venture

- between contractor and purchaser 11 26-31
- as contractor 11 11

Judicial proceedings XXIX 50-53

Know-how

- as form for transfer of technology vr 5
confidentiality of - VI 23-25

Law

- applicable to arbitral or judicial proceedings XXVIII 3, 18, XXIX 33, 34, 51-53
- applicable to transfer of ownership of property XV 3, XXVIII 3
- of administrative or other public nature XXVIII 2, 22-25
choice of - applicable to contract XXVIII 4-21, XXIX 22
definition of term "- applicable to contract" XXViII I, 19
determination of - applicable to contract XXIX 5-19
rules of private international- XXVIII 5-8, 16-18, XXIX 50

Letter of credit

irrevocable documentary - XVII 1,41-45
standby - XVII 7, 17
use of - XVII I, 17

Licencesfor import or export VIII 17, 18, XXI 24

Licencing

- of industrial property VI 3, 7

Liquidated damages XIX 1-5 (see "Payment of an agreed sum")

Losses

- caused by suspension XXIV 16
- causally remote XX 11, 12
compensation of - XX 3, 6, 7
consequential- XX 12
cure of - covered by risk borne by contractor XIV 23
cure of - covered by risk borne by purchaser XIV 23, XVIII 49
deduction from - due to benefits gained from failure XX 13
indirect - XX 12
mitigations of - XX 15
mitigation of - caused by exempting impediments XXI 28
types of - XX 7-12
unforeseeable - XX 9, 10

Lump-sum price

- and contracting approach VII 6
- as pricing method VII 6-9
- definition VII 2
- in transfer of technology VI 19,20
breakdown of - VII 7, XXV 30
impact of variation on - XXIII 26-29
payment conditions for - VII 64
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Machinery and tools for effecting construction

- after termination of contract XXV 25
bearing of risk in respect of - XIV 24
insurance of - XVI 27
licences and customs clearance for - IX 12
payment for - IX 11
removing - from site IX 36
supply of - IX 11
transport of - on site IX 13

Maintenance

- report XXVI 26
- to be supplied by contractor XXVI 24, 25
characterization of - XXVI 22
commencement and duration of - services XXVI 42-44
facilities for supplying - services XXVI 40
modification of - services XXVI 43, 44
other remedies than termination in connection with '- services XXVI 46
payment conditions for - services XXVI 28
specification of - XXVI 25
standards for - XXVI 25
termination of - services XXVI 45

Materials for construction

customs clearance of and customs duties for - VIII 15, 16
defects in - XVIII 28-32
insurance of - XVI 5,24-26
packing of - VIII 12
passing ofrisk in respect of - XIV 7-19
prohibitions and licence requirements in respect of - VIII 17-18
purchaser's failure to supply - XVIII 63
storage of - on site VIII 21-26
supply of - by contractor VIII 6-26
supply of - by purchaser VIII 27-29
take-over of - by contractor VIII 29
take-over of - by purchaser VIII 19, 20
technical characteristics of - V 9, VIII 6, 7
transport of - VIII 11-14

