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Glossary

These are the key
terms and their
definitions

Book features

Throughout this book there are a number of features to ald your learning and simplify
your revision. Take a look at the different features you will find In the book below.

Remember

This information Is Important, so you should make a note of it.

Check

These revision questions give you a chance to check you
understand the content in this chapter.

Apply

understanding.

These tasks give you a chance to test out your knowledge and

Recap

This information will summarise sections from previous chapters.

-

Recommended reading
These books can give you more understanding on the subject.

o0

Link to CIPS knowledge where members will be
able to access additional resources to extend your
knowledge, plus links to online eLearning content
including videos, audio and interactive quizzes to
recap and test your knowledge and understanding.

End of chapter assessments

At the end of each chapter in the book there is a set of exam-style questions to prepare
you for your assessment.

End of Chapter Assessment

@ The National Health Service (NHS) In the UK is an example of an
organisation from which sector?

a. Public
b. Private

¢. Third
d. Primary

B
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Legal issues in relation

to commercial contracts
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PTER 1 Legalissuesin relation to commercial contracts

Introduction

A significant element of the procurement and supply function Is based around
the contracting process. To be successful, contracts must be clearly defined,
contain key terms and conditions, and take account of the legal framework

< within which they sit. They must also accommodate the reality of the business

environment, which means that - within limits - there must be a degree of

flexibility allowed.

This module Is designed for those working in procurement and supply, or otherwise
involved In responsibility for the development and use of legally binding contracts
with suppliers. Although aimed at those involved in the formation of contracts, it
will also be useful to those whose function involves contract management.

On completion of this module, you will be able to describe the key elements and
legal aspects of formal commercial contracts and be able to analyse and interpret
the fundamentals of specifications and key performance indicators (KPIs) included
in contractual arrangements.

Analyse the documentation

that can comprise a commercial
agreement for the supply of goods
or services

This section looks at the elements that make up the contract documents. In

s practice, these may be produced as separate documents that become ‘linked’, so
that there is a core document with a number of attached schedules, or they may
be combined into a single document.

When talking about ‘the contract’, this means the totality of the agreement
between the parties as evidenced by the contract documents. When using a
format that involves a core document and a number of separate schedules it is
useful to remember this concept of the ‘whole agreement’.

Remember that the contract as originally signed is likely to allow for variations,

so at any point in time ‘the contract’ may well be different from that originally
signed and sealed. There is a tendency to think of contracts in an archaic sense as
something fixed and unchangeable. Modern commercial contracts are designed
to accommodate the fact that change is inevitable. Therefore it is important that
there is a mechanism in place to ensure that ‘the contract’ - the current, up-to-
date agreed version of the agreement - is easily accessible,

. Invitation to tender or request for
quotation

Difference between estimate, quotation and tender

In law, when considering the contractual process there is no difference between a
quotation and a tender. The legal basls for this is discussed in section 1.2 (which




For now, just be aware of the following.

® An estimate has no legal standing: it is merely a supplier’s best guess of what
the supply might cost. In commercial contracts, estimates should be avoided.

A tender and a quotation (sometimes quote) are essentlally the same thing -
they are both a firm offer to do something for the quoted price or at the
quoted rates, although a tender will be more comprehensive and detalled.

I procurement and supply, a distinction is made between quotations and tenders,
itis a fairly artificial one.

Quotation is normally used when the only variable is price. The process
for arriving at the quotation will often be simple, perhaps even informal,
but generally it will involve a buyer describing in precise terms what they
wish to buy, and a supplier offering a price at which they are willing to
supply it. The terms and conditions are (in poor practice) often not specified
in requests for quotations, which can lead to the infamous ‘battle of the
forms’ (see section 1.2). Quotations should only be used in any of the
following situations.

For low-value, low-risk purchases
Where the specification and delivery terms are fixed
Where suppliers have been pre-qualified

Where a framework or dynamic purchasing system has locked down the
contract terms and price is the only variable

o o

o

« Tender is normally used when there is potentially more than one variable.
This is not always the case: tenders can be used where everything other than
price is already locked down, but this is becoming less and less common. The
process leading to a tender will be quite formal. It will require sealed bids not
to be opened before a specified deadline. The format of responses will be
dictated by the purchaser. The contract terms will be specified in the invitation
and required to be accepted as part of the tender offer. Tenders should be

used in the following situations.

o For complex projects

o For high-value or high-risk purchases

o For projects where quality and price need to be assessed

o Where access to unknown suppliers is required and there is a need to either
pre-qualify them as part of a two-stage process, or to assess their suitability
as part of a single-stage open tender process

Remember

An estimate is not a firm offer. A quotation and a tender are
both firm offers. Tenders are more detailed than quotations
and will include quality aspects as well as prices.

Request for quotation (RFQ)

Requests for quotation (RFQs) are often misused, e.g., where a purchaser
simply asks for a price without adequately determining the contract terms
and specification. However, they do have a valuable function when their use is
properly controlled. They work well under framework agreements where the

contract terms are already fixed. Table 1.1 sets out th
’ v e main fi
along with the advantages, risks and controls. eatures of RFQs,
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Estimate
Asupplier's best {
guess at what the
price will be. It has n
legal standing

Tender

A bid obtained via

a formal process;
normally (not always
it includes quality
variables as well as
price aspects

Quotation
Sometimes called a
quote, this is a firm
price offer obtained
via a formalor |
informal process;
normally it only
relates to price on
the basis of indicated

quality

:

Framework .
agreement

A formal agreement
between two *
organisations that Is
intended to become
legally binding in the'
event that a contract
Is created
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Unless the organisation

has its own strict rules and
standard documentation
there is a risk that RfQs may
be done via a simple phone
call.

Potential lack of an audit
trail of the basis for the
quote ‘you asked for/we
quoted for’ disputes.,

Possible lack of
transparency - potential for
collusion or bribery if quotes
are opened at different
times.

Limited (if any) market
engagement.

Small and known supplier
pool.

turnarounditimesican'be!’
Quickimiplementation
sometimesunavaldaply, '
negessany: i,

ieprieithe dalgaganle; N

| tenms.
- [No'thoug

Reduces administration
costs where specification Is
clear e.g., by reference to
make and model number or
supplier product code.

Frees up professional
resource for more complex
requirements.

Small and known supplier
pool.

", [(Useicategoryimanagement |

“[lcontract terms(arefixed:

Set maximum value limits.

Set minimum acceptable
formality, e.g., all quotes

to central point and to
remain sealed until specified
deadline. Use ‘quick quote’
e-tendering platforms.

Issue standard terms and
conditions with all requests.

Monitor usage.
Train staff in possible risks.
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VEetting.

Having no cross-reference
to contract on the order
risks a lack of clarity as to
the contractual nature of the
request.

Quotes often Issued on
supplier's terms and
conditions.,

'-;.‘,. 1 | R i
| NoithoUghtgiven foicontrace|. -
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it fromipre-quialified

Ensure terms and conditions
are included in request and
reiterate them at the point
of order.

Cross-reference any
information provided in the
request with the order,

able 1.1 Main features of RFQs




' Invitation to tender (ITT)

Tenders are more formal sourcing exercises than RFQs, which means more
thought is given to the selection of suppliers and the working up of contract
| documentation. They are sometimes also called requests for tender (RFTS).

n most organisations. In sectors where

he public (or state) sector and the utllities
t out In regulations. Some sectors may also
truction industry has a

| The tender process is well-developed |
procurement is regulated by law (€., t
sector), the permitted processes are s€
have their own codes of practice. For example, the UK cons

ctice Note' published by the Joint Contracts Tribunal - a body set up to include
various stakeholder groups from both ¢

' Tender returns (or submissions) are generally more detailed than quotations,

| including variables such as method statements, timescales or other quality
aspects of the delivery, as well as price. In open tenders, where suppliers have not
been pre-qualified, there will generally also be supplier vetting information.

There are still risks, however, as shown in table 1.2.

onstructing and client sides of the industry.
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Public (or state)
sactor

Service organlsations
run by the

government and
usually funded by

taxes

Utilities sector
Normally includes
energy supplies,
water and sewage,
and telecoms
networks

Full audit trail, especially if
electronic platform used.
If process is robust, can
provide transparency,
reducing risks of bribery
and corruption.

Potential for wider market
engagement.

Formality

Relationship Clear and robust response
to contract schedules can easily
documents be inserted into formal

contract documents if the
draft contract is properly
designed to accommodate
them.

Requires specific
documentation.
Process-driven tender
exercises risk a lack of
project-specific thought.
Can create unnecessary
administrative burdens.
May be regulated by law -
creates risks of challenge
by suppliers if rules are not
followed.

: §I& 0

Clear process, including
options appraisals,
reporting and
accountability.

Ensure processes match
legal requirements.

Audit random sample for
compliance. b
Train staff on formal
processes.

Hsuireltheforwardiplanis
ave alclednalitfivtisation

>

g | ;g%gs&f&uﬁgsnwes 2

Inserting full tender
response document into
formal contract can create
inconsistencies, especially
where clarification
exercises have been
necessary.,

|1

sl:Standardise:

tationiterever

Design the tender return
documents and the
contract documents to
ensure ease and clarity

of use. lr

>

Table 1.2 Main features of ITTs



Bribery

The promise,

offer or giving of
financial advantage
to someone in the
expectation that
they will improperly
perform their
functions, or to
reward them for
having done so;
also accepting such
a promise, offer or
advantage (whether
or not the function
is improperly
performed)

Corruption
A wider term than
bribery, includes
any improper
performance of
function in return
for some kind of
advantage which
may or may not
be financial, e.g.,
faeilitation payments,
nepotism (favouring
lof family members),
or,career promotion.
Both the providing
nd receiving of

e advantage are
orrupt practices

llusion

here two or more

otential suppliers .
or the purchaser

nd one or more
suppliers) secretly
ro-operate to
undermine the
rompetitiveness of a
tender process
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Real-world comparison of quotations and tenders

The issues are summarised on the previous pages, but here are some points to
consider in a real-world context.

Process administration costs

Sourcing (seeking tenders and quotes) is a resource-intensive activity, as
submitting bids is resource intensive. It is in the interests of both buyers and
suppliers to keep these administration costs within limits that are proportionate to

the value and/or risk of the contract under consideration.

Purchasers should be aware that cost and risk are.not the same thing. A relatively

low-value contract could be sufficient to bring a business to a standstill if it
collapses. Conversely, a high-value contract may have little Impact on failure If the

supply need can easily be filled from other sources.

Naturally, the amount of documentation issued with an RFQ or ITT increases

the costs of preparing the request and the supplier’s costs in responding to it.
However, these upfront costs are repaid during the contract process by having a
clear, concise, mutually understood contract. Costs to unsuccessful bidders are
not recouped, but simplicity and clarity of documents can reduce the costs of
bidding and the risks of accepting a contract, soitis still in the supplier’s (even
the unsuccessful potential supplier’s) interest for these to be fully scoped at the

outset.

Audit trails

An audit trail is the written or electronic record of what was done, when and by
whom. Audit trails are important for the following reasons.

They reduce bribery, corruption and collusion by increasing the likelihood of
being caught.
They provide solid evidence in the event of such activity occurring.

They improve accountability - even where there is no criminal or fraudulent
_ intent, staff members tend to take more care when they know the actions can

be traced back to them as individuals.

They help trace errors, e.g., identify skills and knowledge gaps and/
or procedural weaknesses which can be used positively for personnel
development and systems improvement.

They provide solid evidence of the facts of a situation when disputes arise,
particularly in relation to specification and/or offers of service.

Remember

RFQs are useful in that they are quick and informal, but they
carry the risks that they only look at price not quality, and they
may not be tied adequately to contract documents. ITTs are
more formal and take longer, but they have full audit trails,
consider quality aspects as well as price, and are usually more
closely reflected in final contract documents.

Quotations often have weak audit trails, but with the increasing use of e-tendering
systems for quick quotation purposes, this risk should now be on the decline.
There is no reason why a quotation cannot have a robust audit trail.




Tenders have always been more formal and therefore have some auditabllity bullt
in automatically. But there is still scope for this to be breached, so agaln, electronic

| systems vastly increase robustness In the tendering process.

Transparency of process: controlled opening of offers

are being sought, It is important that both buyers
and suppliers can trust the process: it must have transparency. suppliers will

" ot be willing to expend the time and effort needed to prepare offers, unless they
believe they have a fair shot of winning the contract.

If the system allows for bids to be opened on receipt without a deadline or
witnesses, there is a risk of early offers being shared with those yet to submit.

The latter may then have an advantage and be able to reduce their price, or

L conversely (if they have colluded with the early bidder), to increase their priceas a
| way of either driving up price overall or simply determining who wins the contract.
Either way, the buyer will not be getting the best value deal. The use of e-tendering
systems ensures that fixed deadlines are set. Most systems ensure that no further
bids can be submitted via the system once the electronic vault has been opened.

Whether quotations or tenders

Urgency and speed

Good category management and market awareness should eliminate most of
the need for immediate-action scenarios. Most procurement should be properly
planned and timelined. Even the best of organisations will occasionally have
urgent needs which have arisen due to a sudden change in circumstances.

The process for selecting a replacement supplier must still be controlled. The
organisation’s internal rules must include a section which sets out when normal
supplier selection processes can be waived. This tender waiver process requires
high-level authority (normally a director) and must include a full business
justification for not using the normal process. The walver process should Include
a requirement to state what has been learned from the situation and how (if) that

can be built into operational improvements.

 Waiving the fenderprocess . . b o
' Arsgltalorganisaton snpovingneath DA,
ts payrollmanaged externally by 2 iellkrowniciides.
and busiress: sgti[t;g_‘s; provider. ff llemployeere cords:
R e A N i o e T
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an annualcost ofiapproimately;$150,C 002 For business:
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payrall progision: |t gave twormonthsi notice: Glearly.there:
Was 1o time t carry,outa fll ténder, process. Thie new
provider had to be contractedson-bioarced-and ready to
© goliveiin eight weeks. 2. s

This case clearlyllustrates whyithere is sometities aineed:
' Couldithe situation have been avolded? The contract

.~ allowed the supplier to give odly.two rﬁﬁdﬁhs’; rotice -
but even if thathad not been the case; the suppllerwas.
a multi-natirial company and thie contractwas ow,
value; itis probable that the su pplier could easliy have
carried thé rf8ksiof simply defadting. s
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Transparency
Operating In such a
way that everyone
can see the actions
performed

Az

Waiver

A considered and i
deliberate decision

not to apply normal
rules
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Apply
Consider tables 1.1 and 1.2. Write a list of types of purchases

for a particular organisation (e.g., a manufacturing company,
hospital or any other organisation with which you are familiar).
For each type of purchase, state whether a quotation or a
tender would be more appropriate and why.

Is there any circumstance where you might need to waive
normal tender or quotation rules for each of those purchases?

Remember
| Tender processes must be transparent. If there is a reason for

normal processes to be waived, this must be fully documented
and approved at a high level.

Specification

The specification is absolutely central to all commercial contracts. Any ambiguity,
misunderstanding, lack of clarity or confusion about the specification will result in

the following issues.

« Poor bids being received - either overpriced or underpriced
Claims for extensions of time or additional payments

« Administration costs resulting from contract clarification orders

+ The potential for goods or services being delivered that do not serve the
desired purpose, or being delivered in the wrong place, at the wrong time or in

the wrong quantities
« The potential for goods or services being delivered which do not meet the
required standards, which may be written in law, putting the purchaser, end
users or the general public at risk
The specification is the document which sets out the detailed requirements for the
goods, services or works that you are procuring. The specification will normally be
included as a schedule to the contract.

Defining what you want to buy can be one of the most difficult stages of the
procurement process. There are risks at both extremes of detail.

+ Describing exactly what you want in miniscule detail can make you miss out on
opportunities for change and innovation.

* You may write a wish list that the supply market cannot meet or that is too
vague for you to enforce contractually.

Clearly the aim has to be to find the middle ground between the two.

Types of specification

There are two main types of specification: performance specifications and
conformance specifications (sometimes called prescriptive or technical
specifications). A third approach would be to use an outcome-based schedule of
outcome requirements. This is looser and more flexible than a specification and
often encourages the use of innovative approaches to meeting the procurement
need. However, care should be taken as the terms ‘output’ and ‘outcome’ are
often confused.
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The key differences between performance and conformance specifications are
shown in table 1.3.

ligmm;—-mmmumm_

Focus on outputs Focus on Inputs

Sets out result to be achleved Glves specific methods, processes and materials
The ‘what, not the ‘how' May Identify specific manufacturers or components
Gives suppllier flexibility to present solutions that | The'how’ as well as the ‘what’

the buyer may not have considered Ties suppller to set detalls

Table 1.3 Comparison of performance and conformance specifications

Using a central heating system as an example, a performance specification would
simply require a system capable of maintaining a temperature of 21°C when

the external temperature is zero, with the additional capability of being time-
programmable and having the facility to vary the temperature between individual
rooms. A full conformance specification would detail the make and model of the
boiler, set out how many radiators (of which size, make and model) should be in
each room, the type of thermostats to be used, where they should be placed, and
much more additional detail besides.

In practice what is likely to be used is a specification which says that the system

is to be gas-fueled, using an A-rated boiler, giving the temperature to be

achieved and desired level of programmabllity and controllabllity. For reasons of

compatibility with existing installations - and the impact that has on maintenance %
costs - it is likely that a specification would also specify a preferred make of boiler.

In other words, the specification would be a hybrid between a performance

specification and a conformance specification. -

There is one further problem, however. It is possible that what sounds like a

conformance (technical/prescriptive) specification is actually a hybrid - and a

hybrid specification opens up the possibility of compliance which does not actually

deliver the intended result. 4

' Permeability is 110 proxy for durability '

_ Asinformatioh,provided by the:Ameican National:

| “Ready Mixed GoncreteiAssociation illustrates) itis:

| possibleito.comply with whatlooks[kea conformance

- specification without achieving the desired outcorne.

i :Ebl dUstry;Lises aw/cm ratio: a water-cepentitious

1' = 1f -.u -\.4-;..‘.1 -~ '-.'- .-- § ,1, '....; 'P’ .‘é{é;

_ etimes used as a proxy measure for, durabllity.
However, [ow w/cm ratios might increase the potential'

- for shrinkage, when the intentionis to reduce It. The -

- problem isthat a low w/cm ratio can be a:ﬁl&ved by.

. differentmeans, anly,some of which w]lliachleve the
durabllity reduired, The NRMCA's website ipdlcates that
different mixtures, all usiig the same W/en ratlo; could.

4 achleve strength values as diffarent as 3800/ps!; 5000 psi

* and 6000 psi (p;.i = pounds per. square inch).

- Clearly, the difference between 3800'and 6000 psi
tolerance Is significant enough to show that specifylng
aw/cm ratio does not ensure a certain duraﬁ'illty.wlli
be achleved. : s

. .and isisom
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This provides a clear demonstration as to why procurement professionals must
engage with technical stakeholders when designing or agreeing specifications.

4 This does not mean that the procurement team should simply defer to the
technical personnel from the commissioning department when It comes to
producing the specification. Technical specifying can easily become locked into

L what we know’ or ‘the way we have always done it'. While no specification starts
from a blank piece of paper, it is helpful to go back to first principles.

Remember

Procurement professionals have a role in challenging
specifications. Technical experts can get things wrong and

asking naive questions can be useful in bringing these to light.

Designing a specification

Figure 1.1 shows ten key things to think about when designing a specification.
(The drafting of specifications is considered in more detail in section 2.1)
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Figure 1.1 Key points of designing a specification
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The specification as a contract document E

R is important to be clear from the legal perspective that the specification Is only a
contract document if it says It is. A specification issued with an RFQ or an ITT will
not be fully incorporated into the contract unless care Is taken to ensure that it Is.
For example, changes to the original specification might arise as a result of queries
during the tender process, or through post-tender negotiations with the winning
bidder. It is also possible that the supplier has qualified the specification in Its
offer, and if this has not been picked up, then there could later be disputes as to
which version of the specification is the contractual version.

The simplest method is to ensure that a final and agreed version of the
| specification is reproduced and appended to the core contract document as a
schedule, clearly referenced from the contract terms.

Potential problems

If care is not taken to fully incorporate the specification into the contract, but
instead reliance is placed on the fact that it was set out in the invitation document,
the problems that can result include the following.

* Any total agreement clauses in the contract will invalidate anything not
actually laid down in the contract documents, including anything included in
the tender information.

« Any clarification or amendments taken during the tender process are likely to
be omitted. This could potentially undermine the whole contract, as the parties
may be agreeing to something different to what they believe they are agreeing
to. At the very least, it creates scope for dispute and the costs of dealing with
uncertainty and ambiguity.

Remember

Construct the contract documents as a single package. Make
sure all of the cross-references work. Ensure all schedules are
referenced in the main agreement terms.

Key performance indicators (KPIs) and
performance management frameworks

A specification sets out what is to be delivered, but there must then also be a
mechanism for comparing actual delivery against what has been specified. It is a
fact that commercial life is complicated and things can go wrong. Some of those
things can be controlled, others cannot. A performance management framework
can manage this.

A performance management framework Is a series of standards and targets to
be achieved by the supplier, definitions of how those standards will be measured,
and actions to be taken on the basis of the measurement results. Its aim Is to
promote the best control possible of the things that can be influenced, and to
ensure the best possible outcomes against agreed measures.,

1"
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1 framework.
* Key performance Indicators (KPIs) - what you are measuring
‘. * Targets - the performance level to be achleved

Reniember
These are the key components of a performance management

* Consequences - what happens if the measures are not
‘achleved and/or if they are exceeded

The design and use of KPIs Is explored in detail in section 2.2. The focus here is on
the nature of the documentation and its status as part of the contract.

KPIs
Are KPIs necessary?

Itis still surprisingly common to find contracts with no stated performance
indicators. With good suppliers, a strong relationship and good luck this
might not matter. The job will still get done to the desired standard - more or
less - and the few issues that do arise will be amicably resolved. However, it
is still worth investing the time and effort to set up and measure KPIs for the
following reasons.

* ‘More or less’ is never good enough. The contract sets a standard that should
be a minimum standard. You cannot know whether that standard is being
consistently met unless you measure it.

* You cannot rely on good luck.

* Even the good relationship that you know to exist at the beginning of the
contract cannot be guaranteed to continue. The supplier's own operating
environment could change, making it more difficult for them to provide
the level of service that you are accustomed to. The share of the supplier's
business which the purchaser has can shift, making them less important
to the supplier. Personnel changes can erode the basis for good working
relationships.

* Measuring performance demonstrates whether it is stable, improving or
deteriorating - each of which can and should provoke a response.

© Stable performance might sound like a good thing but could mean that
opportunities for improvement are being missed.

© Improving performance should be analysed to understand why. What is

working well on one contract might be transferable to others. It is important

to learn from success as well as failure.,

© Deteriorating performance should be analysed to understand why. Orice
understood, action can be taken to halt the decline. Lessons can then be
learned for other contracts: perhaps the issues can be designed out at the
pre-procurement stage?

Do KPIs need to be contractual?

Many organisations seek to manage KPIs outside the contract. This is poor
practice. Unless the KPIs are set within the contract, tied to firm targets and set

consequences (for both worsening performance and improvements), then there is

no leverage.




| g R

iﬁmdamentaily, KPIs should be an intrinsic part of the specification. In

- agresing to pay a given price, the purchaser expects a defined service level and/
. ar quality of goods supplied. That is the cost-benefit balance which has been

- schieved either through a tender process or a negotiation. If KPls are subject to
- a5k agreement and not included within the contract, it can be difficult even to
" gnlbyee the measurement aspect. It will vary from one measure to another, but

waxh of the data required will need to come from the supplier. Unless there is
»88m contractual requirement to provide it, the costs of doing so may make the

ig

Targets

reluctant to engage.

Intfoducing performancemanagement . .

SAtserite drganisatisnwaTkediton many,yes
ﬁg“‘!g*-;f?ﬁ peratedini ‘ ayperformances
 medsures; dithioUgtthiere were régulsnd rapdom: < -

tudy

- AR

e S

as

C

$ WImP .
eial

goodivaltier . 1

bl T ot

Y

[ R R e TSR e v i =
1 . WA e o S e =

! There wasroiiicentivaeithertodrivei
- i(egnifrovgheliminatingwasteloridhvell
S ductand st { :’-ﬁ_.'___-'kl'-'-.n'z:.:}

= 'Ja"'

e T R0 O
We IOngera; - .

Ty el
gy =1L
Phag

A KP! is merely an indicator of a level of performance. It may, for instance, show that
end user satisfaction levels are 85%. That sounds like a high figure but, much like
exam scores, it is meaningless on its own. You also need to know the ‘pass mark'.

In a sector where satisfaction scores in the high 90s are regularly achieved,

85% would be cause for concern. If market research has shown that average
satisfaction rates hover around 80% then, despite the fact that you still have 15%
dissatisfaction overall, your score does not look quite so bad.
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Incentive
Something which
encourages a
particular action or
behaviour

Disincentive
Something which
discourages a
particular action or
behaviour
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Therefore whenever KPIs are set within a contract, they must also be linked to

atarget.

Both the indicators and the targets should be developed as part of the overall
contract design. In negotiated contracts it may be possible to revisit them during
the negotiation, but for tendered contracts they must be part of the original

tender Invitation package.

As with the specification, KPI targets can affect the following.

A potential supplier's ability to actually perform the contract (e.g., they may
simply not be able to resource next-day delivery)

A potential supplier's interest in the contract (e.g., they may be able to resource
it, but cannot do so cost effectively, or they have other more profitable
opportunities, perhaps with lower targets)

« The price at which the supplier is willing and able to perform the contract

Consequences

Finally, the contract must set out the consequence of meeting or not meeting the
KPI targets.

If there are no direct consequences, there may still be incentives or disincentives
embedded in the nature of the KPIs themselves. Simply bringing the information
into the light and reporting on it enables lessons to be learned. An enlightened
supplier will use the KPI information for its own purposes, outside of the
contract in which they are set. If, for example, Purchaser A is reporting that 10%
of deliveries are incomplete against order, then the probability is that this is
common to all purchasers. The supplier will be very aware that this could affect
future business and will want to address the problem. However, the supplier

has a choice on how to address the problem, especially if A is the only purchaser

actually complaining.
+ Option 1: manually intervene to ensure that all of Purchaser A's orders are
correct. This will take additional resource, especially if the delivery times are not

to be affected.

* Option 2: investigate and resolve the root cause of the problem. This is a
sensible approach, but might take some time. If the supplier continues to
operate as before while the problem is being investigated, Purchaser A will not
immediately benefit from the process.

* Option 3: do both Options 1 and 2.

The purchaser will want a speedy resolution to its own position and will care
somewhat less about the supplier's underlying issue. If they can get their orders
delivered correctly, it will not matter to them that this only happens because the
supplier is manually intervening to check every single order that goes to them,
rather than addressing the root cause.

To ensure that either Option 1 or Option 3 is chosen - i.e. an option which
immediately addresses Purchaser A's problem, whether or not it also looks at
the root cause - there has to be a contractual remedy or incentive. This usually
means either a penalty for failing to achieve the targets or a bonus for exceeding
them. If there is no explicit contract clause setting out what will happen in the
event of targets being missed, then the purchaser has no grounds to seek
redress - unless the failing is so bad that it can be considered a fundamental
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Lch of contract under other clauses (€.8. non-compliance with specification,

’nss for purpose). E
Remember
The KPIs and performance management framework are only v
contract documents If they say they are. Information issued
with an RFQ or an ITT may not be fully incorporated Into the | 9

contract unless care is taken to ensure that it is. The simplest
method is to append it to the core contract document as a
schedule, clearly referenced from the contract terms.

Check
[ What are the potential problems with relying on the

4 information sent out with the ITT as a means of making
a specification or performance management framework

contractually binding?

Fontractual terms

.
The contractual terms (sometimes referred to as ‘terms and conditions) make up
the main body of the contract document. They are what might be thought of as

the ‘core contract’.
>
Although the expressions ‘core’ and ‘main’ are used here, in practice the

_gontract terms often comprise the smallest part of the contract and will not be
understood without the schedules and other supporting documentation that sit r

alongside them.

Key terms are considered in more detail in section 3.2. At this point, it is
important that you understand the nature and purpose of contract terms and

how they are established.

Formal contracts

At the simple level, a formal contract is any contract or agreement which is

sevidenced in writing’ and is intended to be legally binding. Generally speaking, you ;
have a formal contract under the following circumstances. @I

« The terms are set out in detail.

« The parties have agreed the terms and want to be able to enforce the Service level
agreement, with the power of the law if necessary. agreement (SLA)
v An agreement
« The evidence of this is that the parties have written down these terms, and between the provider

and the user of a

signed, or signed and sealed, the document.
Remember that these are the conditions for a contract to be considered formal f.f,:‘:tc;::fzt,:&t:f:
(see section 1.2 for the conditions that must be satisfied for a contract to exist and quality will
and be legally binding). While formal contracts are generally written down, it is be provided; this  *
possible for a contract to exist without being recorded in writing. You should also agzeme:,t 's“,'ftga”y
bear in mind that a ‘contract’ might go by another name, such as an agreement, ;nrefr:;:d :o Ina
a commission, a letter of appointment, or a service level agreement (be careful contract
with this last term because it eans different things in different contexts).

15
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Draft (a contract)
The formal drawing
up of a contract,
formulating the
words and clauses

Drafter (of a
contract)

The person(s)
who design(s) and
develop(s) the
contract wording

Remember

The contract is the total agreement and may consist of a number
of different documents. It may not actually be labelled ‘contract’
but might be called ‘agreement’, ‘commission’ or ‘appointment’,

The use of templates or standard terms

Few contracts are written ‘from scratch’ (i.e. starting with a blank sheet of paper).
Most commercial contracts will either be industry standard forms or based on a
template developed by the organisation itself, its legal advisors, or some other body
such as CIPS, a government department or a commercial procurement consultancy.

There are a number of advantages to using standard or template forms to draft a
contract but, as always, there are also potential hazards for the unwary drafter of

the contract.

There are several things to consider when deciding your approach to drafting
contract terms. Tables 1.4 and 1.5 show the advantages and disadvantages of
using standard templates and bespoke contract forms respectively.

All of the key risk areas will be set out
and therefore unlikely to be missed.

Standard clauses prompt drafters
to think about relevance to current
contract.

The legal meaning of expressions and
words will have been fully considered,
possibly even tested in the courts,
leaving less room for misunderstanding
and misinterpretation.

Standard list of schedules to be
attached prompts their inclusion.

Potential to use inappropriate
template, e.g., supply of goods form for
a services contract.

Can result in complacency on the part
of drafters resulting in a tendency to
only check the clauses which normally
need amendment and not think
about the specifics of the current
procurement.

Failure to cross-check references
between clauses or sections (e.g.,
where one clause has been deleted
but is still referred to elsewhere)
creating nonsensical requirements or
conditions.

References to legislation and standards
may become obsolete or not updated.

Schedules may be appended with no
firm reference to them in the contract
terms, so they are not properly
incorporated into the contract.

Definitions used in schedules might
differ from those in the standard
contract, creating ambiguity and the
potential for dispute.

Table 1.4 Advantages and disadvantages of using standard contract templates
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of the procurement. established legal Interpretation.

ids the risks of using standard Potential to omit less obvious areas
s, of risk.

Potentlal to Identify risk and remedy
but not consider wider consequences
(e.g.. consequences of termination).

1.5 Advantages and disadvantages of using bespoke contract forms

_The importance of selecting the correct template

ﬂhough there are clear advantages in using template forms, there is a risk
fﬂthe wrong template being used. There Is a limit to the degree to which a
mrnmerclal organisation can standardise its purchase and supply contracts. The
wonsiderations applicable to, say, a building or works contract are very different
#o those applicable to a supply of goods contract. The contracts for consultancy
Services will be very different to those for catering services, which will differ again
!iom those for provision of software as a service.

b'l‘organisations have a bank of standard contract forms for use in different
\drcumstances, it may be necessary to create a ‘decision tree’ or flow-chart to guide
personnel to the appropriate form in each case.
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Key sections of the contractual terms document

Many contracts (though not all) follow an established format which is summarised
in table 1.6.

1. The ARTICLES. These comprise the very basic agreement: a summary. They
state that Party A (e.g., the purchaser) is entering into a contract with Party B
(e.g.. the supplier). Party B agrees to provide the goods or services and
Party A agrees to pay it for them. They set out exactly who the parties are by
reference to their full legal entity names - usually registered company names

a and registration numbers where applicable - and their registered office

addresses.

In each case they will also give the term by which each party is known
throughout the rest of the contract. This will either be by a generic function
(the Purchaser’, ‘the Client’, ‘the Supplier’, ‘the Service Provider’, etc.,) or (less
helpfully) by a shortened form of the company’s full name (e.g., ‘Bloggs’ for
Bloggs Commercial and Industrial Cleaning Company Ltd).

This clarifies the purpose of the contract and who the parties are, while at thé
same time making the drafting of the clauses slightly simpler, by not having
to ensure that the party names are inserted repeatedly.

2. The RECITALS. These provide the context. They set out the facts that surround
the situation in which the contract happens. In some agreements it is a very
simple re-statement of the facts that the purchaser wants to acquire X and
the supplier has agreed to provide it. In some contracts (particularly building
contracts) there will be a number of other factual statements covering who
will perform other roles necessary for the contract to work.

By convention they start with the word ‘whereas’ (which means ‘given

this ...) and are followed by ‘it is now hereby agreed" (or something similar).

If anything in the recitals is wrong, it could undermine the whole contract.

If the recitals said: ‘Whereas ABC Property Company is seeking to build

4 20 bungalows on the site known as Dogs Lane...' when what they actually
wanted was a 100-flat tower block at Cats Road, then regardless of what the

rest of the contract said, the courts would have a basis for ta king the view

that the whole premise was undermined and there was fundamental ground
for disagreement.




Some forms of contract, particularly industry standard forms, will also

have a CONTRACT PARTICULARS section. This sets out some of the specific
variables, such as the required date of completion and any specific insurance
requirements. It is a mechanism for writing terms and conditions without
having to amend clause by clause. It works by creating a schedule of common
variables which can be filled in, and to which the detailed terms refer back.

The full TERMS AND CONDITIONS are the detall. These cover the ifs, buts,
maybes and what will happen in respect of X if ABC happens to Y. Normally

- they will be in standard wording, with specific meanings set out in a
DEFINITIONS AND INTERPRETATION clause for avoidance of doubt. They will
cross-refer to the contract particulars and the schedules.

The SCHEDULES, These set out project-specific detail either as designed by
the purchaser (e.g,, KPIs) or as submitted by the supplier (e.g., pricing).

1.6 Common contract sections

W contract terms are established

process for establishing the contract terms in a formal contract is shown in

ifﬂure 1.2.

e

sy e ll.Ll-.{! ]

Figure 1.2 Finalising contract terms

Itis good procurement practice that the purchaser takes the lead role in
establishing the contracting terms, that the Terms and Conditions are part of
the RfQ/ITT, and that bidders are required to agree to these or be excluded.
The degree to which these can be imposed, however, will depend on the
professionalism of the procurement team, the robustness of the procurement

process, the relative buying power of the purchaser in the target market, the
competitiveness of that market, and the sourcing process.

Be aware of the following. .

* The lower the purchaser’s market leverage, the easier it may be for the
supplier to negotiate changes to the terms, either as part of the tender process

[42]

Market leverage
Another term for

buying power, the
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or even after the contract has been signed. Both purchaser and supplier must
be aware of the opportunities and threats that this creates,

+ In regulated procurement (e.g., public sector), once the opportunity has
been advertised it Is difficult to persuade purchasers that the terms can be
changed. Some public sector purchasers might Insist that this cannot be done
at all once the process has commenced. This is not true. Provided that all
potential suppliers are aware of the changes and, where appropriate, periods
for responding to invitations to tender are extended, there is no reason why a
purchaser cannot take on board rational comments from potential suppliers
and review or change the proposed terms of contract.

It is crucial, therefore, that procurement personnel fully understand the proposed
form of contract and why each of the terms exists. Every contract term is designed
to do one of the following.

* Protect the supplier
* Protect the purchaser
* Balance the protection between them

Key terms would cover pricing, payment terms, risk allocation, insurance
requirements, timescales, health and safety, and actions and remedies in the
event that one party defaults. A certain balance will be achieved across the
contract as a whole between the purchaser’s interests and those of the supplier.
This may not necessarily be an equitable balance: one party may be favoured
more than the other. What is important is the agreed distribution of benefit and
cost, protection and risk.

A change to any single clause will shift that balance to a greater or lesser
degree. It is part of the procurement and supply professional’s role to
understand exactly how that shift might play out in practice in their business
environment and whether it matters on a case-by-case basis. This can only be
done by fully understanding the contract, both on a clause-by-clause basis and
by understanding how the clauses relate to each other and to the contract-

specific schedules.

&,
Remember

; Contracts should protect both parties, but the degree to which
9 they do so will reflect the relative bargaining positions of the
purchaser and the supplier and their ability to influence the
contract terms.

Informal contracts

There are well-established legal rules that determine whether, in the absence of a
formal set of contract documents, a contract exists.

If a quotation has been requested and then provided, and an order has been
issued on the basis of it, there is an intention to create a legal relationship. The
purchaser clearly expects the goods or services to be provided on the terms set
outin the RFQ and/or the order issued (although remember that these might not
agree with each other). The supplier also clearly expects to provide the goods

or services on the basis of the quotation (which might not agree with either the
request information or the order). There Is a significant risk of divergence between
what th:a purchaser thinks they are buying and what the supplier believes they are
to supply.
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over such matters reach the courts, it is likely to be found that a
artract does indeed exist, even if nothing was written down (e.g., If the whole
schssion had been by telephone). The difficulty Is In establishing what the terms

‘;‘ agreement are.
smere might be ways of establishing these on a balance of probabllities.

.| the parties had contracted previously, the terms of those agreements might
assumed to apply again.

- Jthere are normal sector expectations about certain aspects of the dellvery,
_they might be assumned to apply.
&

=_Bther of the above could be discounted if there were any evidence suggesting
_ghat either party had indicated that other circumstances should apply in this
. particular case.

CL’Iythis is not a very satisfactory way to proceed. Both purchaser and supplier

aeexposed to unconsidered risks in the event of the arrangement not being
| Those risks could far outweigh the time and cost of putting in place at

lemst a simple formal contract.

Apply
Consider situations with which you are familiar where formal

contracts are not used. What potential risks can you see for the
purchaser? And for the supplier?
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Pricing and other schedules

A schedule to a contract is simply an appendix to the body of the contract form.
Schedules are used as a way of making it easier to incorporate project-specific
information in a contract without having to amend the wording of the main body
of the document clause by clause. It allows for the standardisation of terms and
conditions, which then simply cross-refer to the detail in the schedules.

The benefits of this approach are as follows.

» Drafting the contract is simplified, and therefore quicker and more cost
effective.

« Within the purchasing organisation, clauses for similar contracts have identical
wording, avoiding the risk of different approaches across the organisation.

+ Contract managers become familiar with the forms that they use regularly
and, in the event that they need to refer back to the contract, they can do so
with ease, knowing where to find relevant information. This is true for both
purchasers and suppliers.

* The contract and the procurement documents can be drawn up in such a way
as to allow direct incorporation of a supplier’s tendered offer, reducing the risks
of misinterpretation.

Pricing schedules

Any contract that does not involve a single fixed-fee payment on completion
will have a pricing schedule. This will effectively set out how the price is to be
calculated for each invoice. It may include various rates or simply confirm the
total fee and the proportions payable at key stages. The degree of complexity in
the pricing schedule will vary hugely depending on the nature of the contract.

We will look at pricing schedules and pricing arrangements in more detail in
section 3.3,

Other schedules

There is no limit to the number of other schedules that might be included in a
contract.
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Performance
mework

ol

Ltemplate or standard forms of contract are used, they will be
supplemented by a standard list of schedules. Not all schedules will be applicable
= all contracts, but bullding the full list into the template document acts as a
seainder at the drafting stage to consider the speclfic nature of the purchase.

Remember
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A schedule attached to a contract has no force unless it Is
referred to within the terms and conditions. The schedules 1
provide detall to explain, amplify and/or limit the areas covered

by the terms and conditions.
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Emost common types of schedules are described in table 1.7.

The most important schedule to any contract is the
specification, setting out exactly what is to be delivered.

It might be a conformance/technical specification or
a performance specification, but it must be clear and
unambiguous.

It enables the supplier to cost, and therefore price, delivery
properly.

It provides the purchaser with a ‘checklist’ to ensure it gets
what is being paid for.

It should ensure that any compatibility or interface issues are
catered for at source.
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The full framework including KPIs and targets, the assessment
scheme and incentives, disincentives, bonuses and penalties.

Unless clearly linked to clauses in the body of the contract
that enable penalties, service credits, bonus payments or
other consequences, it will serve very little positive purpose.

In term contracts, this should include a mechanism for
enabling adjustment of the targets and/or changes to the

actual indicators to be measured.
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Geographic
information
system (GIS)
mapping

A means of storing,
retrieving, managing,
displaying and
analysing data

in relation to its
geographic or spatial
context. It can be
used for any kind of
data (qualitative or
quantitative) mapped
in layers which can
range from global/
international down
to precise locations
within buildings,
depending on the
parameters set and
the needs of the data
users
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For construction, this may include specific pre-construction
information required to be provided by law (e.g., under
Construction (Design and Management) (CDM) regulations in
the UK).

In the absence of regulation, good practice would still
require providing a risk assessment of known hazards of
working in a particular area, such as potential for asbestos,
hazardous chemicals, and physical issues such as heat,
noise or fumes.

Risk assessment forms in respect of the delivery of the
contract itself may be included, such as use of chemicals,
working at height, lone working, etc.

These schedules may be ‘live’ contract documents (i.e.

completed prior to signing the contract but required to be
updated at regular intervals as part of the normal contract
management).
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Can include subcontractors and/or approved manufacturers
of components, but might equally simply set out the process
for agreeing and/or approving the supply chain. This could
be to purchase buying power to be leveraged down the
supply chain, or to control ethical issues in the supply chain
(e.g., source of materials, labour rights or payment terms),

Increasingly, large organisations are subject to public and
governmental scrutiny of what occurs within their supply

chains. Getting this wrong can have reputational and financial
impacts.
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Codes of
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The contract needs to make provision for sanctions, remedies
or other actions if these schedules lay down minimum
‘requirements. Supplier development might be a more
appropriate response than supplier sanction, but the contract
needs to allow for worst-case scenarios.
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Where schedules of rates are based on national schedules of
rates or catalogue prices, they are often quoted on the basis
of a percentage discount against the schedule or catalogue
price. The discount may not apply to all possible call-off items.
In these cases it is necessary to specify one of the following.

i ﬁt?théﬁéiﬁv Off‘th?-'

* Which items it does apply to, which are normally those most
frequently purchased (known as the core list or core items)

« Which items it does not apply to, such as unusual or
specialist items (known as non-core or excluded items)

The price schedule should cross-refer to any core items or
an excluded items schedule, or the two should be combined.
The price schedule should indicate how non-core items are
to be priced. This ensures that the pricing mechanism for all
potential call offs is clear.
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norms of behaviour for supplier’s staff working
particularly in respect of working on the clie

Normally such codes cover issues of respe
property, cultural sensitivity, and so on.
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Schedule of rates
An itemised list of
component parts
within a lump-sum
contract, or a list of
individual products,
giving a price for each
unit



General Data
Protection
Regulation (GDPR)
European regulation
which sets out

how personal data
must be managed,
applying to any data
relating to any person
in the EU, whether
they are a European
citizen or not, and

to all organisations
doing business in
Europe, regardless of
the nationality of the
business ownership
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Table 1.7 Common contract schedules

Contract variations

There is a tendency to think of a contract as a fixed and finite thing, but many
purchase and supply contracts have to allow for change. Changes may occur

as a result of unforeseen circumstances such as a change in regulations, or a
foreseeable need for change such as price adjustments over time. Change may be
necessary because of external events or be requested by one or other party to the
contract and might be to the benefit of both parties.

Simple matters such as KPIs can become obsolete if they are so easy to achieve
that measuring them ceases to add value, while other areas which have become
more important are not being monitored. Technology also changes rapidly:
without the ability to adjust a specification (by agreement) within a contract,
both parties could become locked into out-dated products or services with no

alternative other than to terminate the contract.

If the contract does not have a change mechanism, at best it risks stagnation, and
at worst it risks ineffective delivery or early termination,

The change process should therefore be set out within the contract and should
include the following.

* Who can request a change
* Who can authorise a change
* Who can accept a change

» The mechanism for agreeing price adjustments in respect of such a change
(if possible with reference to the existing price framework)

» The implications for the contract if a variation order (also known as change
order) is rejected
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L the format for a variation order will be set out as a schedule or appendix
w the contract. A sample format is set out in figure 1.3,
#

2 Y,

-
WARIATION ORDER Number:

LVarlation Order is Issued pursuant the Contract In place between XOOXX
XXX

Issue Date:

7

-" Detalls of the Contract

:'II! above contract is varied as set out below:

4

J | Ref: Item

1

Price

Change:

' Signed:

On behalf of [insert name of Client]

Print Name
& Job Title: ..... g b A e R R R e e

Accepted: e
On behalf of [insert name of Service Provider]

Print Name
& Job Title: sstsn

Figure 1.3 Sample variation order

The variation order must include a statement of any price impact on the contract
value. Where the nature of the change is such that it requires a change to the
timescales for delivery, these should also be noted, confirming any changes to the
date for completion of the contract, or amendments to standard timescales lald

down within the contract.