Meaning of terms

acceptance of works XIII 1
adjustment of price VII 39
advance payment VII 67
bonus payment VII 28
clause for the payment of agreed sum XIX 4
completion of construction XIII 1
conciliation XXIX 12
construction IX 1
construction on site IX 2
construction services IX 1, 2
contract IV 25
cost-reimbursable pricing method VII 2
currency clause VII 58
defective performance XVIII 4
delay in performance XVIII 4
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delivery of notification IV 25
dispatch of notification IV 25
documentary proof method VII 56
equipment and materials to be incorporated in works VIII 1
exempting impediment XXI 2
exemption XXI 2
failure to perform XVIII 4
hardship XXII 1
incorporation of equipment and materials in works XIV 7, 8
index clause VII 49
industrial works - Intr. 6
law applicable to contract XXVIII 1
liquidated damages clauses XIX 1,4
lump-sum pricing method VII 2
machinery and tools for effecting construction IX 11
maintenance XXVI 22
nomination system for selection of subcontractors XI 21
operation services XXVI 37
payment conditions VU 63
payment of agreed sum XIX 1
penalty clauses XIX 1,4
performance bond XVII 11
performance guarantee XVII 11
pre-contract studies I 1
product-in-hand contract approach 117
quality guarantee V 26
repairs services XXVI 29
repayment guarantee XVII 13
revision of price VII 39
risk of loss or damage XIV 1, 3
serious defects XVIII 27
standby letter of credit XVII 17
subcontracting XII, 2
successful performance tests XIII 24
supplier XII, 2
supply of equipment and materials by contractor VIII 2, 5
supply of equipment and materials by purchaser VIII 27
suspension of construction XXIV 1
take-over of equipment and materials VIII 19
take-over of works XIII 1
tender guarantee III 28
turnkey contract approach 114-6
unit-of-account clause VII 60
unit price pricing method VII 2
variation XXIII 1
works contract - Intr. 6, 7
writing IV 25

Negotiation

- in case of failure to perform XVIII 10
- in tendering procedure III 27, 47
- on extension of services after construction XXVI 42
- on settlement of disputes XXIX 5, 10, 11
- out of tendering procedure III 9, 44-46, IV 2, 3

Nomination system for subcontractors XI 20-26
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Notification

- by contractor of loss of or damage to stored equipment and materials VIII 26
- of choice of consulting engineer X 23
- of commencement of construction IX 20
- of defects discovered in inspected installation of equipment IX 29, 30
- of defects in works discovered during guarantee period XVIII 43-46
- of event relevant for extension of time for completion IX 25
- of hardship XXII 15-17
- of impediments to performance XXI 27, 28
- of loss or damage during storage on site VIII 25
- of need of repair services XXVI 31
- of personnel to be supervised in installing equipment IX 28
- of readiness of equipment or materials for inspection XII 21
- of suspension XXIV 8, 9, 11
- of tests during construction XII 24, 25
- of tests during manufacture XII 18
- through consulting engineer X 8
- through representative IV 21
- to and on behalf of group of enterprises 11 16
effects of - IV 19, 20
failure of - IV 22, VIII 26, 29, IX 20, XVIII 65
form of - IV 19

Operation services

commencement and duration of - XXVI 41-44
modification of - XXIII 43, 44
other remedies than termination in connection with - XXVI 46
personnel's authority in connection with - XXVI 38
scope of - XXVI 37
termination of - XXVI 45

Passing of risk

- in connection with supplies effected by subcontractors XIV 14
- in respect of equipment and materials supplied
by contractor VIII 20, XIV 9-17
- in respect of equipment and materials supplied by purchaser XIV 18, 19
- in respect of equipment and materials to be incorporated
in works XIV 7-15
- in respect of equipment not to be incorporated in works XIV 16-17
- in respect of equipment and materials to be stored by purchaser XIV 10-13
- in respect of works XIII 23, XIV 20-22, XVIII 61
- under INCOTERMS XIV 15
consequences of - XIV 23
factors relevant to providing for - XIV 5

Payment

- after expiration of guarantee period VII 76
- after take-over or acceptance of works VII 75, XIII 23
- after termination of contract XXV 30-35
- by purchaser to subcontractors XI 32-34
- during construction VII 68-74
- for supplied equipment and materials VII 70, VIII 14
- for transfer of technology VI 18-20
- of customs duties VIII 16
advance - VII 67
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bonus - VII 28-30
documents to be required for - VII 71
requiring - of price and interest XVIII 52-55

Payment conditions

- and applicable law VII 4
- for maintenance XXVI 28
- for operation services XXVI 39
- for repairs services XXVI 33
- for spare parts XXVI 18
- if cost-reimbursable pricing method used VII 65
- if lump-sum pricing method used VII 64
- if unit-price method used VII 66
advance payment under - VII 67
characterization of - VII 63
credit granted under - VII 77-79
payment after expiration of guarantee period under - VII 76
payment after take-over or acceptance of works under - VII 75
payment during construction under - VII 68-74, VIII 14