All change orders should reference both the clause allowing for the change, and
any clauses or schedules which it changes.

E
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Coples of all change orders should be held with the original contract documents.
The orders themselves do not need to be signed and sealed: authority for them
‘ to be valid is delegated under the terms of the contract, provided that they are
issued In accordance with those terms (e.g., signed by someone with the relevant
authority such as the contract manager or contract administrator). But they do
have the impact of actually changing the agreement.

Where contract registers are used, those changes may need to be reflected in the
register, especially with regard to price and/or timescales.

Remember

Contracts can be amended during their lifespan. Any contract
9 b expected to last for more than a very short period of time
should include a mechanism for variation which sets out who
can authorise changes and any limits to those changes.

@ Analyse the legal issues that
relate to the creation of
commercial agreements with
customers or suppliers

This section looks at the law surrounding contracts. Much of what follows has
been developed through the UK legal system, but the principles are generally
b accepted elsewhere.

The basic rules of contract formation

in order for a contract to come into being, there are five conditions.

» Offer
« Acceptance

« Consideration
+ Intention to create legal relations or intention to be legally bound

» Capacity to contract

In this section, a number of legal cases are described. They are headed by the names
under which they are normally known and their dates, such as Fisher v. Bell (1961).2
Many of them are very old, often dating back to the 1800s. This is the way the law
evolves in countries with a common laygegal system, such as the UK, the USA and
Australia. Each of the cases demonstrates how the rule was established or clarified.
When reading them, think about how the scenario might apply in the modern world.

s Countries with a civil law system (e.g., Austria, Poland) do not rely on case law, but
only on what is actually written down in statutes and regulations, Other countries

v such as South Africa have a mixed system which is partly civil law and partly
common law.

The civil law countries are more likely to have updated regulations to take account
of modern communication methods than those still basing rules of contract on
case law. Case law is only updated in two situations.




.~ Smema relevant case comes to trial

A - ‘lhe governing authorities specifically decide to change the law by statute,
s¥cially terminating the rules which have previously evolved
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LY ; What are the five minimum preconditions for there to be a
3334 3 contract?

2ules relating to offer and acceptance,
zonsideration, intention to create legal
relations and capacity to contract

- *

g .

i is a full statement of what the offeror is willing to provide and the terms

' xmey are willing to provide it.
o nding what an offer is, requires a good understanding of what it is not.

ing is not an offer then by definition it cannot be accepted, so even if
e appears to accept it, no contract is created.

| Diinitions of actions which are not offers have evolved through case law.
_ﬁk 1.8 sets out things which are not offers in the legal sense. The case law

-

F g

Offeror
Person making an
offer

By 0

i 2a)

e [ et 0 DA 150 { [@ Peiuaamistans
Invitation to treat (or invitation to
negotiate). This states that a person
or organisation is willing to enter
into discussions about the possibility
of a deal, but does not confirm a
willingness to be bound by any

terms mentioned.

Catalogues and goods on display are
invitations to treat: invitations to a
buyer to offer to buy, but the seller
can always refuse to sell.

Similarly, ITTs - even though they set
out the proposed contract terms in
finite detail - are still only invitations
to treat. The offer is made by the
firms submitting the bid. In this
case, the buyer can decline to buy.
Indeed, where there is more than
one tender, they will have to decline
most of the offers received.

T —— g -

ishing the principles is old but still holds.

ber these rules have been established under English case law. They
only definitively apply where the relevant law is that of England and Wales.
r, the principles are very similar in many other jurisdictions. The buyer
Id always check which jurisdiction the contract is agreed in.

peca R 0 By a1 teca S 6 8 Y/ eeeenamial
Fisher v. Bell (1961)

A flick-knife was displayed in a shop
window. The shopkeeper was charged
with offering an offensive weapon for
sale (a criminal offence). He was acquitted
on the basis that the display was not an
offer, but only an invitation to treat, which
at the time was not an offence.

Pharmaceutical Society of Great Britain v.
Boots Cash Chemists (1953)*

The Pharmaceutical Society of Great
Britain alleged that the supermarket-style
operation breached rules on the sale of
controlled pharmacy products. It was
held that the display of the products on
the shelves was an Invitation to treat,

and the offer to buy was made when

the purchaser took the products to the
cash desk to pay. Provided there was a
pharmacist present at the cash desk, the

rules were complied with.
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Plaintiff
THe person bringing
a legal claim

heretoqe be seen asan ?‘ffer

b \'

+

A ‘mere puff’ (or boast). This is
anything which is not intended to be
taken literally or too seriously, such
as many advertising slogans. There
is a questionable line, however,
between what is merely a boast and
what a reasonable person might
expect to take seriously.
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Table 1.8 Actions which are not offers
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Carlill v. Carbolic Smoke Ball Company
(1892)¢

The Carbolic Smoke Ball company placed
an advertisement stating that they would
pay £100 to anyone who caught influenza
after using their smoke balls, and as
evidence of good faith they had placed
£1000 on deposit at a named bank. Mrs
Carlill used the product but still caught
influenza. She claimed her £100, which
the company declined to pay. One of

the defences put forward was that the
advertisement did not constitute an offer.
It was held that a reasonable person
would take the promise seriously and
therefore it was indeed an offer which
bound the company.
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Remember
These four actions are not offers.

Invitation to treat
Declaration of intention
A ‘mere puff’

Provision of information

Communication of an offer

An offer can only exist if it is communicated to the other party. The nature of an

offer is that it is capable of being accepted or declined. Clearly a party cannot
make that choice if they are unaware of the offer.



o3 w e case of Taylor v. Laird (1 856),8 a sea captain resigned in a foreign port and his
‘;f-_"- rs were duly notified. He later worked on the ship on its return home, but
e tompany declined to pay him. It was held that they were entitled to withhold
4 .ﬁince his offer to assist had not been communicated and they had not had

5 ﬂ:ﬁon of declining.

ion of an offer
are six ways in which an offer will end, i.e. cease to be capable of being
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g drawal (or revocation). The offeror can simply decide not to proceed

% 1 ‘and withdraw the offer. An offer can be withdrawn at any time up to the point
|+ lofacceptance, even if there has been a promise to keep it open for a specific

'. hgth of time.

'l"_me agreement to hold the offer open for a given time period is a contractin
“Wsown right (i.e. there has been consideration paid for it, as happens when an
. fq:don is purchased), it is still possible to withdraw the offer, but in this case
- - #oing so would be a breach of contract. It is unlikely that an action for specific
- fperformance would succeed, but damages may be awarded.

,‘??I'or example, in Routledge v. Grant (1828),° Grant offered to buy Routledge’s

:+ & house and gave him six weeks in which to accept. Before the period elapsed
;e withdrew the offer. It was held that he was entitled to do so. Like the offer
f Rself, withdrawal must be communicated. However, that communication does
‘not have to be direct. The communication can be by virtue of an action such as
+ £ selling to someone else. It can be communicated by any reliable source.
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.During another prospective house sale (Dickinson v. Dodds (1876)'°), the
..defendant had offered to sell the house, but before the plaintiff had accepted,
& he sold it to another party. The plaintiff heard of this from a friend. It was

held that because the source of information was reliable, the offer had been

*F revoked and could not now be accepted.

Lapse. If a time limit is set for acceptance and the offer is not accepted within
that time it will lapse: that is, cease to be valid. For example, if an ITT states that

R

»

. ¥ offers must be held open for three months and the purchaser takes longer

-

* than that to complete the evaluation and internal authorisation processes,
strictly speaking the tenders are no longer available for acceptance.

1

In practice, what would happen in these circumstances is that the purchaser
would, as the expiry date approached, seek an extension to the validity
perlod (which the tenderers could decline), or they would choose to accept
the offer anyway. If the seller agreed to go ahead in the latter case, it would
y not mean that the contract would be invalid, but simply that the offer and

r_l-¥,

ip': its acceptance had switched direction. Rather than the seller offering to

. g‘ provide the goods or services and the purchaser accepting that offer, it would

@ Create asituation where the purchaser was offering to buy and the seller was
accepting that offer.

Where no express expiry limit is stated, an offer will lapse after a reasonable
time. What constitutes ‘reasonable’ will depend on the circumstances.

In Ramsgate Victoria Hotel v. Montefiore (1866),"" Montefiore offered to buy
shares in the company in June. He had no response to his offer until November
by which time he was no longer interested. It was held that the offer had
lapsed and he was not obliged to purchase the shares.
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Specific
performance

This is where a court
orders a party in
breach of contract to
perform exactly what
it is required to do
under the contract.
Specific performance
might be ordered in _
addition to damages.
The remedy exists
so that parties to
a contract cannot
simply get out of
their obligations
by accepting the
financial cost of
damages .

Defendant

The person
defending a claim
brought against them

L

N



Express terms
«Contractual terms

which are specifically
* stated in contract
documents

Implied terms

" Contractual terms
that exist but are
not written within
the contractual
documentation, i.e.
the law of the land

—&
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« Death. The death of either party before acceptance will terminate the offer. By
analogy It Is probably also true, though not actually tested in the courts, that
the winding up of a company would have the same effect.

+ Rejection. Once a party has rejected an offer, they cannot later decide to
accept It. A counter offer Is a rejection. If Company A offers to provide services
at $90 an hour and Company B states that It will accept but only at a fee of $85 |
an hour, It has rejected the original offer and made a counter offer. Company A

Is no longer obliged to hold its original offer open.

This was precisely the scenario in Hyde v. Wrench (1 840).'2 There was an offer to
sell a farm at £1000. A counter offer of £950 was made but it was rejected. The
buyer tried to revert to the original offer of £1000 but it was held that the seller
could reject this since the original offer had itself been rejected.

Any acceptance made subject to conditions other than those originally offered
is also a rejection. In a sense, this is actually a counter offer being disguised as
an acceptance.

In Neale v. Merrett (1930),"* the defendant offered to sell a parcel of land for
£280. The plaintiff accepted the offer and paid £80, promising to pay the rest
in £50 instalments. It was held that there was no contract because the offer did
not include such credit terms.

Like an offer and a withdrawal, rejection must also be communicated. If a
rejection was sent in writing, but then the party changed its mind and telephoned
to accept, provided the phone call was made prior to the letter arriving, the
acceptance would stand. However, it is hard to see any practical impact of this in
modern commercial dealings and electronic communications.

+ Failure of conditionality. If an offer is subject to certain conditions and those
conditions are not fulfilled, the offer will lapse. The conditions may be express
terms or implied terms.

In Financings Ltd v. Stimson (1962),'* Stimson offered to take a car on a hire
purchase agreement. Before the offer was accepted, the car was stolen and
damaged. Financings accepted the offer, but it was held that it could no longer
do so, because there was an implied condition that the car being hired would
be in substantially the same condition at the point of acceptance as it was
when the offer was made.

* Acceptance, Once an offer has been accepted it comes to an end. This may

appear obvious, but an offer may be made to a group of people but only be
capable of being accepted by one of them (e.g., because it relates to a single
item). Once one person has accepted the offer, it ceases to be available to

the others. By extrapolation, if a liquidator is selling the stock of a bankrupt
company, any fixed offer it makes to do so may be communicated to a number
of interested parties, but their ability to accept the offer will lapse once all of
the stock has been sold.

Remember

The six ways in which an offer ceases to exist: withdrawal
(sometimes called revocation), lapse, death of the person
making the offer, rejection (Including counter offer), fallure of

conditions, and acceptance.
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ptance
] ?dy discussed, acceptance Is subject to the following conditions.

k|

ptance can only occur while the offer Is open.
. = Rfhust be absolute and unconditional.

‘i-not be made by someone with diminished capacity.

es the question of the validity of things which look like an acceptance, but
' seNeaded subject to contract - in particular, letters of intent, which are often
o al acceptance letters.

-to-contract letters, which are often used in the purchase of land, are
intended to indicate that there is not yet a contract being created.

Letiers of intent have been the subject of much debate, particularly in the
ction industry where they are common. The current view is that they have
e status as subject-to-contract letters (i.e. they are a clear statement of
ion), but if - as shown above - a declaration of intention is not sufficient to
an offer, it logically follows that it is not sufficient to form an acceptance.

er principle of acceptance is that, logically, it creates the contract.

B re the place of acceptance may be important in determining which
Msisdiction the contract falls under, in the event of any dispute. With the growth

Fglobal trade and electronic communications, including the increasing use

nic contracts, this concept of ‘place’ in contractual terms becomes
: hat unclear. It is important, therefore, to avoid any unintended implications
this by categorically stating within the contract terms which legal and judicial

' m shall apply by reference to the relevant country's courts.

ptance does not need to be explicit. It can be Implied by actions - this is
as acceptance by performance. If a purchaser uses the goods supplied,
can (and will) be implied that it has accepted the terms on which they were
red. However, if the purchaser does not use, or otherwise interfere with,
s that it has not ordered, then its silence on the fact of the delivery cannot
that it has accepted them. No payment can be demanded.

ise, a buyer cannot assume title to goods (i.e. treat them as their own) if
the seller is silent about an offer made, even if the buyer has made a payment -
particularly if that payment did not require action on the part of the seller (e.g., if
the payment was made direct to the seller's bank account). It would be different
if the buyer had sent a cheque and the seller had paid it in. In that latter case,
it could be argued that the seller’s actions in banking the cheque amounted to
acceptance.

In Felthouse v. Bindley (1862),'* after some ongoing negotiations regarding the
sale of a racehorse, the plaintiff eventually wrote: 'If | hear no more about him, |

consider the horse mine at £30 15s.’ As it turned out, he did indeed hear no more’,

Nevertheless, and despite the fact that the seller had actually fully intended to sell
at that price, It was held that there was no sale completed.

Remember

An offer can only be accepted if it is still open, The acceptance
must be unconditional.
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Diminished
capacity

A person's inabllity to
enter a contract, e.g.,
because they are a
minor, are suffering
from mental health
issues, or are under
the Influence of drugs

Subject to
contract

Heading used on
letters, particularly
in land transactions,
to indicate that
matters are still
being discussed and
that the letter must
not be taken as a
formal offer or an
acceptance of any
terms referred to
within it

Letter of intent
Letter Issued by a
purchaser indicating
that they intend to
accept a tender,
usually subject to
certain preconditions
having been met,
such as obtaining
any legal or financial
consents

Title to goods
Legally recognised
ownership
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Exceptions to acceptance rules regarding communication
There are two rules which override the need for acceptance to be communicated.

« The person making the offer can simply dispense with the need for a formal
acceptance (declde they do not require It). In many call-off contracts, there will
be a written requirement for the suppller to acknowledge call-off orders, but in
many others there Is no such requirement. All that Is required Is for the seller
to fulfil the order.

o There is little real difference between this and acceptance by performance
as outlined on the previous page. The seller is accepting the offer by their
action in fulfilling the order. '

There is a specific legal rule known as the mailbox rule. This principle holds

that if a letter accepting an offer has been properly posted (i.e. stamped and
handed in to the postal authorities), then it will be effective from the date of

posting, even If it never arrives.
There are two conditions for this rule to apply.

o It must have been obvious to both parties that the acceptance would be
sent in this way.

o There must be evidence of posting.

Note that the mailbox rule only applies to acceptance. It does not apply to offers
or withdrawal of offers. This creates a potential problem in itself.

The case of Byrne & Co v. Leon Van Tien Hoven & Co (1880)'® involved a firm in
Cardiff selling tin plate to a company in New York. The negotiations were all

done by letter. Having made the offer to sell, the seller then sent another letter
withdrawing it. While the second letter was in transit, the purchaser sent a letter
accepting the offer. It was held that the acceptance was valid because it was sent

before the withdrawal was received.

Apply
Review the ‘postal rule' in the context of tender processes

with which you are familiar and explain why its importance is
diminishing.

Mailbox rule regarding electronic comm unications

Strangely, the postal rule was never applied to the use of telephone or telex (an
early electronic form of commu nication). In both of those scenarios, where the
communication is virtually instantaneous, it is usually held that it is not effective
until it is received.

In Entores v. Miles Far East Corporation (1 955),'7 an acceptance sent by telex from
Amsterdam was held to be effective only when it arrived in London. A cynical view
might be that this departure from the accepted rule - that an acceptance was valid
when sent - was the result of a desire to have the acceptance take effect in London
which would bring the contract within the jurisdiction of the English courts.

Does the mailbox rule apply in respect of e-mails? Or Is the rule in Entores'®
more relevant? The courts have not yet ruled on this. Arguably, they may never
need to do so. The growth of international trade and the near-instant modes of
communication available mean that the two main problems of when and where
acceptance Is effective are pre-empted within the normal operation of business.

This is due to two main reasons.




i

v

I - ‘hpmbiem of withdrawals and acceptances crossing in the post (i.e. one being

sant before the other Is recelved) Is now very remote. Business transactions

Bappen much more rapldly. In the context of e-mail being used, the circumstance

mBrne v. van Tlen Hoven'® would require both e-mails to have been sent at the

wery same moment, and/or for one or other of them to have been delayed in the
. eliactronic system. For this to happen at the crucial point Is not impossible, but it

Srare.

« Famillarity with international trade has led to the now near-universal practice

o stating within the contract Itself which courts shall have jurisdiction. Thus a
contract between a company in London and one in New York will state whether

RS subject to the English legal system or the American one.

aailbox rule in civil law jurisdictions

; imnllbox rule does not apply in countries with civil law codes. These take a

mare logical view that acceptance, like offer and withdrawal, can only be effective

sdien communicated, although some (Germany and the Netherlands) soften

#s by adding a proviso that the lack of communication must not have been the

il of the person making the offer. This means that one party cannot revoke

amvoffer if the only reason it did not recelve the acceptance was because (either
tely or unintentionally) It prevented itself from receiving it.

L
The Vienna Convention on the mailbox rule

_The United Nations Convention on Contracts for the International Sale of Goods
often known as the Vienna Convention, complicates matters, [t states
ghat the postal rule does not generally apply (as a means of establishing when and

where the contract was concluded) but it does retain the part of the rule which

s;y.s an offer cannot be withdrawn after an acceptance has been sent, whether or

'-Pl the acceptance Is received.

Abﬂity to agree rules between the parties

Glven the potential for different legal rules to apply, depending where the parties
. awe located and how the communication between them Is being conducted,
pﬂcuiarly when dealing internationally, it would seem sensible for the parties at
outset of negotiations (In invitation letters) to be very clear on how acceptance
offers will be communicated. This could be done by setting out deemed receipt

tocols. An example might be as follows.

The tender will be accepted by an e-mail copy of a letter duly signed by the
authorised signatory.
The acceptance will be effective on receipt and, in the absence of evidence of

recelpt, shall be deemed to have been received within one hour of being sent,
unless a non-deliverable message has been received by the sender.

» The original of the letter will be sent by registered mail, but for avoidance
of doubt, the e-mall acceptance shall be effective irrespective of receipt or
otherwise of the hard copy. :

7(:." -

Remember

The rules regarding when offers and acceptance become
effective are complex and can be different depending on which
legal system applies. It is sensible to be explicit in stating which
country’s system has jurisdiction and to include precise terms
regarding receipt and acceptance of tenders when inviting offers.
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Check

—):

create,

The rules on acceptance are complicated, Work through the
-‘ text slowly and answer the following questions.

Can an offer be accepted after It has lapsed?

Does acceptance have to be explicit (in words or in writing)?
* Can sllence signify acceptance?

* Describe the mailbox rule and explain the problems it might

Consideration

In legal terms, contracts are bargains: one thing given in exchange for another.
The thing given in exchange is known as consideration.

In commercial contracts, consideration can be thought of as the payment for
the goods or services being provided. It will normally be a financial payment,
but in legal terms it does not have to be. Payment in kind (i.e. in goods or
services) can be consideration. This barter type of exchange - one service for
another - had gone out of fashion but with the ability of the Internet to connect
people, it is making something of a comeback in contracts between individuals.
Itis, however, rare in commercial contracts, where the consideration is almost

invariably money.

For a contract to exist, there must be consideration and it must have value. No
consideration means no contract.

As with offers (see table 1.8), consideration is another concept where to

understand what It Is, you need to understand what it is not. Again, the definitions

have been established through case law. Table 1.9 sets out things which are not

consideration in the legal sense, with warnings about some exceptions which are

* consideration.

Past consideration. Something which has already
been done or given cannot act as consideration.

Suppose a local council's decorators paint fences
belonging to a private property company by
mistake, and the private company then agrees to
pay for the work. If the private company defaults
on that payment, the council has no legal claim.

Because the private company already has the
benefit of the freshly painted fences before
promising to pay, they gain nothing in exchange for
that promise to pay. The benefit would remain in
the absence of the promise.

lf, instead of painting the fences, the council had
planted trees in the garden and agreed that they
could remain if the private company paid (but in
“the absence of payment they would be removed),
there would be consideration because the benefit
can be retracted.

Eastwood v. Kenyon (1840)2°

Eastwood had been the guardian of a young girl,
spending money on her education and general
wellbeing. When she came of age, she promised to
repay her guardian. When she married Mr Kenyon,
he repeated the promise. No repayment was
made. It was held that Eastwood could not recover
the costs because the consideration for them was
in the past. Mrs Kenyon had been brought up and
educated without any promise of recompense.

Roscorla v. Thomas (1842)%'

Roscorla bought a horse from Thomas. After the
purchase, Thomas promised that it was ‘sound and
free from vice', It turned out that the horse was
vicious. Roscorla sued, He lost the case because
no additional consideration had been given in
exchange for the warranty that the horse was well-
behaved. He had already completed the purchase
in the absence of that assurance.
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o | siderationionnot?

% conﬂderatloh:«lf the detailiof a promise
Dpayis expressed after the provisionof goods
¥ services, but there is.animplication that

wech a promise would be forthcoming; this may
depending on the facts) be validcofisideration.

2o use the pr:evnous example, the private
::'rpany had asked the decorators to paint ttle -'
Sences while they were workmg- in'the area thet:e'
ni:lbe an implied promise: thabthe counsil
llﬂ‘ledecorators themS'eI\Yes)zWGuldab‘e' p'atdx
lusmable sum for domg-so

=

Amlse to perform an existing obligation.

‘e existing obligation is a legal one, it must be

‘pé&formed whether or not the goods or services

*l!sue are delivered, so it cannot be said to be in
ge for them.