Payment ofagreed sum

- payable on delay XIX 17-20
characterization of term - XIX 4
delimiting failure of contract covered by - XIX 9
effects of exempting impediments upon - XIX 6, XXI 8
effects of termination of contract upon - XIX 21
function of - XIX 1-3
limitation of sum payable under - clause XIX 12-14
mandatory rules on - XIX 5
obtaining sum payable under - clause XIX 15, 16
quantification of sum payable under - clause XIX 10, 11
relationship between - and damages XIX 8
relationship between - and enforcement of performance XIX 7
relationship between - and other remedies XIX 4
termination of contract under - clause XIX 14, 21

Penalty clauses XIX 1-5 (see "Payment of agreed sum")

Performance bonds XVII 7, 11,23,30,38

Performance guarantee

characteristics of - XVII 11
duration of - XVII 35-39
effect of termination of contract upon - XVII 34
effect of variation upon - XVII 30-33
extension of time for - XVII 36
extent of liability under - XVII 26-29
failure to furnish - XVII 25
function of - XVII 10
monetary - XVII 11, 24
reduction of amount of - XVII 28
time for furnishing - XVII 25
types of - XVII 11
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Performance tests

conducting - XIII 27
consequences of contractor's failure to conduct - XIII 26, XVIII 34
consequences of unsuccessful- XIII 26, XVIII 35-37
consequences of variation on - XIII 27
contractor's responsibility for - XIII 27
cost of - XIII 27
definition of successful - XIII 24
description of - XIII 27
duration of - XIII 27
effects of successful - XIII 29, XVIII 60
evaluation of - XIII 28
formalities during - XIII 27
purpose of - XIII 24
repetition of - XIII 26
report on - XIII 28
time for - XIII 14, 17-19,26

Personnel

facilities for contractor's - IX 9
insurance concerning - XVI 32-37
participation of purchaser's - in tests during manufacture XII 9
training of purchaser's - VI 26-32
visas and work permits for contractor's - IX 8
working conditions for - IX 3

Preparatory work for construction IX 6-10

Price

- for maintenance XXVI 28
- for operation services XXVI 39
- for repairs services XXVI 33
- for spare parts XXVI 18
- for training VI 31
- for transfer of technology VI 18-20
- for workshop IX 10
adjustment of - VII 3, 38-46 (see also"Adjustment of price")
cost-reimbursable - VII 2, 10-24
currency of - VII 31-37
determination of - VII 3
final - to be agreed VII 3
firm - VII 3
lump-sum - VI 19,20, VII 2, 6-9
provisional - VII 3
retention of - VII 76
revision of - VII 3, 38-40,47-62 (see also "Revision of price")
unit - VII 2, 25-27

Price reduction

- for defects in works XVIII 39-42,47,48
relationship between - and damages XVIII 13

Pricing

- method for payment of facilities needed for contractor's personnel IX 9
- methods VI 18-20, VII 2-4
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cost-reimbursable - VII 10-25
legal rules of public nature on - VII 4, 5
lump-sum - VII 6-9
unit-price - VII 25-27

Product-in-hand contract approach

characterization of - 11 7
scope of construction in - V 6
training obligations in - VI 30

Prohibition ofimport or export VIII 17, 18

Purchasing equipment and materials

contractor's advice for - by purchaser IX 35
contractor's services relating to - for purchaser IX 33, 34

Quality guarantee

characterization of - V 26
commencement of - V 29, XIII 23
extension of - V 30
length of - V 28
manufacturer's - V 31
scope of - V 26, 27

Records

- of construction XII 26
- of inspection and tests XII 27

Referee in settling disputes

engaging - XXIX 16, 17
functions of - XXIX 18, 19
issues covered by authority of - XXIX 18
relationship of authority of - to arbitral and judicial proceedings XXIX 20
review of decision of - XXIX 21

Renegotiation

failure to achieve agreement through - XXII 14,23, XXIX 3
guidelines for - XXII 19,20
notification of - XXII 15-17
obligation to - XXII 1,3, 14
status of obligations during - XXII 21, 22
time-limit for':' XXII 18

Repair services

characterization of - XXVI 29
commencement and duration of - XXVI 41-44
extent of - XXVI 30
facilities for supplying - XXVI 40
modification of - XXVI 43, 44
notification of need of - XXVI 31
other remedies than termination in connection with - XXVI 46
price for - XXVI 32, 33
standards for - XXVI 33
termination of - XXVI 45
transport in connection with - XXVI 36
use of - XXVI 29

337



Repayment guarantee

characteristics of - XVII 13
duration of - XVII 39
effect of termination of contract upon - XVII 34
extent of liability under - XVII 29
function of - XVII 9
time for furnishing - XVII 25

Report

- on completion tests XIII 12
- on maintenance XXVI 26
- on needed repairs XXVI 32
- on performance tests XIII 28

Restrictions

- concerning transfer of technology VI 8, 9, XXVIII 22, 24
- to transport VIII 13
export and import - VIII 17, 18, XXVIII 22, 24
foreign exchange - VII 4, XXVIII 22, 24

Retention ofownership XV 8

Revision ofprice

- by agreement VII 40
- by court VII 40
- due to change in costs VII 39,47,49-57
- due to change in exchange rate VII 39,47,58-62
- in accordance with contract criteria VII 40
- in accordance with mathematical formula VII 40
- through currency clause VII 58, 59
- through documentary proof method VII 56, 57
- through index clauses VII 49-55
- through unit-of-account clause VII 60-62
definition of - VII 39
restriction to application of clauses on - VII 48

Risk of loss or damage

- caused by accidental event XIV 4
- caused by third person XIV 3
- in respect of contractor's tools and construction machinery XIV 24
- in respect of works XIV 20-22
bearing of - in respect of equipment and materials supplied by purchaser XIV 18-19
bearing of - in respect of stored equipment and materials XIV 10-13
bearing of - prior to incorporation of equipment and materials XIV 9-15
characterization of - XIV I, 3
consequences of bearing - XIV 2, 23
cure of loss or damage covered by risk borne by purchaser XIV 23
excepted - XIV 6
insurance covering - XVI 17-26
relationship between bearing of - and liability to pay damages XIV 4
relevance of transfer of ownership to bearing of - XV 2

Royalties VI 18-20

Safety III 11, IX 3

338



Security interest over property XVII 2

Selection

- of contractor III 33-42,44
- of firms for pre-contract studies I 13-16
- of guarantor XVII 14-16

Settlement ofdisputes

- by arbitration XXIX 6, 7, 22-49
- by arbitrator acting as amiable compositeur XXIX 29
- by consulting engineer X 15-19
- by referee XXIX 16-21
- concerning change in contractual terms XXIX 3
- concerning evaluation of performance tests XIII 28
- concerning renegotiations XXII 14, 23, XXIX 3
- concerning repair services XXVI 34
- concerning subcontractor XI 17, 18, 26
- concerning substitution of party's consent XXIX 3
- concerning supplementation of contractual terms XXIX 3
- concerning transfer of rights under contract XXVII 7
- concerning variation XXVIII 7, 18, XXIX 3
- ex aequo et bono XXIX 29
- in judicial proceedings XXIX 4, 6, 50-53
- through conciliation XXIX 12-15
- through negotiation XXIX 10, II
methods of - XXIX 5-9
multi-party - XXIX 4

Site

access to - IX 7, 31, 32, X 6,29, XIII 23
clearance of - IX 36
identification of - IX 6
inspection of - III 25, IX 6
preparatory work on - IX 7
provision of - IX 6
suitability of - VII 44, IX 6
vacation of - after termination of contract XXV ~3, 24