‘hstandard case quoted (see right) does not
#e this very clear, but the argument is that Rees
-s under an obligation to pay the full amount. In
:;‘aﬂ. he promised to pay some of it if the builders
stopped chasing him. In making that payment, he
. was only performing part of what he was already
abliged to do, so had given nothing in exchange for
ihe builders ceasing to pursue the debt. They could
ontinue to do so.

Apromlse. to.pe .6m&0' and;above;an,..
existing obligation: Thisis. cdnsu;ué’ffaﬁo*ml(aae _
right). A modermamalbgy wout‘d*ﬁ‘é;pdhcg;prgegce.
inside footballig‘rbprjl’déﬁéfore, dliring andiaftér
matches, wmeh'hasfto*t‘remaﬂd,fo:fbp e.fﬁé"tf')all-
dubs ConvérséI?, any, polﬁt:e.p‘espj;}ggm‘uts __
B und is'at the,disa'?etfan‘of’g@afdree:aﬁ -.’S%‘E

1 erns existing puBlic ordérd

'|A promise given to a third party. This Is not

| mormally consideration, and is based on a

+| concept known as privity of contract, namely
that a contract is a private arrangement between
the parties to it. Anyone who is not a party to the
contract, even if they are a beneficiary of it, cannot
sue if the terms of the contract are breached.

.m—'

We have used the word ‘normally’ in this case
because most lawyers are uncomfortable with
the idea that someone who is intended from the
outset to be the beneficiary of a contract cannot
enforce its terms.

3 3&‘

‘}ém ﬁglbtoalqélgafhers'(tﬁfe!rulﬁe:oWnens) then
<Ja éfused&’oa ;
‘|| Ibecatisethe,

e ‘force.s\hﬁrm l;dag'és ;to] pfotect.prop‘et;ty

Relevant case law
| Stewart v, Casey (1892)22

Stewart was joint owner: of some patents. He asked
|Caseytopromote them. which he successfully did.
After the wotk was done, Stewart promised Casey
aishare In the. patents inipayment. Itwas held that
thiswas enforceable because the original request
for the wmk carruiéti an implied promise to, pay for it,

) ;and ‘a!legter mt‘:llcatingfthanpayment would: be solely
'[bywagjof shafeslsett'her

A (Itisiwarth; n‘btrugjtgat hanIl legaf cdmmentators
: _%ree th'atgthqappmﬁthftaxgn was cdt;r,ect‘m this

Ikcm‘the,payment

.....

§e,a.wlﬂah iswWh EEje fé)zﬁhéfefsa ;'opjy,that

' ':.iiﬁé;e:@'gVHelmpl: consideration. Contetcially,

Jtisinotian-assumpt on‘to*ﬂe_ réliedon.)
D & C Builders v. Rees (1966)>

Rees owed £482 to D&C for building works, which
he was refusing to pay. Eventually the builders
agreed to take £300 in full payment. The courts
held that they were still entitled to sue for the
remaining £182 because there had been no
consideration for the promise to settle for less.

,,,,,

et becia 8 al:‘d foi;;arc;‘_mlgmine;daringa strike,

)ipay. 1tWas%He]cﬁtha&payment was due
uardrwwovelg gbd \above the police

Tweddle v. Atkinson (1861)%

John Tweddle's son, William, was engaged to

Mr Guy’s daughter. Both fathers agreed in writing
between them to pay sums of money to William
Tweddle. Mr Guy died before payment was made
and his executors refused to pay. William Tweddle
sued. It was held that because he was a third party
to the original contract (between his father and Mr
Guy) he had no rights to enforce It.

Table 1.9 Legal consideration summary

CHAPTER 1 Legal issuesin relation to commercial contracts
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Apply
Look back at the case of D&C Builders v. Rees® In table 1.9,

Think about what implications this might have for contracts
with stage payments. It Is common practice for final accounts
on such contracts to be signed as being ‘in full and final
settlement’. Do you think this could be overruled on the basis
of the D&C Bullders case?

There is no fixed answer here. It would depend on the facts of
the case, and underlines a need for contracts to set out clear
rules around the agreement of variation orders and any cost
adjustments (up or down) associated with them.

Adequacy and sufficiency of consideration

The law makes a distinction between sufficient consideration and adequate
consideration.

Sufficient consideration means that consideration is capable of having a
monetary value and does not fall into any of the categories in table 1.9 that are
defined as being ‘not’ consideration. Consideration is therefore sufficient to meet
the test of law if it meets the following requirements.

* It must be present or future consideration (not past).

*» It must be something which the provider is not already obliged to perform
or provide.

* Itmustbe provided from one of the contract parties to the other.
« It must have (or be capable of having) monetary value.

|t must be more than a vague promise.

Adequate consideration relates to whether or not the payment is a reasonable or
fair amount to be given in exchange. Generally in commercial contracts, the law
. will not intervene in this area. If there is a reasonable balance of power between

the parties, they are free to make a bad bargain.

Governmental and legal authorities may seek to intervene where the balance of
power is clearly not equal, particularly in contracts between large companies and
individual consumers. In the UK, recent examples of this include caps on price
rises by public transport companies and energy companies.

Remember

Consideration must be given directly in gxchange. It cannot

be something already done, or something that is already an
existing duty (unless it goes above and beyond that duty). It
cannot be a vague promise and it must be given from one party
to the contract to the other party (not to a third party). It must
be specific and it must have (usually monetary) value. It does

. not, in legal terms, have to give good value for the exchange.

Rights of third parties

" Concern about the inability of beneficiaries to enforce contracts that they are not
party to have been partly addressed in England and Wales by the Contract (Rights
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Parties) Act 1999. This gives third parties the right to enforce a contract,
£ contract itself does either of the following.

' @ 'ﬂves them the right to do so
£ -',sates that it is intended to confer a benefit on them

e is similar legislation in New Zealand (now Incorporated Into the Contract
=¥ Commercial Law Act 2017).

.- Ogler countries have not followed this lead. This Is not surprising because the

mrriding commercial response, in the UK at least, has been to ensure contracts
e terms which stipulate that the contract is specifically not intended to
any rights on third parties.

lateral warranty

lateral warranty is an agreement under which a subcontractor guarantees
third party that it will fulfil its obligations under a contract. It is only legally
ing if executed as a deed (see the following page).

us look at an example without collateral warranty. Figure 1.4 shows a contract
en a building company (A) and a structural engineer (B). The purchaser (C)

\ gd\e completed building, a factory for a manufacturing company, also has a

rate contract with the building company.

Promise

Consideration

T Pee eyt

Third Party C3
{purchaser of the building)
o i o A i e -

Figure 1.4 Third-party relationship without collateral warranty

The contract between Company A and Company B states the following.

« Company B (the structural engineer) promises to design the foundations and
key structural elements of the factory in accordance with all laws, regulations,
good practice, etc.

* Company A (the building company) provides consideration by way of fees
(i.e. monetary payment).

* Company C (the eventual owner) benefits from the work of the structural
engineer but cannot enforce any of the terms of the engineer’s contract with
the building company.

If there Is a problem with the engineering design, such as faulty foundations, and
the building collapses, Company C may be able to claim against A under its separate
contract, but can it also or as an alternative claim directly against Company B?

In the normal course of events this might not matter. Company C could claim against

Company A, which in turn could claim against Company B. But what if Company A
had become bankrupt in the meantime and had been wound up? Company C could

| no longer claim against it because it no longer exists. It would then want to be able

| toclaim against Company B. Could it do so? The answer Is complicated.

B

.
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* Under the promises to third party/privity of contract dogtrine, the answer Is no.
Company C cannot claim against Company B because there is no consideration
. from Company C to Company B for Company B carrying out its duties effectively.

* Under the Contracts (Rights of Third Parties) Act and similar legislation, the
answer might be yes, if the contract listed It as being able to do so.

« If a deed of collateral warranty exists (with the appropriate terms), the answer
would also be yes, because this type of deed creates a direct legal relationship
designed expressly for that purpose. This Is Illustrated In figure 1.5,

Promise

Consideration

3 of
,*" Benefit ¢
- / Collateral

* ’

S ¢ warranty

Third Party Cm
(purchaser of the bml:_‘!mg)‘

B oW Py Y

Promise
Consideration

Figure 1.5 Third-party relationship with collateral warranty

Where consideration is not required

The major exception when consideration is not required to form a contract is

where the promise is made by way of a deed. There used to be a rule that a deed

needed to be sealed, but more recently it is generally accepted that a document

is a deed if it says it is, and has been signed by the parties and witnesses to their

signature. In the commercial world, if an organisation has a company seal, it will be

b required to attach it to deeds. Some forms of organisations, such as partnerships,
will not have a seal, but this does not prevent them from entering into deeds.

As shown here, collateral warranties generally do not involve consideration,
therefore they are only effective if executed as deeds.

Some warranties will introduce a minimum consideration (e.g., a very small
amount of money) to avoid the need for them to be deeds. The reason for this
is that most contracts have a liability period of six years, but those executed as
deeds carry 12 years' liability.

Remember

When the promise is made by way of a ‘deed' rather than a
‘contract’, consideration is not required. A document is a ‘deed’

if it explicitly says it is.

> Intention to create legal relations
Il A further i'equirement for a contract to exist is that it is intended to be a
contract. There has to be a mutually agreed intention that the agreements set out

are to be enforceable. It seems extreme to say that a contract is intended ‘to have

Intention to create

legal relations/to the force of law’ but that is essentially what an intention to create |legal relations
be legally bound means: that the promises made (i.e. the contract) are legally binding and legally
hatsgding th?f ar:d enforceable - through the courts if necessary. The expressions intention to

S renatisofth create legal relations and intention to be legally bound mean the same thing

be capable of being
enforcedviathe courts  and are used interchangeably.

40




ercial arrangements are generally assumed to be intended to be enforceable,
e purely domestic agreements are thought not to be. The following two cases
B commonly used to illustrate the differencein a largely domestic setting.

aifour v. Balfour (1919),27 Mr Balfour promised his wife an allowance when he
to work abroad. After a while, the payments stopped. The courts held that this
s not a contract and Mrs Balfour could not insist that they be continued.

pkins v. Pays (1955),% three people shared a house: the owner, her
d-daughter and a paying lodger. Every week they entered a newspaper
Bnpetition. Although the entries were in the name of the house owner, all three

atributed to the entries, and it was understood that they would share any
nings. When an entry did win, the house owner refused to share. The courts
Md that this was in the nature of a contract that was intended to be binding.

he commercial setting, it is assumed that there is an intention to be bound,
pless there is strong evidence to the contrary.

case of Rose and Frank v. JR Crompton and Bros Ltd (1925)%° was an agreement
@ an English company to use a New York firm to market its carbon paper in
erica. The agreement included the wording: ‘This arrangement is not entered
... as a formal or legal agreement, and shall not be subject to the legal
sdiction in the Law Courts’. When the English firm withdrew, the American
pany found that it could not enforce the contract.

aAppleson v. H Littlewood Ltd (1939),*° Appleson claimed to have won on the
potball pools (a form of betting on the outcome of football matches) and sued

d recover his money. The courts held that Littlewood Ltd did not have to pay
ecause the entry form included the words ‘binding in honour only’. This meant it
ad a strong moral obligation to pay, but no legal obligation.

Apply

It is easy to think that cases from 75 or 100 years ago have no
relevance to the modern world. Read the information above
on Rose and Frank v. Crompton®' and Appleson v. H Littlewood
Ltd®? and then revisit the case study ‘When is a contract nota

contract? in section 1.1.

Apply

On reflection, do you think that the judgment in Simpkins v.
Pays®3 would have been the same if all three people had been
family members, rather than one of them being a paying guest?
Would it have made a difference if only one of them had paid
all of the entry fee?

Is there intention to be bound and rules of consideration?
There will always be grey areas and ‘what if... questions when
applying case law. When answering exam questions that relate
to rules from case law, always pause to think about how similar
the exam scenario is to the one on which the rule is based, but
also how different it Is, and whether that difference is enough
to mean that the rule does not apply.

You will need to look at both sides of the argument - but you will
also need to make a decision as to which side you think has the
stronger position. This is what contract lawyers and judges do

: every day, and it is also part of the skillset of the procurement and
supply professional. As such, there is no definitive answer here.

a1
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Articles of
incorporation

The legal document
creating a
commercial company

and setting out its
purpose
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Capacity to contract

A person has the capacity to contract, which is sometimes referred to as

‘legal capacity’ or ‘legal competency’, if there is no legal reason why they cannot

enter into a contract. The following categories of people do not have capacity

to contract.

« Infants/minors (those under the age of maturity, which is 18 years old in most
countries)

+ People suffering from mental health issues
« People under the influence of drugs

If a person without capacity enters into a contract, it will not be legally binding on
them. It may, however, be binding on the other party. The reason for this is that
the purpose of the rules on capacity are to protect those who may not be capable
of making an informed assessment of the agreement being entered into.

Some countries make exceptions to the rules on consent. For example, contracts
in respect of housing, food and other life essentials are more likely to be
considered binding, if it can be shown that the person entering the contract fully
understood it.

Note that all of these rules apply to natural persons (i.e. human beings). They do
not apply to companies or public authorities. All commercial entities are deemed
to have a capacity to contract.

Ultra vires

There is a similar provision in the commercial world - applying to public sector
bodies - where the organisation may only legally be able to contract to do certain
things. These are known as the ultra vires rules, a Latin term meaning ‘beyond
powers'.

Public sector organisations often have the limits of their duties and obligations set
out in law. Acts of parliament, or the equivalent, will describe the following.

* What the body is intended to do
* What the body is required to do
* What the body is able to do in order to meet the needs of the two points above.

These rules may limit the areas in which the organisation can and cannot contract.
Any contract which the organisation enters into to do something beyond these
limits will not be capable of being enforced against it.

Remember

People without the capacity to contract are individuals (young
people or those with limited mental capability) who are
deemed not to fully understand the nature of contracting. Ultra
vires relates to companies or public bodies acting outside the
legal limits of what they are permitted to do.

The equivalent in commercial companies is that they are not permitted to do
anything beyond what is set out in their articles of incorporation.

The problem with the ultra vires rule is that the second party to the contract (i.e.

not the one acting beyond their powers) will not necessarily know that the breach
is occurring,
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problem which is immediately evident from the Allerdale case is that the
cil could enter into a contract knowing full well that it could not be held to it.

this reason, the ultra vires rules have slowly been eradicated in the UK, firstly
the commercial sector during the 1980s, and more recently in the public sector,
ing both commercial organisations and public sector bodies full capacity to

act in line with natural persons. This process is generally similar in many
ntries but there may be local variations.

Apply
Research the rules on ultra vires in a country other than the UK.

he battle of the forms and precedence of
ontract terms

e battle of the forms

der the rules relating to the duration of an offer (discussed earlier in the
pter), a counter offer is a rejection of the original offer. In many cases,
mpanies are not even aware that they are making offers and counter offers,
is is particularly the case where they are operating on standard terms.

Every company has its own standard terms and conditions. These are the baseline
[terms on which they buy or sell, The theory is that these are the terms which will
apply in the absence of a more substantial contract.

IThey will often be printed on the back of the standard documents used in the
buying and selling process, which may include some or all of the following.

* RFQs

* Quotations submitted
* Order forms

* Delivery notes

* Goods received notes
* Invoices
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Battle of the
forms

A series of forms
such as orders,
delivery notes, etc.,
issued in sequence
by purchaser and
supplier, each
containing terms that
appear to override
those on the previous
document

You can very quickly see that some of these documents are issued by the
purchaser and others by the supplier. Logically, therefore, some will have the
purchaser’s standard terms printed on them; others will have the supplier’s
standard terms on them.

Equally logically, those two sets of terms will be different. The purchaser’s terms
will seek to limit the purchaser’s risk; the supplier's terms will seek to limit the
supplier’s risk.

The to-and-fro of these different sets of terms is known as the battle of the
forms. Each set of terms is fighting to take precedence over (or overrule) the
other. How is it possible to determine whose terms actually apply, or which
contract terms take precedence?

Each issue of a set of terms is in effect a counter offer, which rejects the previously
issued terms. So the sequence might be as follows in figure 1.6, and at some point
in the chain, an acceptance will be issued.

EITHER

Figure 1.6 Offers and counter offers

In Butler Machine Tool Co Ltd v. Ex-Cell-O Corporation (1979),%* Butler offered to sell
using its own standard terms. Ex-Cell-O placed an order using its terms (which
were different from Butler's). That order form had a tear-off slip which the supplier
had to return. That slip acknowledged the terms of the order. The courts held that
the return of this slip was an acceptance of the terms and created the contract.

In this case, even if Butler had then included its own terms on the delivery note
and required a signature for Ex-Cell-O accepting those terms when receiving

the goods, it would have had no impact because the contract had already been
formed.

It is often said that the battle of the forms is won by the person who ‘fires the last
shot'. Clearly from this examination of the Butler case that is not so. Shots can
continue to be fired after the battle has already been won and lost.

Remember
In the battle of the forms, it is usually the most recently issued

set of terms and conditions that will take precedence.




edence of contract terms

mmercial agreements are rarely simple. They can consist of numerous
suments and schedules. At the very least, they will be made up of a number of
srent sections. Each of these deals with specific aspects of the contract and
therefore be drafted by different specialists. As a result it is easy for mistakes
joccur so that not all of the terms, clauses and schedules agree with each other.
p, things may have been agreed prior to signing the contract which, for some
#son, are not reflected by the wording of the contract itself.

s important to understand how the law deals with these anomalies and

ponsistencies. Typically, anything explicit in a contract overrides anything implicit

previously agreed. Usually, anything explicitly set out in a contract will override
thing implicit or previously agreed. The one exception to this is where terms
implied into a contract by statute law or legal regulation.

gtters not reflected in the contract

pst contracts will have a ‘full agreement’ clause. This explicitly states that
thing discussed prior to the final drafting and signature of the contract shall be
ored and that the contract itself represents the full agreement of the parties.

the event of a dispute, this clause will be followed to the greatest extent

pssible. If it is possible for the courts to determine exactly what the written
ontract says and what (using the normal rules of interpretation) that must

pan, then the courts will uphold that. However, if what the parties were trying to
=y cannot be determined from a reasonable interpretation of the contract, then

e courts will look at the pre-contract context to try to establish the intentions of
e parties.

Standard forms and attached schedules

any market sectors use standard documents with general clauses, which
e made more specific by amendment or attachment of schedules. Some
arganisations will also have similar standard templates.

&t is obvious that direct amendment of clause wording overrides the pre-printed
standard format, but what happens when something in one of the schedules
appears to contradict the standard wording without specifically stating that it is an
amendment to it?

The first thing the courts will do is check whether there really is an inconsistency
or ambiguity. If they can come to an interpretation of the various clauses which

makes all of them valid, then they will assume that such an interpretation is what
was intended.

If they cannot find such a position, there is a general rule that specific clauses
override general ones. The logic is clear: if the people drafting the contract have
taken the trouble to write detailed requirements, then these must be more
important than those to which they have paid less attention.

Hierarchy of clauses or order of precedence clauses

Many contracts will have a hierarchy of clauses or order of precedence clause
which explicitly sets out which terms take the lead. For example, it might say
that in interpreting the contract, anything in the contract clauses (i.e. the main

document) shall take precedence over anything on drawings or schedules
attached to it.

CHAPTER 1 Legal issues inrelation to commercial contracts

Rules of
interpretation

In a legal context,

a set of principles
which have evolved
over several hundred
years, which define
how law courts will
interpret contracts.
One of the primary
rules is that words
will have their normal
everyday meaning,
unless there is a
specific definition
provided within the
contract itself. In
commercial contracts
where a level of legal
and/or professional
knowledge can be
assumed (rather
than between a
business and a
private individual),
the courts may infer
what a reasonably
well-informed
person of a given
status in a given
profession would
have understood by
the wording
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g RW}_‘;\-‘po‘wer Renewables Ld v. [.N Bentley Ltd (2014)
This court of appeal case shows how the courts
will try tolfind away of reconciling all of the clauses
begcrg mqﬂng}o L_;Ee_the order of preqzdengg clz_;p_sel.
‘Bentley had been appointed by RWE to'carry outielvil™
engineering works, The contract form (NEC3 Engineering
& Construction Contract) included a short agreement
document which set out the order of precedence of the

remaining contract documents as follows.
+ Contract Data Part One

. 7 clauses (a set of optional clauses issued as part of
the standard NEC suite) ; :

» NEC3 conditions of contract
+ Post-tender clarifications ©
» Works information

» Site information

» Contract Data Part Two

» | Thetepder. '» ,
& ""'“-'7'.i’-“&|.""4‘3"'?".u¥"'".' iy i kg - '.""' bet, $ '.‘. R A GLF P o
There were delays on the project and a dispute arose
as to whether Bentley had done sufficient work to claim
completion of section 2 of the works information and

thus a_void having to pay liquidated damages.

s A '\
¥

Bentley argued that there was a conflict between the
works information and Contract Data Part One and that
the order of precedence should apply. RWE argued that
| thecontract should be understood as a whole and that - .
* itwas unnecessary to rely on the order of precedence =
clause. In their view, the Contract Data Part One and the
works information could both be interpreted in a way
in which the combination made sense (so there was no
conflict), . s S '

The court agreed with RWE, a decision which was upheld
on appeal, underlining that if any ‘commercially sensible’
interpretation can be put on the whole, that will be held
to be the case.

(Source: RWE Npower Renewables Ltd v. | N Beﬁtfey Ltd (2014) EWCA Civ
1679.) !

Only where the discrepancy is blatant - such as one section requiring something
to be painted white and another section requiring it to be painted black - would

the order of precedence clause be taken into account. This suggests that it will
only be used in rare cases.

This does not mean, however, that order of precedence clauses should not be
included, but it does mean that procurement personnel drafting contracts and
contract managers operating them should not rely on such a clause as a ‘get out of
jail free’ card. Potential problems could include the following,.




g to ensure placement of the clause in the right contract document, sO
it it does not itself become subject to a different document.

g industry standard forms that already have such clauses which might not
» with what the parties want on this particular contract.

ple of a precedence clause being used

n there is a definite conflict that cannot be resolved by any sensible reading of

eontract, the courts will rely on the order of precedence clause.

CLP Ho!dingv Smgh and Kaur (2014) :

In thiscase, the contract related to the sale of a A
: commerclal prdperty The price was I|sted as £130,0001n
i ~ the specual condltlons B

-* Th standard condltions, however, stated that all fi gures
¥ were 'xcluswe of VAT and that the buyer must also pay

g 'ac' ro ind owledgemto account)
t:aware that the price

Remember

Generally, a term drafted for a specific contract will take
precedence over a standard term.

Express terms will override implied terms, unless the
implied term is created by a statutory regulation.