Spare parts

assistance in installing - XXVI 21
availability of - XXVI 10, 11, 14
categories of - XXVI 1~-15

commencement and duration of supply of - XXVI 41-44
guarantee for - XXVI 19
modification of supply of - XXVI 43, 44
other remedies than termination in connection with - XXVI 46
procuring - from contractor's suppliers XXVI 16
supply of - after completion of construction XXVI I, 7-~1

supply of - at completion of construction XXVI 12, 13
technical specifications of - XXVI 19
termination of supply of ~ XXVI 45
verification of - at conclusion of construction XIII 5

Specifications

- of building V 13
- of civil engineering V 13
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- of equipment and materials V 12, 13
breach of confidentiality in respect of - V 25
characterization of - V 3, IQ
kinds of - V IQ
protection of - V 23
responsibility for - V 20-22

Standards

- for facilities needed for contractor's personnel IX9
characterization of - V 14
identification of - V 3, 16
international - V 15

Standby letter ofcredit

characterization of - XVII 17
function of - XVII 7

Storage on site

- by contractor VIII 22-24
- by purchaser VIII 25, 26
- of equipment and materials supplied by purchaser XIV 19
bearing of risk during - XIV IQ-13
facilities for - VIII 24
relevance of contracting choice on - VIII 23
responsibility for - VIII 24, 25

Studies

detailed - I 12
feasibility - I 9-11
opportunity I 6
preliminary - I 7, 8
sensitivity - I 11

Subcontracting

characteristics of - XII, 2
permissable scope of - XI 4
restriction to - XI 7-9

Subcontractors

characterization of - XI 1
cost-reimbursable pricing and employing of - VII 14, 19,73
insurance concerning subcontractors XVI 28, 32-37
local - XI 3, 11
nomination system for - XI 20-26
objecting to - by contractor XI 24, 25
objecting to - by purchaser XI 16-19
passing of risk in connection with supplies effected by':" XIV 14
payment to - XI 32-34
purchaser's claims against - XI 29-31
relationship between purchaser and - XI 5,6,27,29-34
responsibility for - XI 23, 27, XVIII 6, XXI 25,26
selection of - VII 14, 73, XI 4, 10-26
settlement of disputes concerning - XI 17, 18,26
specification of - in contract XI 13, 14
transfer of contracts with - after termination of contract XXV 27, 28
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Supply ofequipment and materials bycontractor

- locally available VIII 4
characterization of - VIII 2
customs clearance and duties for - VIII 15-16
description of - VIII 6, 7
failure to effect - XVIII 17-19,28-32
inspection and test of - XII 8-27
insurance in connection with - XVI 24-26
passing of risk in connection with - XIV 9-17
place of - VIII 10
prohibitions and license requirements for - VIII 17, 18
responsibility for - VIII 2, 5
storage in connection with - VIII 21-26
take-over in connection with - VIII 19,20
time of - VIII 8, 9
transport in connection with - VIII 11-14

Supply ofequipment and materials by purchaser

characterization of - VIII 27
failure to effect - XVIII 63
inspection of VIII 29
specification of - VIII 28

Suspension of construction

- by contractor XXIV'5-7
- by purchaser XXIV 3, 4
- for purchaser's delay in payment of price XVIII 57
- for purchaser's failure to supply equipment or materials XVIII 63
ceasing construction due to - XXIV 12
definition of - XXIV I
duration of - XXIV 10, II
effects of - XXIV 12-18
effects of - on time schedule and date for completion IX 24-26
interruption of construction different from - XXIV I
procedure for - XXIV 8-11
relationship between - and other remedies XXIV 12
resume construction afterterminating - XXIV 18
use of - XXIV 1,2

Take-over ofequipment and materials

- supplied by contractor VIII 19,20
- supplied by purchaser VIII 29, XIV 18, 19
consequences of - VIII 19,20, XIV 12, 18, 19
definition of - VIII 19
failure to - VIII 19
time of - VIII 19

Take-over of works

- due to termination of contract XXV 26
consequences of - XIII 23, XIV 20-22
date of - XIII 2, 22
definition of - XIII 1
obligation to - by purchaser XIII 21, XVIII 59
statement on - XIII 22
time for - XIII 14, 17-19,21
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Target costs VII 13, 15

Taxation

- and price VII 5, 7
- influence on contracting approach II 3, IV 5
avoidance of double - IV 5, VII 5
contract provisions on - IV 5, VII 5

Technical characteristics

- of materials V 9, XXVIII 23
- of works V 8, XIII 24, XXVIII 23

Technical documentation

determination of - to be supplied VI 33
errors and omissions in - VI 34
examination of - for operation and maintenance XIII 5
time for supply of - VI 34

Technology

adaptation of - VI 14
characterization of transfer of - VI 1
choice of - VI 10
claims of third persons in respect of - VI 21-22
conditions restricting use of - VI 12-16
contracting approaches to transfer of - VI 2, 4, 5, 11
description of - VIII
guarantees for - XI 17
improvement to - VI 15
infringement of industrial property rights in connection with transfer of - VI 22
innovation to - VI 14
mandatory rules on transfer of - VI 8
nature of contract on transfer of - VI 3-6
payment for - VI 18-20
supply of - documentation VI 33-34
transfer of - VI 1-34
transfer of - in respect of spare parts, maintenance and repairs XXVI 3~5, 17
transfer of - through supply of technical documentation VI 33

Tender

- documents III 19
- evaluation III 33-40
- guarantee III 28-30
- instructions III 20-25
invitation to - III 15-18
model form of - III 26
opening of - III 31, 32
preliminary screening of - III 37-39
rejection of - III 10, 43
validity of - III 24

Tendering

- and turnkey contract approach II 5
- procedure III 10-43
alteration in - procedure III 25
conclusion of contract in - procedure III 42
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contractual terms in - procedure III 27
designation of consultant engineer in - X 21
limited - system III 5, 8
negotiation in - procedure III 27, 40, 47
open- system III 5-7
post qualification in - procedure III 41
pre-qualification in - procedure III 7, 11-14
preparation of - procedure IV 2
questionnaire in - procedure 11113, 19,41
security for performance required in - proceedings XVII 4
selection of contractor in - procedure III 42
two-envelope-system in - procedure III 21, 35

Termination ofcontract

- and payment of agreed sum XIX 21
- as remedy for failure to perform XVIII 12, 14, XXV 8-21
- by agreement III 49
- due to changes in local regulations XXIII 23
- due to unforeseeable natural obstacles XXIII 23
- for convenience XXV 17, 18
- for delay in commencing construction XVIII 17, XXV 8, 9
- for delay in completing portion of construction XVIII 18, XXV 8, 9
- for delay in completing entire construction XVIII 19,20, XXV 8,9
- for delay in opening letter of credit XVII 42
- for exceeding target cost VII 15
- for failure by new contractor engaged at expense and risk of contractor XVIII 25
- for failure to furnish performance guarantee XVII 25, XXV 8, 9
- for failure to perform obligation concerning confidentiality V 25
- for failure to perform obligation concerning transfer of. rights and obligations

XXVII 12
- for failure to provide insurance XVI 40, XXV 8, 9
- for failure to require commencement of construction IX 20, XXV 8, 9
- for interference with or obstructions of contractor's work XXV 20
- for prevention of construction due to exempting impediment XXV 22
- for purchaser's delay in payment of price XVIII 57, 58 XXV 19
- for purchaser's failure to supply design XVIII 62, XXV 19
- for purchaser's failure to supply equipment or materials XVIII 63, XXV 19
- for serious defects discovered during construction XVIII 31
- for serious defects discovered during performance tests XVIII 36, 37, XXV 8, 9
- for suspension exceeding certain period of time XXIV 17
- for violation by contractor of restrictions on subcontracting XXV 10
- for violation by contractor of restrictions on transfer of contract XXV 10
- in respect of spare parts and services to be supplied after construction XXVI 45
- on ground of bankruptcy or insolvency XXV 11-16,21
- under liquidated damages or penalty clause XIX 14,21
effects of - XXV 23-36
effects of - upon performance and repayment guarantee XVII 34
extent of - XXV 7
grounds for - XXV 8-22
legal rules on - XXV 3-5
use of - XVIII 12, XXV 2