The fairness of holding parties to the written contract will be
considered; that is, it will be assumed, unless there is very
strong evidence to the contrary, that the parties knew what
they were agreeing to. (Note that this is not a judgment on
whether the contract itself is fair - parties are free to make a
bad bargain - merely that, having made the agreement, it is
fair that it be upheld.)

All of the contract documents will be reviewed and an
attempt made to determine the true intentions of the
parties, but it will be difficult to override a very precise
express term.

CHAPTER 1 Legal issuesinrelation1oco
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Risks presented by contracting on
suppliers’ terms or through oral contracts

A fairly drafted contract will protect both the supplier and the purchaser. Where
the bargaining power of the two parties is roughly equal, it will do so in equal'
measure. Otherwise it will reflect the relative bargaining strengths of the parties.

Where the purchaser has significant market influence or the better negotiators,
they will be able to dictate terms. The power of the major supermarkets over
farm-produce suppliers is a clear example of this.

Conversely, where the sellers have the upper hand (e.g., in monopoly or limited
supplier markets such as energy supply), purchasers will struggle to achieve their
preferred terms of trading.

Nevertheless, this does not mean that the effort should not be made. Simply
accepting the supplier’s terms means wasting even what little influence there is. In
many circumstances, it means that those terms have not even been read so that
the risks they create have not been understood, let alone mitigated or managed.

Accepting the supplier’s terms means accepting a contract that is drafted entirely
in the supplier's favour. This could include the following.

« No warranty of quality or fitness for purpose
« A specification that reflects what the supplier wishes to sell, rather than what
the purchaser wishes to buy

* All risks of damage in transit resting with the purchaser
 Payment terms which might result in cash flow issues for the purchaser

+ Exclusion of all liability (to the extent permitted by law) for any damage or
injury caused by the goods being purchased or as a result of the services

: provided
» Lack of protection against time and/or budget overruns
" + Inability to change the original specification without extra costs (possibly

disproportionate)

* Lack of protection of any of the purchaser’s intellectual property, which might
need to be deployed to make the contract function

* Inability to control any shared data, which apart from the personal impacts of a
data breach, could result in significant legal penalties, particularly within the EU |
under new GDPR i

Apply
Consider how your organisation or one with which you are

familiar places orders for low-value goods. Does it create a
situation which might give rise to a battle of the forms? How
might this risk be avoided?

Risks presented by relying on oral contracts

In principle, oral contracts are enforceable. The problem is that if the contract

’ terms have not been written down, it can be very difficult to prove what they were,
There is unlikely to be any record of the transaction, unless it has been made by

telephone and the call has been recorded. Even in that scenario, the conversation




ly to have been quite short and limited. Most likely, the purchaser has
oned the supplier, outlined the nature of the goods or service they wish

rchase, may or may not have asked for an estimated price, and then simply
the order.

however, not possible to say what each party thought it had agreed to, In
of the following.

Liabilities
purchaser may believe it is contracting on its normal terms. The supplier will
it is contracting on its terms. What is most likely to happen is that at some

in the process, formal documentation will creep in (e.g., a confirmation
. or a delivery note) which will then result in a battle of the forms

encing (discussed earlier in the chapter). Therefore procurement and supply

nnel should be very careful to avoid oral contracts.

he Vienna Convention on Contracts for
he International Sale of Goods (CISG)

e Vienna Convention on CISG is a voluntary treaty under the auspices of

e United Nations Commission on International Trade Law (UNCITRAL). In
the language of the CISG, countries that have signed the treaty are known as
Contracting States.

At the time of writing, the latest figures (December 2017) indicated that 89
countries had signed up to the treaty. Countries that were not yet party to the
treaty included India, South Africa, Taiwan and the UK. Taiwan is not permitted to
become a signatory as it is not fully recognised by the United Nations. The UK's
position is less easy to understand. Possible reasons that the UK has not signed
the treaty include the following.

« A lack of parliamentary time to debate adoption and other legislative priorities
| * Alackof interest in the business community

« A concern that London might lose its position in international litigation

et i
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CISG

The Vienna
Convention on
Contracts for the
International Sale
of Goods, a United
Nations treaty
seeking to harmonise
contract terms for
the sale of goods
between different
countries

Contracting State
A country which has
signed the Vienna
Convention on CISG
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The purpose of the Vienna Convention is to set out a framework for international
transactions based on a uniform approach. It tries to get around the problems
created by differences in local laws.

The Vienna Convention is only applicable in specific situations.

It only applies to goods (not services or works), but does include goods to be
manufactured to the specifications of the buyer.

It only applies to private commercial (business-to-business) transactions, not to
public sector contracts or sales to Consumers.

It only applies where the parties to the contract have their place of business in
different Contracting States.

At state level, countries signing up to the treaty can exclude parts of it.

L]

They can exclude some of its provisions in respect of all goods.

Alternatively, they can exclude the whole of the treaty from some part of their
territory (e.g., China is a signatory to the convention but does not apply itto
Hong Kong).

At contract level, the parties to the contract can exclude or alter the provisions as
they see fit on a case-by-case basis.

Where the sale of goods is between two businesses in different Contracting States,
then it is international and the CISG rules of law automatically apply unless they
have been excluded. A contract clause stating that the contract is subject to the
legal systems and courts of a particular country overrides or excludes the CISG
rules, since the local rules of that country would apply instead.

Where only one (or neither) of the businesses is located in a Contracting

State, the rules may still be applied if the legal rules of that country (or those
countries) permit the businesses to choose which legal system is to apply to their
international contracts. In this case, the CISG rules will only apply if the contract

explicitly says they do.

The interpretation of the Convention continues to evolve through case law.
There have been some 4500 cases so far. UNCITRAL reports details on these and
periodically issues a digest of them, which can be found on the UNCITRAL website.*

Remember

The Vienna Convention (CISG) applies to goods where the
contract is between two commercial organisations whose
place of business is in different Contracting States, only if
those countries have not excluded the rules in respect of

the goods in question or the territorial areas where the
businesses are based. The companies themselves can agree
terms different to the CISG rules. Explicit terms in the contract
will override CISG rules.

What type of goods fall under CISG rules?

The current interpretation indicates that CISG does not apply to the following.

Distribution agreements, since these are about the organisation or transport of
the goods, not the transfer of ownership

Goods bartered for other goods or services - that is, anything where the
payment is not money
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ork agreements, which are generally accepted not to be actual ;
racts, merely a mechanism for pre-agreeing the terms of a contract should

be created
ise agreements

sale of ships or aircraft

sale of electricity. The position on the sale of g
pugh one court (the Austrian Supreme Court) h
apply to the sale of propane gas.

wthing sold at auction. This has been related to traditional auctions which
to be for one-off goods, and it is not clear how the rules might apply for
ontracts which are let via electronic reverse auctions.

as has yet to be finalised,
as accepted that the rules

per scale ¢
suter hardware is definitely ‘goods’ within the interpretation of the

sntion, but the position regarding software is less clear. Some courts indicate
only standard software (what might be called out-of-the-box software) is

ed: others have taken the view that non-standard bespoke software also falls

the remit. This would be logical following the general rule on goods to be
ured to purchaser specification. All other types of goods are covered.

Apply
Use the Internet to research the CISG rules. Do they cover the

organisation, sector and country in which you work or wish to
work in future?

lication to contracts

Convention covers the formation of contracts, including the following.

Offer
Acceptance

Consideration

or the CISG, the offer must be addressed to a person, definitively describe
goods, quantity and price, and indicate an intention to be legally bound on
reptance. An offer may be revoked, provided that the withdrawal is received

sfore an acceptance is sent.

ceptance must be explicit. Silence cannot be taken to mean an offer has been
pcepted. Any proposed acceptance which changes the terms of the original offer
a counter offer and therefore a rejection of the original offer.

2 CISG does not cover validity or enforceability of the contract (or parts of the
tract). Therefore the following matters are determined by national laws.

Capacity

llegality

Mistake, duress or fraud

Damages and penalty clauses

Validity of assignments or settlements

Retentions or deposits
Liability for death or personal injury caused by the goods

[ |
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Incoterms®

Series of commercial
terms published by
the International
Chamber of
Commerce, covering
the allocation of
costs and transfer

of risks between
buyer and seller. The
various options are
abbreviated to three-
letter codes

Force majeure

An exclusion clause
that relates to things
which are not only
outside the control
of the parties, but
which by their nature
are unforeseeable.
The term normally
includes such events
as natural disasters,
civil unrest and war
- but where these
things are frequent
occurrences and/

or could arguably
be foreseeable, they
may not be covered
in a particular
contract for that very
reason
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This may mean that there is still a need to specify in a contract which country's
laws will apply to areas not covered by the CISG. Such a clause will need to be
carefully worded to make sure that it only refers to non-CISG matters and does
not accidentally exclude the whole of the CISG rules.

There is a general requirement to act in good faith, This has been put forward as
one reason for the UK's reluctance to sign up to the treaty since - it is argued -
good faith cannot be adequately defined or measured,

The Convention does not require contracts to be made (or amended) in writing. As
already mentioned, there are serious risks in not fully documenting contracts in
writing. These risks apply equally to amending contracts. Procurement and supply
professionals should carefully consider how they manage this within contracts,
Good practice requires all amendments to be in writing and any contract relying
on CISG rules would benefit from this being explicitly stated as an exclusion to
those rules.

Remember

The CISG does not require contracts or amendments to
contracts to be in writing. If the contract is relying on CISG
rules, it is wise to exclude this particular feature of those rules
and explicitly state that all variations must be in writing.

Rules relating to the sale of goods

The seller's duty is to deliver the goods, provide any documents relating to them,
and transfer ownership to the buyer.

The quality, quantity and specification of the goods must be in accordance with
the contract. They must be suitably packaged. They must be fit for purpose

and free of any third-party claims (e.g., for infringement of intellectual property
rights).

The buyer’s duty is to take all reasonable steps to take delivery of the goods, to
examine them promptly, advise of any non-conformity within a reasonable time,
and to make payment.

Although the CISG has provisions for when the risk passes from buyer to seller,
this is generally excluded in favour of the use of standard Incoterms®,

Remedies for breach of contract include damages, specific performance or
adjustment of price, and will depend on the facts of the case and the nature of the
breach. Liability for breach is avoided if the failure to perform is due to something
beyond the party’s control and could not reasonably have been foreseen. This is

equivalent to force majeure.

If the seller has to refund the price of goods (e.g., where the breach of contract
is not sufficient to warrant an award of damages), the refund must also include
interest from the original date of payment. It is unclear whether the interest rate is

based on that of the seller’s state or the buyer's.
Similarly, if the buyer is required to return goods, they must also make a payment

representative of any value or benefit derived while they were in possession of
them. Again, it is not clear how such value would be calculated.
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srepresentations made pre-contract E
ard |

spresentation is a false statement of fact made by one of the contracting
ss before, or at the time of, entering into the contract which led or

aged the other party to contract. Table 1.10 shows several examples of
bssary conditions for misrepresentation.

Commentary and case law

must be a Statement can be taken literally to mean something
Rement made. said, but it can also be implied by conduct.

Silence will not normally be considered
misrepresentation, except in the following cases.

* In contracts ‘of utmost good faith' (e.g., insurance
contracts) where only one party has access
to information crucial to understanding the
advisability of the contract

« Where what is not said deliberately creates a
misleading impression (e.g., in Nottingham Patent
Brick & Tile Co v. Butler (1886),%° a house purchaser
asked if there were any restrictive covenants and
the solicitor replied that he ‘was not aware of any’;
this was true, but omitted the fact that he had
not done the normal searches which would have
revealed that there were indeed such covenants;
this was held to be misrepresentation because of

its context)

+ If a party makes a true statement and the
circumstances change, causing it to become false,
there is a duty to update the original statement
(e.g. in With v. OFlanagan (1936),*” O'Flanagan told
With that his medical practice earned £2000 p.a.,
which was true, but by the time the sale of it to
with went ahead, it had been neglected for months
because O'Flanagan had himself been ill and was
now worthless; the failure to correct the previous
statement was held to be misrepresentation)

ment must tatement

| statement of

%1[.&]#5%.‘.!1 ' statements of intention (
|'in Eggington V. Fitzn ¢ : a statement that
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The statement must be | False is read widely as meaning that the staterment

must be untrue, or have become untrue (see With v.
O'Flanagan™ on the previous page) or be misleading
in context (see Nottingham Patent Brick v. Butler"” on

the previous page).

false.

made by the . |

The statement must The statement must have direct influence on the
induce the contract. other party’s willingness to contract.

Any statement made once the contract is entered into
clearly cannot have affected the desire to enter into it,
so cannot be misrepresentation.

The innocent party cannot avoid the contract under
the following circumstances.

+ If they knew about the falsehood (since they had the
opportunity not to contract given that knowledge)

« If they did not know about the statement that was
a misrepresentation (since they could not have
acted on the basis of something they did not know)

+ Ifthey did not rely on the statement but carried
out their own investigations

Note that the misrepresentation need not be the
only inducement to contract (e.g., in Edgington v.
Fitzmaurice*" on the previous page, part of the reason
for entering into the contract was the plaintiff's

own mistake, but it was held that was nevertheless
able to revoke the contract because of the
misrepresentation).

Table 1.10 Defining misrepresentation

Types of misrepresentation

Misrepresentation can be fraudulent, negligent or innocent.

Fraudulent misrepresentation is where the person making the statement does
so knowing it to be false or is reckless in using information without taking any
steps to see if it is true or not. Information which is inaccurate but was believed to
be true (provided that belief is reasonable) will not be fraudulent.

Negligent misrepresentation occurs where the person making the statement
has a duty of care and fails to take such reasonable care as to the accuracy of
the statements. This will apply in the case of experts acting in their professional
capacity. In the UK under the Misrepresentation Act 1967, in a claim for negligent
misrepresentation it is for the defendant to prove that they have not acted
negligently.
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misrepresentation is where the misleading statement is neither :
13

5 ‘-_ t nor negligent, because it is genuinely and reasonably held to be true by
rson making it. ‘l

e the remedies for misrepresentation.

scission of contract Rescission of

contract
An equitable remedy
) . ; that seeks to place
gase of fraudulent or negligent misrepresentation, the court may award both parties in their
pscission and damages, but in the case of innocent misrepresentation it can pre-contractual
meard one or the other. position, as though
g the contract had
sion is not always an option. It will not be possible in the following instances. never existed

sre the innocent party has affirmed the contract; that is, acted in a way
ing that they wish it to continue

sere the claim has not been brought within a reasonable time (this is a point
eneral law)

ere restitution (returning to the pre-contractual position) is impossible (e.g.,
icause the goods have been consumed or have deteriorated)

ere there has been intervention of innocent third-party rights (e.g., if the
ods have been sold on)

ese cases, the courts may still choose to award damages.

8 Compare types of contractual
. agreements made between
customers and suppliers

section looks at different types of contractual arrangements between

thasers and suppliers. This is specifically about the contracts, not the

urement procedures which lead to them. Most contractual arrangements

jbe arrived at through a process of direct negotiation or through a process of
petitive tender. The differences between these activities are beyond the scope

S section.

e-off purchases

off purchase contracts can be used for goods, services or works. The key
#ement of a one-off contract is that it relates to a single purchase. Note that this is
pt the same as a single item.

en buying goods, the one-off purchase might literally be for a single thing

B, @ computer or a vehicle), but it could equally be for a batch of things (e.g.,
D0 computers or a fleet of vehicles). It can be something as simple as a desk

r (in theory at least) as complicated as an aircraft carrier. In practice, the more
romplicated the item being purchased, the less likely it is that a one-off contract
will be used.

When buying services, the one-off purchase is most likely to be for a single
engagement. Examples might include a single training course, the valuation of a
specific piece of land, or the auditing of one set of accounts.
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Rescission of
contract

An equitable remedy
that seeks to place
both parties in their
pre-contractual
position, as though
the contract had
never existed

Compare types of contractual
-agreements made between
customers and suppliers

jsection looks at different types of contractual arrangements between

fthasers and suppliers. This is specifically about the contracts, not the

sment procedures which lead to them. Most contractual arrangements

e arrived at through a process of direct negotiation or through a process of
etitive tender. The differences between these activities are beyond the scope
S section.

e-off purchases

Ine-off purchase contracts can be used for goods, services or works. The key

ent of a one-off contract is that it relates to a single purchase. Note that this is
ot the same as a single item.

en buying goods, the one-off purchase might literally be for a single thing

. @ computer or a vehicle), but it could equally be for a batch of things (e.g.,
100 computers or a fleet of vehicles). It can be something as simple as a desk

or (in theory at least) as complicated as an aircraft carrier. In practice, the more
complicated the item being purchased, the less likely it is that a one-off contract
will be used.

‘When buying services, the one-off purchase is most likely to be for a single
engagement. Examples might include a single training course, the valuation of a
specific piece of land, or the auditing of one set of accounts.
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In the purchasing of works, the one-off contract will relate to a very specifically
defined project. It may be a single building, but it could also be a whole estate,

Simple one-off purchases

The simplest one-off purchase may not have a formal contract at all. An example
might be that the marketing team need some advertising leaflets for an event: they
have produced a mock-up of what they want, phone the local printing company to
ask for a price, e-mail across the draft and agree a delivery date, That is as complex
as it gets. The goods are delivered, the invoice is attached (or follows) and gets paid.

From sections 1.1 and 1.2 of this chapter, it should be clear what potential
problems might exist with this approach. Some of those will be avoided if there is
a formal purchase ordering system linked to standard terms and conditions, but
there is still the potential for a battle of the forms.

Check
Remind yourself what the battle of the forms is, and consider
why it might arise in this context.

Complex one-off purchases

There is a distinction between the spot-purchase of simple items and the
commissioning of a major project such as building a housing estate or buying an
aircraft carrier.

In one sense, these are potentially one-off purchases. A national government
may well commission more than one aircraft carrier at a time, but it equally

may not envisage a strategic need for more than one. Similarly, even if it would
prefer to have a five-year construction programme, a local authority or housing
management company may only have funds to develop one estate at a time.

If funds and strategy allow, more efficient procurement options exist through
strategic alliances or framework agreements, but the political and financial reality
is that procurement efficiency is not always top of the agenda when major capital
investment is considered.

However, that does not mean that all good procurement practice is ignored when
it comes to complex one-off purchases. This is not a case of picking up the phone
book or searching on the Internet to find a supplier. The sourcing process is likely
to be competitive - either through formal tenders or via parallel negotiation with
potential suppliers.

The contracts tend to be very carefully considered to reflect the complex nature
of what is being purchased. Specifications are detailed. Change procedures are
well-documented because the more complex the project, the more likely it is that
variations will be required.

Remember
1 A one-off purchase contract can be simple or complex. It may
or may not have been tendered.

Reasons for using one-off purchase contracts

The reasons for using a one-off contract depend mainly on whether it is for a simple
or a complex purchase. In the case of simple items or services, the usual reasons for
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ch) are low-value spend, urgent need and a lack of planning. Usually such
ses are for immediate use, but if stock-holding is an option, they could also
to take advantage of special offers (e.g., bankruptcy sales, sell-off of spares
ducts reaching the end of their support life). In the case of more complex

ses (e.g., works, complex goods or services), the most common reasons for
ff approach are either lack of a fully developed strategy for the spend area
the inability to predict future funding. The lack of strategy may itsell be a

of an inability to predict funding, but equally the inability to negotiate forward
g can be because strategy is ill-defined. It can be hard to define what is cause
what is effect. This is particularly true in the public sector where national and
tional politics have an impact, but it can also be the case within private sector
isations as different departments or divisions compete for budget.

a one-off contract (and often an accompanying spot-purchase, untendered :
1.3

ure of the contract

complexity of the contract will reflect the complexity of the purchase. For
e, low-value purchases, standard terms and conditions may be all that is
ired, but do not assume that just because the purchase is a one-off, the
ct will be simple. It may still need to cover the following areas.

_ Warranties and guarantees if the one-off purchase has a considerable life-
span and is business-critical (e.g., a back-up generator for the office which
houses the national computer servers).

Insurance requirements, including professional indemnity, public/products
liability, employer’s liability, and cover for any specific risks such as pollution or
working at height.

Specification requirements on quality, timing and delivery.

Minimum quality standards on the business operation (e.g., a catering
provider might only be providing sandwiches for a team meeting lunch, but you
still need to know its hygiene practices).

Built-in change process for any goods or services that are beyond very
simple (e.g., works contracts always have variations procedures because of
the unpredictable nature of such projects).

Ability to extend the scope of the contract should be minimal or none, and
restrained to the single requirement.

Ability to extend the duration of the contract should be limited to the ability
to accommodate unexpected time overruns (which itself should be subject to a

damages/penalty provision where they are attributable to the supplier, and an
extension to overheads costs where they are attributable to the purchaser).

» Data security protocols need to be considered if personal data is being shared.

Remember
The complexity of the one-off purchase contract will need to
reflect the complexity of the product, service or works being
purchased.

Benefits of one-off contracts

The one-off contract does have a valid place in the tool-box of the procurement
and supply professional.
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Benefits for the purchaser include the following.

+ Onsimple, low-value purchases, the potential for speedy delivery, particularly
if purchased on standard terms from suppliers who are known, approved and
(possibly) local

« The ability to tap into falling market prices and/or time-limited special offers

» On complex projects, the ability to narrow down the terms to one deliverable,
which can simplify the contract, covering only the risks associated with that one

product, service or works package
Benefits for the supplier include the following.

« If the one-off contract is on a spot-purchase basis, there may not be any
competition, enabling the supplier to set its own price

» If purchasers regularly use one-off contracts, the total spend may be significant
even if individual order values are low

Naturally, advantages for the purchaser can be seen as disadvantages for the
supplier and the other way around.

Risks of one-off contracts

As already stated, purchaser benefits are supplier risks and vice versa, but there
are also other risks.

Risks for the purchaser include the following.

* If the one-off contract is tied into on-the-day pricing, it is not possible to
demonstrate value for money because there is no market investigation and
limited, if any, competition; be aware, however, that this is a function of the
sourcing process and not directly attributable to the nature of the contract.

* The contract (if properly drafted for a one-off purchase) will not allow for
extensions should the situation change such that ‘more of the same’ is
required. This can create a situation where a supplier may become ‘embedded’
and thereby gain additional leverage over price and/or contract terms.
Embedded in this context means that its product or service dictates what other
products or services are purchased and who from, because of the need for
consistency or technical compatibility.

» Thereis only a limited ability to develop a relationship with the supplier, so
opportunities for joint working and/or innovation will not be captured.

* Where procurement is regulated, such as in the public sector, the use of one-off
contracts may be viewed as a mechanism for avoiding the regulations by keeping
values below financial thresholds. This is non-compliant and may lead to legal

‘\ challenges, financial penalties and reputational damage.
Risks for the supplier include the following.

Ad-hoc purchase * Low-value ad-hoc purchases make production planning difficult.

An item bought for ) :

a single and non- * Afailure to perform on this one contract could lose a potential client for ever,
recurring use or as there is no readily available opportunity to demonstrate performance
purpose improvement.

Check
' Summarise the risks and benefits of using one-off purchase
contracts for the purchaser and for the supplier.
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amework arrangements and I
greements

seful to start by understanding the difference between a framework
gement and a framework agreement.

formal framework arrangements

famework arrangement is a rather loose set-up, without any legal standing.
sually occurs when an organisation has decided for itself to limit the number
opliers it is willing to work with and, through a purely internal process, sets
approved list of such suppliers. There are no commonly agreed terms for
gng with any one of those suppliers. The purchasing organisation has simply
ad out the necessary due diligence on the viability and suitability of the
pliers and approved their use.

th a process would normally restrict purchasers within the organisation to using
such approved suppliers. This kind of arrangement may also be called an
sroved supplier list, an approved contractor list or (more often in the case of
sultants or professional advisors such as lawyers or accountants) an approved

ractually, such an arrangement has no legal standing at all. Approved

ppliers are not guaranteed any work, nor are they guaranteed any terms or
ditions if such work is offered to them. Nevertheless, there are advantages to
pperating such a system.

e advantages and disadvantages for both purchasers and suppliers are set out
table 1.11.

~eature Good for purcnaser:= | ao00d Tor suppliers

Quick access to a market of reliable and vetted Yes - reduces tender Yes - better chance of

suppliers for either direct purchasing or limited process costs and speed | winning tenders when

endering among a small number of firms. to supply. low number able to bid.
No - limits number of Yes - potential for high
potential providers so turnover of low-value
could miss the best orders for known client.
or most appropriate

No - no access if not on

provider. the list/framework.

PFamiliarity - using a known :.cﬂi.lg'niﬁ!m,ﬁjﬂ,lig?: ) | Yes = ability to build trust -b[ﬂld trusts
£ e : : | ithrough regularwork & throughiregular work.
Keeping list up to date with complete, current No - this can be No - this can be
and accurate information on supplier status resource intensive as all | resource intensive as
(e.g., financial standing, health and safety policies, | documentation needs to | documentation may need
procedures and declarations, data management | be checked. to be provided separately
protocols, insurances, environmental policies and for many databases.

actions, equality and diversity matters, changes
in structure and ownership, licences and industry
accreditations).
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stwhereby sUppl

ers car
dlar

Table 1.11 Advantages and disadvantages of informal framework arrangements and approved lists

ga

Mini-competition
A limited tender
exercise, usually
only on price, under
the rules set out

in a framework
agreement; only
suppliers appointed
to the framework are
able to take part

Direct call off
The act of placing
an order under

a framework
agreement without
having further
competition

Closed system

A system or process
that, once started,
does not allow

new entrants.

A framework
agreement might
have multiple
buyers and multiple
suppliers, but once
set up, no additional
buyers or suppliers
can be added to it

Remember

An informal framework arrangement has no legal standing. It
is essentially an ‘approved list’ of suppliers or service providers.
It can provide a quick and easy route to pre-qualified suppliers
but is resource intensive to maintain and there is a risk that
good suppliers who are not on the list will be ‘missed’.

Formal framework agreements

A formal framework agreement differs from an informal framework arrangement
in that it does have some legal standing. It is not a contract, primarily because
there is no consideration involved, but it is an overarching (or umbrella) agreement
under which contracts can be created. It is intended to be legally binding on the
parties from the point in time when the contract under the framework is created.

The framework agreement does not commit either party to actually enter into a
contract, but it does set out the terms and conditions which will apply if a contract

is created. It is not itself the contract.

Usually, there will be some terms and conditions which are not specified in a
framework agreement, which need to be included in a contract created under it.
The framework agreement should include a mechanism for determining price,
but it will not be as detailed or definitive as a schedule of rates in a contract. Also,
a framework agreement is likely to make allowance for the size of the order or
location of delivery, with different rates applying in different circumstances.

At the beginning, a framework agreement is set up in exactly the same way as a
contract. There will be a tender process or a series of negotiations to select which

supplier or suppliers will be appointed to the framework.

The agreement will set out the following.

» How call offs can be made - whether a mini-competition is required or a
direct call off can be made

* How price is calculated

* The specification - this may have various options to cater for different needs

* The duration of the agreement

* Who can access the agreement - a true framework agreement is a closed
system
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tract established under it can run

main terms to be included in the contract or the form of contract to be
, where this is intended to be a standard form

limitations, such as how long past the end of the framework agreement a :
13

the purchaser wishes 10 use the framework agreement it will issue a call-off
or call-off contract, using the terms set out in the framework agreement.
might be a direct call off or may require a mini-competition (see the section
use of mini-competitions on the next page).

s of framework agreements

ork agreements can be: one-to-one, one-to-many, many-to-one or many-
ny, as shownin figure 1.7. (In this instance, ‘many’ means two or more.)

One
er purchaser Many purchasers Many purchasers

T Y

One Many suppliers One Many suppliers
ier supplier

re 1.7 Types of framework agreement

Apply

Choose a product or service with which you are familiar.
Compare the advantages and disadvantages of using a one-
off purchase contract as opposed to a formal or informal

framework arrangement.

ere there is only one supplier appointed to the framework, a contract can be
ced directly with them as soon as the remaining terms are agreed.

ere there is more than one supplier, the framework agreement itself will
cribe how the call off is to be made and how the supplier is to be selected from
ong those available.

Direct call off

Where a framework with multiple suppliers permits a direct call off to be made
{i.e. a contract placed without further competition), it should set out exactly

how the supplier may be selected. Within regulated procurement, this should
strictly be the supplier with the highest ranking when the original evaluations for
appointment to the framework were made. That supplier should receive all call-
offs until they reach capacity or unless they are not interested in a particular job.
At that point, the second-ranked supplier should be approached.

' In practice, this does not usually occur. It is more likely that suppliers will either
be used in rotation, or that there will be preferred suppliers for particular projects
which might be determined by their experience, recent performance or other
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factors. There is an arguable case that this is a better use of frameworks since it
makes it more likely that all suppliers appointed are likely to receive a reasonable
share of the available opportunities and potentially retains an element of
competition among them. If the first-placed supplier is to receive most or possibly
all of the work, suppliers may be reluctant to tender unless they are confident of

being in that top slot.

The counter-argument is that this would be no different to tendering for an
individual contract. However, the whole point about the framework approach is
that it is not intended to tie the purchaser to a single supplier for the duration of
the period. If that were desired, then a term contract could be used rather than a

framework agreement.

Remember
Under a formal framework agreement, direct call off is only

permissible if the agreement itself says it is. The framework will
also set out how the supplier to be used is to be selected.

The use of mini-competitions

A mini-competition is a tender process run under a framework agreement. The
framework agreement will set out the process to be followed. It is only open

to suppliers on the framework. All framework suppliers should be invited to
participate, but they are not obliged to do so.

The tender will normally include price and may include limited aspects of quality.
Often it will be price-only.

These are the purposes of the mini-competition.

+ To allow for price to be calculated on the basis of the precise requirements

+ To allow contract-specific terms to be refined

» To maintain an element of competition among the framework suppliers

The advantage of mini-competitions under frameworks as opposed to full tender
processes is that they are quicker and take fewer resources. The due diligence
work which will normally be included in a full tender is carried out at framework
level and not repeated for each call off.

There is a risk, however, that if the framework itself is not properly managed, the
due diligence checks may become out of date and purchasers may be relying on
information that is no longer valid.

Contracts created under framework agreements

The only limitation on the nature of contracts that can be created under a
framework agreement is what the agreement itself lays down. In principle, it could
be any standard or bespoke form of contract. Equally it could be a single purchase
contract or a term contract.

Remember

A mini-competition is a tender carried out using only the
suppliers on a framework agreement. It is used to clarify
coptracbspeciﬁc terms and encourage competition (particularly
price competition).
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all offs E

off or a term contract is one which exists for a fixed period of time, rather

I for a specific purchase. They are used where the purchaser has a regular
ement for goods or services of similar nature which they want to be

ded by a single supplier. Examples include the following.

icing and maintaining equipment in buildings, like fire alarms or lifts

ices which cannot be carried out on site (e.g., laundry for hotels)

Supply of goods which are regularly required but where the purchaser can only
gock a limited amount (e.g., stationery)

e a single supplier framework agreement, all of the terms of the contract are
ged at the outset, including price.

or repetitive services which do not vary, price may be expressed as an annual
or quarterly fee.

or goods or services which might be different from order to order, price will
pormally be described in a schedule of rates. There may be different unit prices
or the same thing, depending on the size of the order, to reflect the efficiency

of production and/or the transport costs in delivery.

gall off is the actual order placed under the contract. Typically, this will only
ked to state item, quantity and place of delivery. All other aspects are fixed by
contract.

ke the framework agreement where the supplier is not obliged to enter into a

en call-off contract, under the term contract they are committed to meeting all

placed. The key benefits and risks for both parties are summarised in table
12. If the contract documents are well-written and the contract period is not too
g most of the disadvantages can be avoided. The contract itself will allow for

anges to be agreed which accommodate movements in market conditions or
schnology, or for early termination if agreement cannot be reached.

nefits for the purchaser Benefitstor the supplier

aranteed delivery for the length of | Reasonable certainty of future demand
the contract. makes it easier to plan resources and

. prices, either fixed for the production and to predict cash flow.

duration of the contract or with a
pre-agreed mechanism for price
adjustments (e.g., in line with the
government’s officially reported rate of
inflation). This helps with setting and
controlling budgets.

i Simple order mechanisms at the point

of need. As all of the contractual terms
are agreed, individual orders can be
quick and easy.

Schedule of rates pricing enables
electronic procure-to-pay systems,
which gives greater control and
visibility of spend.

Simple order and payment systems
reduce administration costs.

Agreed specifications can reduce

the costs of short-order runs. This

is particularly true if the supplier

can influence the specification and
can produce the same product for
different customers. Even with a single
customer it may be more economic
for the supplier to produce more than
is required by a single order and hold
stock for future orders.
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The value of spend and length of

The longer the contract, the greater
the opportunities for aligning working
practices to create joint efficiencies.

contract justify the costs of proper

market engagement and tender
or negotiation processes resulting
in better value for money (see
section 3.1).

The longer the contract, the greater
the opportunities for aligning working
practices to create joint efficiencies.

Risks for the purchaser

If prices generally fall, the purchaser
may be locked into a higher rate.

In sectors where technology changes
rapidly (e.g., computing, medicine,
aeronautics), a term contract risks tying
down the specification in a way that

the sale price is fixed, the contract may

Risks for.the supplier

If costs of raw materials are rising but

make a loss.

In long-term contracts, the ability to
move production on to newer models
or designs may be hampered by a

need to continue serving a client with
an older specification.

prevents innovation.

Table 1.12 Advantages of term call-off contracts for both purchaser and supplier

| Itis better to refer to contracts for a specified period as ‘term

Remember

contracts’ rather than ‘call-off contracts’ to avoid confusing
them with the contracts created under framework agreements.

Services contracts

As well as classifying contracts by the contract type (e.g., one-off purchase or term |
contract), they can also be split down by their subject matter into whether they are

contracts for goods, services or works.

Goods are what would normally be thought of as products, things or stuff:
tangible items or materials that can be touched, stored and moved. They might
be raw materials, component parts or finished articles.

Services are intangible. They cannot be touched or stored. A service is
something done or provided by a person or a group of people.

Works can be thought of as a special type of services contract. Works contracts
relate specifically to construction works, buildings, civil engineering and the like.
In some contexts, works contracts can also cover the repair and maintenance of
buildings and structures, but this is a complex area which varies depending on
which particular set of legislation or regulations is being applied (e.g., in the UK
some types of supply might count as works under the service charge regulations,
but be services under the public procurement regulations). There is no short cut
for the procurement and supply professional in this area. Categories simply have
to be checked on a case-by-case basis. It is important to be aware that these
discrepancies may exist even within a single legal jurisdiction, so matters can
become even more complex when dealing with international contracts.



lications of the difference between goods, services
d works

pany areas it will not matter at all whether the contract under consideration is
Igoods, services or works, The general principles regarding offer, acceptance,
sideration, misrepresentation, and so on, all remain the same for all types
ontract.

methodology for designing and drafting the contract is also very similar. The
erms and schedules discussed in the previous sections will all need to be
ght about in much the same way.

acts can equally be for one-off purchases or for periods of time with call-
contracts. Informal framework or panel arrangements and formal framework
ements can also be used.

e are, however, a few differences that are worth consideration, as shown in
p 1.13.

Ihings to think about

Where procurement is regulated (normally public sector
and similar nonprofit areas) the financial threshold at
which the full regulated procedures apply for services
will usually be the same as that for goods, but tends to
be much lower than that for works. This can affect the
selection of the tender procedure for those caught by
the rules.

ocurement (public
procurement)

There may be key personnel (e.g., contract managers)
in respect of all contracts, but for service contracts
the personnel deployed on the project may be even
more key. Where delivery is of a personal nature
(e.g., consultancy, legal services, training delivery), the
selection of the supplier may have been based entirely
on the skills and experience of the individuals or team
members put forward as being the delivery team. Should
these personnel cease to work for the supplier, for
whatever reason, then the supplier may not be able to
deliver the contract to the expected standard. Contracts
should make allowance for this by including terms which
allow for the contract to be terminated if the replacement

| Key personnel

personnel do not meet the expected quality.
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GATT

General Agreement
on Tariffs and Trade, _
an international
agreement
regulating barriers

to international
trade, such as

quotas and tariffs (a
payment on goods
being imported).
Only applies to

the trade in goods,
with the purpose

of encouraging
international trade in
goods

GATS

General Agreement
on the Trade

in Services, an
international .
agreement regulating
barriers to the
provision of services.
between different
countries, Similar

to GATT, butonly
applies to services,
with the purpose

of encouraging "
international trade in
services
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Developing
.economy
A national economy
which is generally
held to be still
developing its
industrial base,
financial institutions
"and economic
infrastructure

Transitional
economy

A national economy
which is moving
from being a state-
controlled economy
to a full market
economy (e.g.,
ex-Soviet Union
countries)
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Data sharing
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Conflicts of interest

~ | beglventolocal suppliers, | Local in this sgpse may &
~ | mean’ natlonal as opposed to internatlonﬁl There
are exceptlons to this rule in some developing and

| location of a partucular suppller. ;

‘Some of this' knowledge mlght be easy to obtain, but T

'should be given to how liable the suppher should be if |
A they fall to do. thns. g

| being provided and whether professional indemnity
e .msurance is requnred

bout

Things to think a

]
]

Ty I ! O [l
Itis a legal requirement of most regulated
procurement that suppliers cannot be selected purely:
on the basis of their location. Prelerencc cannot =

transitional economies where preference may be
given for a limited period while local industry and
infrastructure are developed

In the prwate, non- regulated sector, a wrder view may
be taken of the benefit, or otherwise, conferred by the

| /n the case of serwce prowslon itis easler to see why
3 Iocatton mlght be more meortant than |t is for goods

' 'Costs of transportatlon or travel a5|de. serwce delwery

mlght require very spet:|ﬁc [ocal knowledge. This could
bein respect of national laws and customs for legal,

financial or other consultancy or training; it could be

about local political or plannmg policies for anything
regarding construction ori lnfrastructure deveiopment

a4

much of it may be the result of the expenence of the
practltloner in the fleld NN G | 1

While contractually it rs undoubtedly poor practlce and
potentially | unlawful to say that the delivery personnel
must be from a certaln Iocallty there may be good '
reasons to dewse terms wnhln the contract or the

.....

relevant Iegtslatton, pollcy and practnce Consnderatnon '

GRS Bl L] i E NS Rl & 1 P B sltiT. ST

The nature of services contracts is such that there is !
likely to be more sharing of data, including personal

data. The data sharing protocols within the contract

must reflect this. Within Europe, new data protection |
regulations (the GDPR) strengthen requirements in this
area, as noted earlier in the chapter.

Specific tnought should be given to the type of service

Conflicts of interest can arise in any contract, but they
may be more likely in some types of service contracts
(professional services) because of the more direct
involvement of individuals in the delivery of the service.
Contract clauses covering requirements in this area
need to be robust and the supporting administration
(e.g., regular checking of declaration of interests) is
important.
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(o think about E

2 1.13 Aspects of services contracts

Apply

Think about a company that manufactures any kind of product
and consider the variety of things it must purchase. Which

of those are goods and which are services? What might the
procurement officer need to know?

Remember

The difference between goods, services and works can be
important if the procurement is subject to regulation and/

or trade agreements as different rules or financial thresholds

may apply. .

Contracts for the hiring and leasing
of assets

quiring the use of assets does not necessarily mean that they have to be
‘purchased. Often there is also the option of hiring or leasing them.

‘The words hire and lease are used interchangeably. Hire is more usually used
for short-term arrangements and lease for longer-term contracts. For example,
you would hire a room for a meeting, but lease an office building. In legal
texts, you might also find reference to a contract of bailment. Again, this is the
same thing.

When goods are hired, the ownership of them is not transferred. The person or
firm hiring simply acquires the use of them for a specific period of time. Because
there is no transfer of ownership, there is no ‘sale’. Therefore any regulations or

agreements relating specifically to the sale of goods, such as the UK Sale of Goods
Act or the Vienna Convention, do not apply.

The process of forming a contract for hire is the same as that for a contract .
for sale. There must still be an offer, acceptance, consideration, intention, and
Capacity to contract, in order to be legally bound.
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Many of the key terms of a service contract might also apply (oo contract for hire
(e, payment terms, health and satety fssues, insurance requirements), but there

: are also specific areas 1o be thought about, Key things to consider in hire or lease
contracts are set out in table 1,14

Why hire/lease rather
than buy?

Transfer of risk

Period of hire and
arrangements at the
end of the period

If the asset is very expensive but will only be used
intermittently, it is more cost effective to hire (e.g.,
agricultural harvesters which cost hundreds of
thousands of dollars but are only used for a few days |
each year).

Payment of regular monthly amounts might be
preferable from a budget perspective to a single
capital outlay. However, this has to be set against
the fact that the total cost will be higher, often

Although ownership does not transfer in a contract
for hire, some of the risks of ownership do. The
contract must be clear on which risks do transfer to
the hirer and which remain with the owner (e.g., it

is normal that the hirer will be required to insure the
asset).

LR

for hire of
isincluded in eac
ing like with like.

The contract will set out how long the hire period is. It
should also state what will happen to the asset at the

end of that period. Is it to be returned to the owner? If
50, at whose cost?

Alternatively, the hirer may decide to keep the asset.
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=n nf._lj_' d con tract ‘{
Chire or lease |

Consider a contract for the hire of multi-functional
devices (e.g., a printer/copier/scanner). When the
contractis putin piace there might be a need for elght
. rnachmes in various ofﬂces but then the. company
mlght open a new office and require another two
machines. The hire contract needs to set out not only
whether it is pos{sible to add these new machines to
the existing contract, but also what happens to the -
penod of hire if that happens

The first part of this |ssue is normally clear, but the risks
associated with the second can be overlooked If the
origma! cohtract was for a peruod of five years (at which
pomtmost of the orlgmal machines would be' reachmg

‘the end of thelr ifespan !‘@Wf'f‘hm"ff&%w‘s*da fﬁg‘-‘

the new machines? There are the followmg optlons

1. The new machines are only hired for the remaming
period on the orlgmal contract v 4 5

R RN 2T he new machmes are also hlred for five years

R ‘but the contract expires in respect of the e)ustlng

machlnes W A% .

3. Anewf've-ye
8 e It fs very common thatsUppllers_ iish
b lmplemented because this can 1ock a purc

‘!.\P

as the fi rst batch of rnachmes may n ed to be replaced
at the end of the oruglna[ fi ve-year perrod whlch mlgh
| then create yet another. extensuon to the time period.

- | There is a danger of creating a rolling contract.

Reducing the scope of | Rather than opening another office, our hirer of print
the contract machines might close one and therefore need fewer
machines. The contract needs to make provision for
early return or disposal of those no longer needed.

Table 1.14 Hire/lease contracts
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Remember
In addition to normal considerations, the key areas to consider

in contracts for hire are: the reason for that approach, which
risks are to be transferred to the hirer and which will remain
with the owner, who is responsible for maintenance of the
asset, what happens to the asset at the end of the hire period,
and what happens to the hire period if the scope of the
contract has to be increased or reduced.

Hire purchase agreements

Hire purchase agreements are less common than they once were but do still
exist. A hire purchase agreement exists where the asset is hired for a period of
time but at the end of that period the intention is that there will be a transfer

of ownership.

The transfer may be automatic on the payment of the final instalment of the hire
charge, or it may be an option which the hirer has to exercise by paying a further
consideration.

In legal terms, the contract is a contract for hire for the full duration until the final
payment or the option payment (whichever applies) is made. Only at that point
does it become a purchase contract.

Apply
Compare the advantages and disadvantages of a hire/lease

contract as opposed to a purchase contract. Imagine you are
instructed to procure new photocopiers for your company. Why
might you prefer to lease them rather than purchase outright?
Are there any reasons why you might prefer to purchase
outright?
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Chapter Summary
e There is a difference between an estimate, a quotation (or quote) and
atender. An estimate is a ‘best guess' of likely cost and has no legal
standing. A quotation is a fixed price that must be adhered to, it will
normally only cover price (and not any possible variations or options
* with regard to quality) and it may be submitted via a formal or informal

process. A tender is a detailed quotation submitted via a formal process.
A tender may cover price only, but usually it also covers aspects of quality.

TS GRS RS

« When deciding whether to seek quotations or tenders, the costs of
administering the process, along with any need for urgency and speed
of process, must be considered. The process should be proportionate to
the cost and risk of the purchase; there should be a robust audit trail; the
process should be transparent and equitable. Estimates should be avoided. ;

* Key things to consider when drafting specifications include purpose,
type, perspective, relevance, scope, performance, innovation, clarity, j
compliance with regulations, and the environment in which the contractis
to be delivered. Specifications can be conformance (technical), i.e. based
on inputs, or performance, i.e: based on outputs. Most are a combination
of the two, setting minimum technical standards but allowing scope for
suppliers to determine how best to meet the requirement above and
beyond the absolute minimum. g ;

* KPIs, the way in which they will be measured and the consequences of not
meeting them should be embedded in the contract terms so that they can ©
be enforced.  ° Vel L e L ik vl

+. Acontract is a total agreement between the parties;not just, 2 document....q4
Key terms in the contract set out the rights and responsibilities of each™
party (what it can do and what it must do) and the remedies available to g
it if the other party does not meet its responsibilities. They include the
specification and the pricing schedule as key parts of the agreement.