Tests after construction

completion tests XIII 4-12 (see "Completion tests")
performance tests XIII 14, 17-19,24-28 (see "Performance tests")
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Tests during construction

- as part of contractor's control system XII 4
- by contractors in respect of supplies by purchaser XII 7
conducting - XII 25
institution engaged for - XII 6
legal rules on - XII 2,3
standards for - XII 5

Tests during manufacture

- as part of contractor's control system XII 4
additional or modified - XII 15
cost of - XII 20
description of - XII 8, 9
facilities to be given to purchaser in connection with - XlIII
failure to notify defects during - XII 1,8, 17
institution engaged for - XII 6
legal rules on - XII 2, 3
purpose of - XII 8
purchaser's access to - XII 10
purchaser's failure to attend - XII 14
report and certificate on - XII 17-19
standards for - XII 5
time for conducting - XII 12-14
unsuccessful - XII 16

Time-schedule

- and separate contracts. approach IV 16
- for construction IX 18-23
- for construction using critical path method IX 19
- for curing defects XIII 30
- for preparatory work on site IX 7
- for supply of equipment and materials VIII 9, 10,28
- for training VI 28
changes in - IX 24-26

Trade marks VI 3

Training

- in installing spare parts XXVI 21
- in maintaining works XXVI 5, 21
- in operating works XXVI 5
- of purchaser's personnel VI 26-32
costs of - purchaser's personnel during trial operation period XIII 20
extent of - VI 26
obligations of parties in connection with - VI 28-30
place of - VI 29, 31
selection of persons for - VI 27, 30
time for - VI 27, 28, 32

Transfer ofcontract or obligations or rights under contract

characterization of - XXVII I, 3
failure to perform obligations concerning - XXVII 12
legal rules on - XXVII 2
notification of - XXVII 11
protection of non-transferring party XXVII 9, 10
restriction to - XXVII 4-7
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Transfer ofownership

- of equipment and materials supplied by contractor XV 6, 7
- of equipment supplied by purchaser XV 7
- of works after completion XV 8
- of works during construction XV 8
law applicable to - XV 3, 4, XXVIII 3
mandatory rules on - XV 3, 4
practical importance of - XV I
relationship between - and passing of risk XV 2
retention of ownership in connection with - XV 8
time of - XV 4, 6-8

Transport

- in connection with repair services XXVI 36
- of equipment and materials to be incorporated into works VIII 11-14
- of machinery and tools for effecting construction IX 13
delivery of - documents VII 70, VIII 14

Trial operation period

costs during - XIII 20
duration of - XIII 20, XVIII 61
output of works during - XIII 20
purpose of - XIII 15
supervision of works during - XIII 16

Turnkey contract approach

characterization of - 11 4-6
scope of construction in - V 6

U.N. Convention on Contracts for the International Sale of Goods
XXI 6, XXVIII 20, 21

Unit-of-account clause

characterization of - VII 60, 61
choice of - VII 62

Unit-price method

appropriateness of - VII 26
definition of - VII 2
impact of variation on price under - XXIII 30, 31
payment conditions in - VII 66
reduction of risk connected with - VII 27
risks connected with - VII 27
units used in - VII 25

Validity ofcontract III 50

Variation of construction

- due to changes in local regulations XXIII 23
- due to unforeseeable natural obstacles XXIII 23
- order and its consequences XXIII 5,6, 12-18
- proceedings XXIII 9-19
- requiring consent of COntractor XXIII 19
- sought by contractor XXIII 20-22
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basic approaches to drafting - clause XXIII 5-7, 19-22
definition of - XXIII 1
effect of - on time-schedule and time for completion IX 24-26, XXIII 9-11
effects of - on performance tests XIII 27
effects of - on performance guarantee XVII 30-33
legal basis for - XXIII 3, 12-19
use of - XXIII 2, 4, 12

Working conditions IX 3
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