« Contracts may need to be amended during their life. It is important that
they contain terms that explain when this is permitted and the process for -
ensuring that changes are contractually binding. ' :

w + wFon acontracktosexist thereimust beian,offersacceptanceyconsiderationy ‘
intention to be legally bound, and capacity to contract. These are complex
issues which have been determined by extensive case law. :

« The ‘battle of the forms’ is a situation where the terms and conditions of
the purchaser and the supplier are sequentially superseded one by the
other, as requests for quotations, orders, delivery notes, etc., are passed
between the parties, each one declaring that it operates on the terms of
the party issuing it. It is best managed by having formal contracts.

b O ERDressCOrtratt tarms arestho st WHIeH Ere Writte AP BWR aNd expl eIty
! agreed between the parties. Implied terms are not written within the
contract but are implied either by case law, custom and practice, or
through statute law. Unless an implied term is created by statute and the
statute makes it clear that it cannot be overridden, then parties are free to
contract in a way that excludes implied terms. P -
QTR AU R R G s b e B Sl AL AN M R | . ki s o

FrYe=—

.

e s e
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_w P TR T T 'T"ﬂ' g r 3 1!-"' o~ { I ERET T TS
~ TheVienna Convention is a United Nat:o{rs conventign relatlng to s
the international sale of goods that seeks to estabhs% a common s <
¢ Iegal framework within which to interpret contracts. It only applies to
 international contracts and to goods (not services). The Convention allows

" for the states signing up to it to exclude some of its appllcatlon either in

- terms of which goods it covers or by excluding certain geographical areas.

’ The Convention includes provisions on when risk passes from buyer

to seller, but these are generally excluded in favour of the Incoterms®
produced by the International Chamber of Commerce, which are more :
‘=:flexiblelThe UK Is nota signatory to the'Convention."Any’explicit terms &
in individual contracts will override anything implied by the Vienna
Convention. '

e o e w""‘
-1

Mlsrepresentatlon isa false statement of fact made by one of the
contracting parties before, or at the time of, entering into the contract,
which led or-encouraged the other party to contract. It can be

fraudulent, negligent or innocent. In the case of fraudulent or negligent
misrepresentation the remedies are rescission of contract or damages or

. both, For innocent mlsrepresentatmn the remedy is resossron of contract
or damages butnot both. %" . _ - s

TR RS ‘vj;‘r. ¥-
3

R

" The differences between one-off purchase contracts, mformal panels
.and approved lists, formal framework agreements and term (or call-off)
contracts can be summarised as follows S e s

o A one-off contract s fora sungle specific delwerable It may be SImpIe (a
" piece of machlnery) or complex (a housmg development) but it is self-
contained. -
+© An informal panel or approved list is not a contract, it is merely a o
““"list of suppliers who have been checked and deemed appropriate - | i
_to contract with, The process of checkmg is known as qualification,
. pre- qualmcatlon or due diligence, Such panels are generally open
for suppliers to app!y for’ mclusuon either at any time or at periodic
. intervals.
0 .A formal framework agreement is a closed st of approved suppllers
" arrived at by means of a tender process. The agreement includes
. the terms on which any contracts under the framework with those
supphers wu[l be awarded lncludmg a mechanlsm for determmmg
i; price. e P S . ; :
‘o' Aterm (or call ofﬂ contract is a contract Wlth a specn‘"c suppller fora
specified period of time under which a number of orders (call offs) may
~ be placed. Itis used for perlodlc purchases where the nature of the
- individual call off varies but the terms applying to all of them can be
. agreed. It will normally mclude a schedule of rates for pricing individual
- call offs, - : ' ;

© Theterm caII off" can be confusmg A ‘call off’ under a framework
~agreement will result in a contract. That contract may be a one-off
purchase contract or it may be a term contract. A ‘call off’ under a term
contract is a specific order which does not create a new contract.

bl R S PR e o RS e R LIS ) TR A I e . e

A TR R SR TG

* Ahire contract (often called a lease contract) is one where the ownership
of the goods involved does not transfer: the purchaser merely pays
for the ability to make use of the goods for a period of time. Common
appllcatnons are vehicle fleets and photocopiers.

e il - At B i S AV S b R s et A e b AN
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End of Chapter Assessment

o Describe the key sections in a standard contract for the supply of goods  $—{IHCIINN
or services and appraise the relative advantages and disadvantages of
using separate schedules for some elements rather than embedding all
aspects in a single continuous document.

© Etxplain the 'mailbox rule’ on acceptance of an offer and analyse o= EXPLAIN |
the extent to which It still makes sense in the context of modern
communication. Suggest how parties might mitigate any risks
associated with this.

‘ © Appraise the usefulness of the Vienna Convention on Contracts for the S APPRAISE |

Py

International Sale of Goods, paying attention to what the rules do and
do not cover.

@ Compare and contrast framework agreements with term contracts, g COMPARE _|
showing the relative merits of each.
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CHAPTER 2

Specifications and key

performance indicators

FBy the end of this chapter you WI|| understand 1
i the fundamentals of specifications and key |

performance indicators that are included in .
Lcontractum arrangements made W|th suppllers " J

SRV AL SR, LRI NNE, & NN S 8 S e st DB W

Learning
outcome

~Chapter overview

@ Analyse the content of specifications for procurefnents |
You will understand: &
- Drafting specifications and developing market dialogue with suppliers "-1

* The use of standards in specifications E

* Typical sections of a specification g

+ Standardisation of requirements versus increasing the range of products 4
¥ s+Including social and environmental criteria in specifications.. .« s

» The role of information assurance in developing specifications

Appraise examples of key performance indicators (KPIs) in-

* T contractual agreements
! You will understand:
¢ « Defining contractual performance measures or key performance

indicators (KPIs) ,

« The use of service level agreements (SLAs)

+ Typical KPl measures to assess quality performance tlmehness cost
management, résources and clelwery {

S R b M i .h-n- ek vl d ulnbr.‘,mauu S AURAGIRG -.‘..h-xm-afﬁ-mmb -\Ji'.'iu-u i

| Introduction

I Specifications and key performance indicators were introduced in section 1.1,
which set out how these concepts become embedded in the contract documents.
In this chapter, each of them is considered in more detail from the perspective of
what needs to be included and how procurement and supply professionals design
and/or negotiate that content.

Throughout the chapter, whenever something is considered from the purchaser
side, you are encouraged to question what that might mean from the supplier side.
In some scenarios purchasers have a free hand in designing their specifications
and KPls. In many others they are the result of negotiations between purchaser
and supplier. In some cases they can be dictated by suppliers, particularly where
the supplier’s bargaining power exceeds that of the purchaser.
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v
\l

Five Rights

* The original
‘Five Rights' of
procurement are
traditionally: the right
quantity, the right
quality, at the right
time, from the right
place, at the right
price

[2]2]

Project
management
Initiation, planning,
execution and control
of inter-related pieces
of work, normally
carried out by a team
of people, to achieve
a specified aim by a
apecified time

76

Analyse the content of
specifications for procurements

Section 1.1 showed that the specification was the most important document or
section within a procurement contract. Any ambiguity, misunderstanding, lack of
clarity or confusion about the specification will result in a failure against one or
more of the Five Rights of purchasing.

Quantity
2. Quality
3. Time
4. Place
5. Price

This section looks at how to design specifications to ensure that each of those
‘Rights’ is covered.

Note that the concept of the original Five Rights is a very basic, transactional
approach to purchasing, which could easily be extended into further ‘Rights’ to
cover the source, approach to ethics, and environmental and social impact, to
name a few. Modern professional procurement and supply is much more about
operational risk management, stakeholder engagement, supplier relationship
management and regulatory compliance, than it is about the transactional aspects
of individual purchases or contracts, These aspects also need to be taken into
account when drafting specifications,

Drafting specifications and developing
market dialogue with suppliers

Section 1.1 looked at the ten key things to think about when designing
specifications.

Check
} What are the ten key areas to think about when designing a
specification? Review figure 1.1 in section 1.1 if you are unsure.,

The information in figure 1.1 of section 1.1 provides a checklist against which
the emerging design of the specification can be monitored, but it offers little
help in how to go about it. For example, where should the procurement
professional start?

{\ny well-run procurement exercise should be run along project management
lines. These may be formal or informal depending on the size, value and
complexity of the procurement itself, as well as on the size and complexity

of the procuring organisation. The principles should apply even if they are
informally applied.

One key aspect of a project management approach is that it includes a scoping
stage. This sets out (among other things) the objectives of the exercise (in our
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aase, the procurement); the limits and constraints (e.g., anything which is not
wxduded, any budget limits or legal requirements); possible and/or preferred i

processes; and the roles and responsibilities of the project team. The project team

@n be thought of as those people directly involved in the procurement exercise at

any stage, whether or not they are formally identified as a team. .
The scoping stage will normally be managed by the procurement professional and

should cover a number of basic questions regarding the specification. i
Scoping stage questions about the specification

‘4. Who is responsible for producing the first draft of the specification? This

4 could be the procurement department, the commissioning department or

5. ongoing contract manager, or an external expert. Factors which influence
. this decision include the following.

a. The structure of the organisation
b. The level of skill and knowledge within the relevant departments

c. Whether this is a re-procurement (i.e. replacing an existing contract) or
something completely new

d. Current workloads
e. Timescales

It is important to remember here that the question relates purely to the first

| draft. All relevant stakeholders should have an input into the specification
design. Ultimately, it needs to be approved and owned by the department
responsible for managing the contract. ‘
The expression ‘department’ (as in procurement department or
commissioning department) is used in a loose sense here. It could be a
formal department or division of the organisation, but equally it could be a 5
small team of people or business unit.

2. s there an existing specification?
3. If so, how well does it achieve what is needed?

4. What are its identified shortcomings?

5. Ifthere is no existing specification, what are the broad objectives to be
achieved?

6. Is there an already defined minimum quality standard? What is it?

Are there quality aspirations above that standard?

Are there any technical constraints (e.g., physical constraints on where
equipment has to be located, technology constraints requiring electronic
systems to be able to ‘talk’ to each other, input factors such as availability of
power or water)?

9. Are there any environmental and/or social requirements or aspirations?

10. Who are the stakeholders that need to be consulted? Note that these
stakeholders will have views on questions 1 to 9 above, as well as the first
draft of the specification, so be prepared to bring them in at as early a stage
as possible.

With this basic information in hand, it should be possible to start designing the
specification. .
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Remember
A good procurement exercise needs to be project managed.

The first key stage in project management is the scoping
exercise. Scoping questions relating to specification include

} who will produce the draft, whether there is an existing basis
for a draft and, if not, what fundamental objectives need

to be achieved. It is also important to understand who the

' relevant stakeholders are: who may need to be consulted

about the specification?

R s Bl il et it U e i el il R L e el

Fme importance of stakeholder cbnsufzation in scoping

. specifications : |

* An estate management company issued an, invitation
to tender for the servicing of fire and security systems
across the whole of its regional portfolio of properties
and estates. The fire and security systems included fire
alarms, sprinklers, intruder alarms, door entry systems,
warden/nurse-call systems, etc.
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Many of these systems were already interlinked,
for example, fire alarms and door entry systems
operated on a commoen electronic interface, In many
cases the fire alarms were also linked to emergency

. lighting systems,

.

However, there were also a number of developments,
with a total of 2000 properties, where the only relevant
installations were security lighting with motion sensors.
These had never previously been included on a ‘fire and
security’ contract and so were overlooked. They were
not included in the tender, The relevant service charge
consultation exercise was not carried out, so they could
not be included at a later stage.

.
T R T wpeTe T

Arrangements were put in place to resolve the issue,
but at extra cost and with a significant amount of extra
- administration. This could have been avoided if all of

- the relevant stakeholders had been involved in the
scoping exercise and all of the right questions had

. been asked. Fiies :
Rl o iataisiiotin S b ol S L Il e el

T LT T

r"

Writing the first draft of a specification

. Specifications rarely start from a blank piece of paper. The vast majority of
goods and services purchased commercially already exist in the marketplace,
which means that someone somewhere is already buying them and therefore
specifications already exist. A good place to start is by assembling a number of
comparable specifications from different sources.

These should naturally include those already used within the organisation
itself, but also variants used by other companies in the same sector and other
‘ companies in different sectors.
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" The ease or difficulty of obtaining sample specifications will vary from sector
® sector and category (0 category. The more competitive the sector in a given
atexory, the less likely it is that purchasing organisations will be willing to
share. Public companies and third-sector charities are more likely to share, but
arguably, in many cases they are less likely to be at the forefront of specification

! development.
Sappliers will always be willing to assist in specification development, as this Is one
wary in which they can seek to influence the design to favour their own products.

asers need to be aware of intellectual property issues.
y be requested by most of those

 mall cases, purch
Anon-disclosure agreement will certainl

. walling to share specifications.

* Aty specification acquired, whether from within the purchasing organisation
or outside it, must be treated as a starting point only. It should then be subject
® a robust analysis and challenge by stakeholders. If several variants are being
ased as the starting point, the pros and cons of each of them must be identified.

" This will be an iterative process. At all points in the process, the ten key aspects

* of specification design should act as a guide to ensure that the options are

. considered in the light of the following points.

= What you are trying to achieve
Any preference for conformance or performance specification

Varying perspectives of different stakeholders

B i e g
.

Relevance and avoiding the inclusion of anything not actually needed
« The limits and constraints of the scope of the procurement
~= Performance standards to be achieved
 Improvements sought
« Ensuring that there is no ambiguity
« Compliance with regulations and standards

» The expected operating environment

Remember that the starting-point specification will have been designed for
situations where one or more of these key aspects is very different from yours.
It is useful to know what those differences are. This can help those reviewing
the options form opinions regarding anything in the sample specifications which
is unexpected (either additional requirements or requirements not included).
For example, if a specification includes provisions for machinery to operate in
extreme temperatures, but the purchasing organisation will never need it to do
so, there may be scope for adjustment of those requirements.

Similarly, business environments create different priorities in different
companies. For example, a high-tech company committed to innovation might
be willing to make a high initial outlay on the basis that they expect to replace
equipment after a short life as new technology emerges. In this case, at the
contracting stage, it may wish to add an equipment buy-back agreement to the
specification. On the other hand, a different company may require its equipment
to last much longer and wish to spread outlay over the expected long life of the
machinery. In this case, when contracting, it may wish to add a long equipment
warranty to the specification. It is important, even at the earliest specification
stages, to consider the whole-life cost of your acquisition, and what should
happen at the end of the contract or product life.

___———— CHAPTER 2 Specifications and key performance indicators

Sector

A division of

the national or
international
economy (e.g.,
manufacturing
sector, health sector,
financial services
sector)

Category

A group of goods or
services that have
shared characteristics

Non-disclosure
agreement

A promise not to
share information
that could be useful
to competitors and
therefore harmful
to the company that
owns it. Also called
a confidentiality
agreement or
memorandum of
understanding
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Unfortunately, a lot of the information will not be directly available. Procurement
personnel will need to challenge the sample specification by relating it directly

that might account for things

to their business scenario and seeking to understand the different scenarios

which do not appear to fit. Simply changing

anything which does not appear to fitis a dangerous approach. The features

may have been included for reasons which do in fact apply within the purchasing

organisation but have not yet been specifically identified.

Remember

A previously used specification must always be robustly
challenged to see how well it fits the proposed circumstances.
 Aspects which appear not to fit should be analysed to
understand why they were included in the sample specification
and whether this changes the view on whether or not they
should be omitted or changed.

Advantages and disadvantages of starting from a
pre-written specification

There are a number of advantages but also a number of disadvantages or risks of
starting with a pre-existing draft specification. These are listed in table 2.1.

O e ey, LA A

-It is always easier to critique than it is to create.
A blank page is never a good starting point for a
discussion.

A PR T — T AT T T

Most of the necessary elements will be covered,
"acting as a prompt to ensure they are considered

and a conscious decision made to include or omit.
IR o PN T ST AR L

T —————T

PRADH L5 AU S AW SER LS e R

"Using more than one sample provides ideas and
options regarding different potential solutions.

Using more than one sample specification is a
good way of understanding the quality variations
available. Remember: the ‘gold standard' is rarely
required and there is always a trade-off between
quality and price.

If you are able to obtain price brackets for

the various guality levels, a more intelligent
conversation can be had about the specification in
a full-business context (taking into account budgets,
<ash flows, likely lifespan, etc.),

B i assiiarsesdew it o AN AL

Cross-references to legislation, international
tandards or codes of practice act as prompts to
check what you need to comply with,

T T R TIPSR ST A AT |

Time can be wasted discussing irrelevant aspects.
Good project management skills are needed to
close out these areas quickly.

b 4

Some elements relevant to your organisation may
not be included and could be missed if the sample
is totally relied on, : :

e SRR . : G |
Trying to combine aspects from different sample
specifications can create inconsistency and
ambiguity, especially if different terminology is
used in different parts of the specification for the
same thing.

o N e Rl ik 2 N

A R T Bt e e e T
The sample specification(s) may require a highe
quality than your organisation either needs or
can afford.

::1“

o

The sample specification(s) may be aimed at a

lower quality than your minimum threshold and
therefore be incapable of delivering your desired 1
outcome.

It can be difficult to understand why the sample
specification is the way itis, and therefore the
degree to which its operating environment matches
your own environment. ,,_i
References to legislation, international standards or
codes of practice may be outdated or obsolete.
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“"™e sample specification(s) may suggest ways in
-«*wch innovation can be promoted or captured
#anng the life of the contract.

q

D

A 1 il i it TS b i
The sample may be drafted to align with a
i standard form of contract, ensuring consistency of

format and terminology.

_|in that light. .

[LR LTS

Disadvantages

The difference in the length and format of the
contracts can either lead to the inclusion of things
you do nol need or may suggest that items which
are potentially value-adding are not possible in
your scenario.

There is a risk that if the specification is looked
at in isolation (i.e. on the basis of an assumed
form of contract) then such opportunities may
simply be disregarded. The procurement role is
not only to challenge the specification. It should
also raise the possibility that if such innovation
would add real value to the organisation, then
it should not be automatically omitted from the
contract, even if it will only be acceptable under
a different contractual approach. Instead, the
whole contractual approach should be reviewed

A TN i Ay .
Changing the specn'lcat;on to align to a different
form of contract may create inconsistencies.

I

Lﬂe 2.1 Advantages and disadvantages of using pre-written specifications

proach needs to be changed.

Shortcuts to the specification

These include the following.

chapter.)

The specification must not be drafted in isolation from the rest of the
ontract documents. The whole package has to mesh together. It could be
t discussions about the specification mean that the proposed contractual

There are a number of shortcuts that can be taken when drafting the specification.

e The use of brand names. In regulated procurement, this is generally
prohibited unless an alternative equivalent is permitted or the branded
product has already been sourced in a compliant fashion.

* The use of recognised standards. (This is considered further later in this

+ The use of samples. Relatively rare in large commercial contracts, this could
be useful if either the product or the supplier is new to the market and the
contract is a short pilot programme with a view to the supplier proving it is
sustainable over a longer period (e.g., in the context of textiles or agriculture).

Check

suppliers or other purchasers,

Compare the benefits and risks of writing a specification from
scratch with those of using sample specifications obtained from

CHAPTER 2 Specifications and key performance indicators
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Apply
Assume that you are working for an events company ora

) government or local authority with responsibility for tourism.
1 You are required to source a supplier to provide sound and

lighting for a major event. How would you go about designing
the specification?

Developing market dialogue with suppliers

Remember
| One of the starting points for developing a specification to
meet an identified need is to use sample versions already in

existence.

While sample specifications may be accessible through other purchasers in the
same sector, suppliers will be much more willing to share. Itis therefore important
that the procurement officers open and maintain a dialogue with suppliers in the
relevant market. For some procurement professionals this will become a category
specialism. In many other organisations, particularly in smaller ones, procurers are
expected to be generalists without this luxury of becoming subject experts, but
they still need to understand the areas of supply in which they work.

The only way for procurers to understand what is happening on the supply
side of the market is to talk to suppliers. Happily the reverse is also true. Supply
professionals are just as keen to talk to purchasers to understand what is

happening in their customer marketplace.

From the procurement side, this market dialogue should not be a time-limited

~ conversation which is tied to a specific procurement exercise, but must be an
ongoing exchange of views and ideas, so that both parties gain insight into
how the relevant industries or sectors are developing. Both parties gain from

2 this dialogue. Procurers gain insight into product development road maps and
potential supply opportunities, but as trust builds between the parties they
will also be able to access knowledge relating to supply-side risks. In exchange,
suppliers receive knowledge of the client road map which might need to influence

their own future plans.

How to develop dialogue

There is nothing complicated about opening a conversation with a potential
supplier. It is as simple as finding a telephone number and name, and making a
call. Before you do that, however, you need to be very clear about the following.

« What you wish to achieve through the conversation

* Whatyou are willing to divulge about your own plans in order to get the
information you want

Any conflicts of interest that might exist and how you protect against them
* Any intellectual property issues and how you protect intellectual property

* Whether the conversation Is a procurement-led conversation or a technical/
operations-led conversation

"
.
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“wfeally, meetings with suppliers and potential suppliers should involve both
srocurement and technical/operational personnel. These two key perspectives
wll cover most of the issues that wider stakeholders will be interested in. Bringing
aher stakeholders into supplier/purchaser meetings can broaden the discussion
and may provide additional insight, but this makes the meetings harder to arrange
and more costly to run, because more people are involved. There is also a greater
=X of commercial confidentiality being breached: again, because there are
=ore people involved, but also because not all stakeholders will understand the

eonstraints of the discussions.

m™ere are a number of approaches which can be taken to engage with suppliers,
asshown in table 2.2

tie.g talking to suppliers
{ &t events or via social
media)

st

One-to-one meetings

Group visits (i.e. either
supplier to buyer, or

buyer to supplier)

SEN IS

Establishes a personal
connection, useful as a
starting point.

Can provide the basis
for more in-depth
conversations.

aage i

specific information.

Risk of creating the
perception of ‘too close’
a relationship which
might raise suspicion of
conflicts of interest.

"[Viost likely to deliver the

following.

* . Supplier-specific ..

- product development
information .

« An insider's view on .
risks to the supply

' chain " Red s

«  Direct inputinto
specification
development

OTRe T T B 8 Yorllin 1 .
T U o o PR Y S 2R 8 T

Allows for people from
different teams to meet
their counterparts

and understand the
challenges from the
other side of the fence.

features whereitis
behind its competitors. o
Thereis a‘r'isk of only ’

- | getting part of the story i
.| dépending on which .~ ¥

| officers from each

" | some organisations for e
| the outcomes of such &

| adequately shared across;

Ml i o8 2 AR T
The supplier may favour™
its own product or
service. - : i
The supplier may be
silent on or understate

2o g T

side are meeting (e.g.,
procurement, sales or
operations). = ¥

=

&
s B

:‘I_'h_é'rle"'lﬁ 'a‘_ténd'e_ncy- in. 4 I

conversations not to be

May involve personnel
not accustomed to

such engagement and
therefore unskilled

in managing the
information flow (how
much to disclose or not

disclose).

-ia CHAPTER 2 Specifications and key performance indicators
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weeDIgadvantadpgesy
] EMeet;the-buyer events Useful for.ensuring Often held too late to t
suppliers understand influence specification
§suppliers can talk to the purchaser’s development. | “
Fpurchasers about future | requiremgnts. ! Traditionally focus more %

.'programmes or specific If held as general (rather on process,

F upcoming contracts) than project-specific) Holding such events
events, could help inform | outside of the planning
the supply market as of specific procurement

' to the product/service exercises could be more
development being useful.

ovitpalioclt et éOUgﬂhtéubxﬂﬁgtgbasﬂ%.w. s b D ke e i B
Formal negotiations or | Useful for refining a draft | Time-consuming and can
competitive dialogues on | specification or schedule | be resource intensive.

a contract-specific basis | of requirements into a Usually only permits

fully agreed and jointly | - i ivad number of
developed contract participants.
specification.

Table 2.2 Advantages and disadvantages of different approaches to market dialogue

What kind of dialogue?

In any commercial exchange it is important to be clear on what the objectives

of the conversation are. Are you looking to find out about a particular supplier’s
ability to meet your needs, or is it a general conversation about developments in
the sector? Is it related to a particular contract due to be tendered or negotiated in
the near future, or are you just keeping your knowledge up to date?

Knowing what you are trying to achieve helps to keep the conversation
professional and productive for both parties.

It also ensures that the relationship is not soured as a result of, say, the supplier
thinking it was potentially being offered a contract when all the purchaser was

doing was establishing market capacity.

How do you manage market dialogue?

Being clear on your objectives helps you to design the best approach to the
dialogue (see table 2.2).

All meetings should be documented. A note should be made of who was present,
the areas discussed, the insights gained, and any follow-up action that might be
useful as a result, such as revisiting proposed specifications, reviewing the timeline
for procurement exercises, or checking the latest risk register in that category.
Market dialogue is not purely about specification, but also about contract terms,
buyer-supplier interactions generally, learning from mistakes and preparing for
the future. A conversation with one supplier can inform the questions you ask of
another.

Respect commercial confidentiality. Although insights gained from one
conversation lead to questions in another, you must be very careful not to allow
this to happen in a way that breaches the confidentiality of the first conversation.
o Many market dialogue conversations will happen on the basis of trust between
the individuals. Many others will require a memorandum of understanding/
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son-disclosure agreement, which formally binds the parties not to use the

sformation in a way that undermines the commercial interests of the party
‘arowiding the information. These agreements are generally mutual, so that the
_sspolier undertakes not to disclose the purchaser’s information, just as the
_sarchaser agrees not to disclose the supplier’s information.

Market dialogue in regulated procurement

eere has long been a false belief that market dialogue cannot occur in areas
where procurement is regulated. Generally, the only restriction in regulated
grocurement is that such dialogue must halt once a specific procurement process
3.e. the tender exercise) has commenced, unless that exercise is itself based

e formal dialogue or a competitive negotiation procedure authorised by the
exgulations.

Owtside of a specific exercise, procurement professionals working in the public
sector or other regulated environments should be engaging in market dialogue

w the same extent as their private sector colleagues. Arguably, because they

sfen cannot do so once a contract opportunity has been advertised, it is more
emportant that they do so on an ongoing basis outside of that precise scenario.

B Remember

Market dialogue is an ongoing conversation between suppliers
.'-: and purchasers. It can be used (among other things) to assist

2 o in developing current and future specifications. Care must

be taken to ensure that supplier bias does notcreepinas a
result of using a single supplier to produce a specification.
All information must be treated as confidential.

TENW§ i.g:—-' .

iThe use of standards in specifications

.i‘One of the shortcuts used in writing specifications is quoting recognised
standards and codes of practice.

"Acode of practice is a recommended way of acting in order to achieve a given aim
i but recognises that there may be other approaches that are equally acceptable. It
- is therefore less prescriptive than a standard, and normally addresses modes of

- behaviour rather than specific outcomes to be achieved.

. A standard is much more definitive. Examples include the following.

?- Company-specific standards. Written by the purchasing organisation to
specify exactly what is to be achieved.

b« Association or trade-body standards. Often minimum compliance
requirements to maintain accreditation or licensing by the relevant body
(common in areas of high risk such as asbestos management, gas installations,
windows and other glass products, fire protection and management).

« National standards. Most countries have their own national agencies
covering standards in various sectors (e.g., British Standards Institute, Hellenic
Organization for Standardization in Switzerland, Standards Australia, Kenya
Bureau of Standards).

| « International standards. The International Organization for
. Standardization (1SO) is, as its name suggests, a multi-national organisation

Standard

A document which
sets out agreed
minimum technical
parameters for a
product or service

Code of practice
(CoP)

A set of written
rules explaining
how people working
in a particular
profession should
behave. Sometimes
related to particular
professions, they
may equally relate to
anyone working in a
given environment
or carrying out a
particular function

ISO
International
Organization for
Standardization
(www.Is0.0rg)
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that works to produce standards which can be understood and used across the
world. It was founded by the Institute for Civil Engineers in London in 1948 with

» delegates from 25 countries, In 2016, there were 162 countries whose national
standards bodies were full members.

> The ISO defines a standard as a document that provides:

. ‘ ‘ requirements, specifications, guidelines or characteristics
that can be used consistently to ensure that materials, products,
processes and services are fit for their purpose. , ,

{International Organization for Standardization )

At the time of writing, the ISO had published over 22,000 international standards
covering a vast range of aspects of product or service quality. Some of these
relate to the products and services themselves, while others relate to the general
operation of the business.

Table 2.3 shows some common ISO standards that you are likely to have come
across.

Quality management systems

e R A R s T AR e WWW”’Q
SISO 270017 v lnformatlon sec management .-

it ettt SRR | o eIl thy m
I1SO 5001 Energy management

I -"A“.'_.?.r-\_rtw‘:‘:fl'\lr e b i i NP ARG (% (o 0, cor o - B mm"-"w:‘_’"'u TN TR T |
Enwronmental management :

% ._‘_ g ST IR .

Light gauge metal containers - Definitions and determination
of dimensions and capacities - Part 1: Open-top cans

R e | 1 Y S S T oy I T 5 Ve R T IR T TR e
ISO3630-1 = |Dentistry - Root-canal instruments - Part 1: General '

3 TR Y SRT reqwrements and test. methods
' .|."-6M-L-{-L-:'ut-m- q‘d.h, 3 3T AR T Ll w e fo b e el it lvﬂ 1‘-9-. ol ’-.-o-u--.al ‘a-l
ISO 18890:2018 | Clothing - Standard method of garment measurement
14«"*'1-.-5"& N -_....-n._,-t..‘,-‘n.-- -aur-- {'l" Ay ry"""“""?"r"‘-"-c e H“’:'f

ESO 5790:1979 o Furniture - Chalrs and tables for educatlonal msntutnons -

; Fu ct:onal 5| (I _
B 7 i NI e e Mydr; i ;\1 AP, T e R KRB W Wil e B e RS

Table 2.3 Examples of ISO standards

) Apply

Sy Visit the ISO website and search for standards that apply
 to your own industry or sector (or one in which you wish to
work). Consider how you would incorporate the standard into
a specification,

Note also that some standards might be both sector-specific and international.
> One example is the Institute of Electrical and Electronics Engineers Standards
Association (IEEE-SA), which seeks to agree standards within its own areas of



wwerest. Unlike the 1SO, its members are not necessarily government-sponsored
sgencies but are what the organisation itself calls a ‘community of interested
garties’. Like the 1SO, however, its work in developing the standards is based on
mpartiality and consensus.

Sl i _— e N BN i e femat e e e I T e —q-.vq
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IFE-SA standard

The following information is an example of the highly
technical nature of standards issued by some bodies.
You are not required to understand the detail of this,
the important point is to grasp how standards are set
within a language that relates to the relevant technical
specialism.

P802.3ch - Standard for Ethernet Physical Layer

Specifications and Management Parameters for Greater
Than 1 Gb/s Automotive Ethernet

s e ” Sy

s e T R

This standard defines Ethernet local area, access and
metropolitan area networks. Ethernet is specified at
selected speeds of operation; and uses a common
media access control (MAC) specification and
management information base (MIB). The Carrier
Sense Multiple Access with Collision Detection (CSMA/
CD) MAC protocol specifies shared medium (half
duplex) operation, as well as full duplex operation.
Speed specific Media Independent Interfaces (Mills)
provide an architectural and optional implementation
interface to selected Physical Layer entities (PHY).

The Physical Layer encodes frames for transmission
and decodes received frames with the modulation
specified for the speed of operation, tra nsmission
medium and supported link length. Other specified
capabilities include: control and management
protocols, and the provision of power over selected
twisted pair PHY types.’ B RE £ i
(Source: standards. f'eee.orgfsrandard/aoz_a‘t_w-ze1 7.html) .
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»How standards are used in specifications

F Standards are incorporated into specifications by simply cross-referring to the
relevant standard by its number and date of publication. It is important to include
‘the date of publication. All standards are reviewed from time to time and their
 content changes. The absence of the publication date will lead to disputes over
which version of the standard actually applies to the contract. Is it the current

| version or the one in place when the contract was signed?

There are two possible approaches to this.
L« Fix the date of publication of the standard at the date of contract.
« State the publication date as the standard to apply at the commencement of the

' The second approach is common when referring to legal requirements in
| contracts, but it might not be the best approach when referencing standards.

contract, but include wording that requires compliance with subsequent editions.

— CHAPTER 2 Specifications and key performance indicators
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Compliance with the law is not optional. Adherence to a standard is. While there
can be additional costs involved when the law changes, it is still a fact that it must

; be complied with. This Is not the case with updated standards.
« When a standard is updated, the differences might or might not be significant
s in the context of a specific contract.

« The costs associated with meeting an updated standard might outweigh the
* benefits of doing so.

Before deciding to include a reference to a standard In a specification at all, the

. standard must be reviewed in detail to ensure that it really does set out what the
buying organisation is trying to achieve. If there are any aspects of the standard
which conflict with the intended outcomes, or are unnecessary (i.e. they add cost
but no value), then the specification must clearly indicate how these issues are to
be addressed. It must be clear that in this area the written requirements of the
specification supersede the standard.

The next step is then to consider what might change in the standard and whether
or not that will add cost or value or both. If the market dialogue with suppliers is in
place, you should benefit from the suppliers’ specialised knowledge of any changes
to standards under discussion. Equally, there may be hints in the general press.
Processes and standards are sometimes called into question and discussions begin
about possible future controls concerning areas of specification that can affect
personal safety (e.g., if there is a factory fire or some other high profile disaster).

However, the fact that there is a certain amount of uncertainty and guesswork
involved, especially for long contracts, cannot be ignored. The solution, therefore,
. is to formulate the contract in such a way as to achieve the following.

* Allow the purchaser to take a view on whether updates to a standard are to be
incorporated or not.

* Provide a mechanism to incorporate - or confirm non-incorporation of - the
changes by way of a contract variation or contract clarification order.

* Provide a mechanism for assessing and agreeing the cost impacts of such
- changes and who will bear the cost (purchaser or supplier or split).

» Set out the consequences for the contract if agreement cannot be reached in
respect of the change.

Remember

Standards are published at a point in time and often go beyond
what is required in the specific project being tendered. Invitations
| to tender and contracts should be very specific in stating whether
the standard applies at the point of publication or whether there
is an automatic requirement to comply with any updates. The
contract must also specify the order of precedence if an update
to the standard conflicts with the contract specification.

5 Benefits and risks of using standards in specifications

Standards set by individuals or individual companies have little to recommend
them - they are in effect no more than a company- or contract-specific description
of requirements. However, there are significant benefits in the use of national and
international standards when specifying goods and services. As is always the case,
such benefits come with attendant risks. Table 2.4 sets out both the benefits and
the risks.



| Specifications are shorter - there is N0
need to repeat all of the detail included
in the standard.

Suppliers can understand
specifications more quickly - they will
know the extent to which their offer
meets or does not meet the standard
indicated.

Where international standards are
used it removes a barrier to trade, in
that cross-border suppliers do not have
§to understand local or national rules
but can rely on international definitions
and parameters with which they are

| already familiar.

Use of the standard allows for different
approaches to be offered, all of which
will meet the desired outcome, without
procurers having to second-guess what
such approaches might be.

Use of the most up to date
international standard should ensure
that all recent influences (up to a point
in time) have been considered.

In-house stalf (procurement and/or
operations) may not be familiar with
which standards do or could apply, 50
simplification opportunities are missed.

Staff may not fully understand the
implication of the standards that they
quote, and inadvertently create conflicts
within the specification by drafting
precise requirements that do not agree
with the standard - without allowing for
a precedence of terms facility.

Staff may not fully understand either
the quoted standard or their own
operating environment and, as a result,
use standards in situations for which
they are not designed, thereby possibly
adding cost without value.

Insufficient thought can be given
to what needs to happen when the
standard is updated.

SMEs may not be as familiar with
international standards as larger
companies, while still being capable of
doing what is actually required. This
can be a disincentive for such firms to
respond to advertised opportunities.

Table 2.4 Benefits and risks of using published standards in specifications

Apply

Section 1.2 looked at ‘precedence of contract terms’ clauses.
Appraise the usefulness of such clauses in the context of using
published standards in specifications. Why might they be
needed? How would they be used?

Typical sections of a specification

At the simplest level, specifications for goods, works and services can be very
different in style and structure, not least because goods are more likely to be
off-the-shelf, whereas works and services are generally much more bespoke.

It is clear that a specification for office furniture will be very different in style and
structure to the specification for the building of the offices in which the furniture
will be placed. Both will also be very different from the specification for the legal
services that the organisation occupying the building will need to run its business.

Good procurement practice should only make specifications absolutely definitive
to the extent that they truly need to be so. Allowing suppliers to achieve the end
result by variant means can increase competition and stimulate innovation. The

—— CHAPTER 2 Specifications and key performance indicators
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SME

Small- to medium-
sized enterprise,
normally defined by
turnover or number
of staff. For example,
the EU definition is

a firm with fewer
than 250 employees
and an annual
turnover less than
€50 million and/or

a balance sheet of
less than €43 million. *
A quick online

search will reveal

the parameters that -
apply in other parts
of the world .

Off-the-shelf

A product or service
which has been
designed by the
supplier and is
delivered in standard
form, with the o
purchaser unable to
influence or change
any aspect of the .
design or quality.
Sometimes also

called out-of-the-box+
solutions

Bespoke

Made or provided
especially for a
specific end user
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risk for purchasers Is that this may lead to a reduction of standardisation within

their organisation, resulting in increased operating costs.

! Table 2.5 sets out the key sections which will appear In most specifications and
some of the main things to think about In each area. These are derived from a
British standard (BS 7373), produced by the British Standards Institution (BSI).
They are common to many specifications which may never have had reference to
that standard, although the Information may be provided within a different format

or structure,

eI T IO B S O o Eactors to.consIderis

Title Be very precise in the title. It needs to be succinct,
but it should also reflect not only what is being
specified, but the context of the specification. Is it
for a specific tender exercise or for wider use? Your
organisation might want a common specification for
a particular good or service in all areas of operation,
or it might need different specifications for factories
in different parts of the world with different
operating conditions.

Think also about whether you are writing the
specification as a purchaser setting out what you
need to be delivered, or as a supplier setting out
what you promise to deliver.

R vt TRt o Lok it Teorolt L=t o

n Version control/issue Spemﬁcatlons evolve over time, Readers of the
.reference ' + | specification need to be sure they are all using
| the same version. Project management systems
require a version control table, setting out version

Version control

‘table -:s A number, date, changes since the last issue and so
List of dates of r b on. Is this level of detail necessary? That will depend .
REERGAERESE ' s on the complexity of the specification. For simpl
agreement of each : ; . mplexity of the specification. For simpier

projects it will add work with no value. The minimum.

-document, together requirement is a unique identifier to the current

v.fith the key changes B .| edition, This simply needs to be a version number

?dniiieo ;he previous ! and a date of issue. This can be added as a footnote
on the document or embedded in the document itle,

St

version of a specified

"
5

k. vt -..LQ'.u,I.cm iy | PR WP R RSO (BT
List of contents It is possible that the document will be used by a
number of different people in different contexts.
Ease of finding the relevant section is key to clarity.

In a well-constructed specification there will be no
repetition of requirements under different headings.
If for any reason this is unavoidable, ensure that any
cross-references are also noted in the contents list.

PTG Y

[\ gy Sl ot , S tit e Rl N Ti ) - :
"Foreword (or background) | Set out the context for the specification. Consider
the comments against the title above. A good
explanation of context will help the supplier (or
maybe the purchaser) understand any assumptions
that underlie descriptions. '

—

. ; Understanding the viewpoint of the author can

' highlight possible misunderstandings at an early
stage, so that they can be removed during the
tender/negotiation phase and do not become locked
into the contract.
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Consultation
requirements

Ireferences to other
‘documents, standards or
CoPs.
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Substantive requirements
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Setting the Ilmits of the requlrernen[ ensures that
time and money are not wasted on areas which are
simply not wanted. The more detall that can be given
here, the better, as it enables suppliers to draw on
similar experiences on other contracts which were
either very successful or not at all successful, seeking
to replicate the former and learn from the mistakes
of the latter.
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As with any contract document, terms with precise
meanings must be defined to avoid the potential for -
later disputes.

* Terminology - words or phrases that could have -
more than one meaning should be defined. :

* Abbreviations should be defined, no matter how
common they are. 1

* Units of measurement should be defined, _
. especially if some units have different meanings
in different countries. :

* Time such as calendar days or working days,
four weeks or a calendar month, etc., should be -
def“ned St T T S L

R INE TR " 3‘~..- TR ey .‘nﬂ
If the suppller (or conversely the purchaser) is
responsible for ensuring that the requirement (or
the offer) is compliant with any national or local legal
requirements, this must be explicitly stated.

Failure to do so could create an implied term that
the provider of the specification has already checked
and confirmed this aspect.

Any documents referred to within the specification

must be clearly referenced by their full title and date -
of publication. Information on where they can be _..g'.
obtained must also be included. " |

it must be clear whether compliance with these
documents is mandatory or desirable. There should . j
also be either a hierarchy of compliance in the event )
of discrepancy between various quoted documents, |
or a procedure to be followed to determine what
approach will be taken in this event on a case-by-
case basis. . . igviver g singgr i reniisciioill
This is the bulk of the specification and sets

out exactly what the requirement is (where the
purchaser is providing the specification) or what
the offer is (where the supplier is doing so). The
following should be included.

+ Characteristics - design, dimensions, ability
to interface with other systems or processes,
materials (to be used or prohibited), labelling

requirements (e.g., eco-certifications, safety tested)

—— CHAPTER 2 Specifications and key performance indicators
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Timescales - delivery dates or time-from-order
Response times - on failures, defects or repairs

Performance/rellability - KPIs, operating
conditions to be assumed, testing methods and
any independent Inspection regimes that apply,
margins of tolerance against test or KPI criteria,
reporting requirements

Lifespan/durabllity - required (or offered)
useful life in normal use, and a definition of what
‘normal use’ shall mean

Packaging - in the supply of goods, protection
of goods in transit, removal of waste packaging;
may consider environmental consequences

of different types of packaging and/or waste
disposal

Information requirements - user manuals,
operating and maintenance instructions,
availability of support or replacement
components

Implementation - will there be a need to train
staff to use the equipment? Are there integration
requirements with other systems or processes?
How will this work? What are the timescales? Are
detailed method statements required?

Guarantees and warranties - what guarantees
are available? Are there any restrictions to ensure
they are not invalidated?

Table 2.5 Key sections of a specification and factors to consider

Apply
The information in table 2.5 on the typical sections of a

specification is only provided by way of example. Seek out

| real-life specifications - either from your own organisation,

from the Internet, or through other routes such as local
businesses who might be willing to share information for
purely academic use. This exercise will demonstrate the
number of different approaches which might be taken.

Remember

The key substantive elements to be included in a specification
are: characteristics of the product or service; timescales

| for delivery; response times for defects; KPIs relating

to performance and reliability; lifespan and durability
expectations; documentary requirements for training/user
manuals and/or management information; and any specific
requirements regarding implementation.
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standardisation of requirements versus
increasing the range of products

e

' *me standardisation of requirements is nothing new. It started with the industrial
- awwolution in the late 1700s and has continued ever since. As technology and

. sade increase, so does standardisation. This does not mean that standardlsation

| sould be automatically assumed to be a wholly good thing. There are a number
- of advantages associated with standardisation, but there is also the disadvantage

@t it reduces the range of products available.

Advantages of standardisation

The advantages include the following.

| » Qlarity of specification. Both the purchaser and the supplier are clear as to
what is required.

= Economies of scale, Producing standard goods enables greater automation
of production processes and more rapid production, both of which increase

I efficiency and reduce costs.

Reliability. The continuous production of goods to a standard specification

enables flaws in materials or production processes to be eliminated, leading to

more reliable products.

Service enhancement. In both the production of goods and the delivery of

services, the personnel involved become familiar with the standard product

and more adept at delivering or producing it. Skill comes with practice.

Time-saving in the procurement process. Using standards reduces the
amount of time purchasers needed to write specifications and also the time
needed by potential suppliers to understand and respond to them.

Accuracy of quotations. Suppliers will make fewer errors in quoting for a
standard product; their familiarity with the standard also reduces the element
of pricing for risk.

Wider supply market. Using standard products means more suppliers are
able to provide them, leading to increased competition and less reliance on a
few specialist suppliers for each item.

= Narrower supply base. Although there are more potential providers for a
standard product, the number of suppliers actually used can be reduced, by
reducing the variety of things purchased. This can improve the bargaining
position of the purchaser, as the value of orders per supplier increases. It
reduces the costs of managing suppliers (e.g., in ensuring accreditations
and insurances are kept up to date, monitoring their financial standing and
compliance with ethical and environmental standards). Successful suppliers
receive higher value orders.

e Inventory savings. The smaller the range of products, the less warehousing
space is required; this applies in relation to goods being produced, but also to
spare parts for machinery or vehicles.

» Reduced risk. In the event of one supplier ceasing to trade, it is easier to
switch to an alternative.

CHAPTER 2 Specifications and key performance indicators

Pricing for risk
Increasing the price
quoted for goods or

services to include an
element of insurance

against having to
remedy errors

Supply market
All potential
suppliers capable
of delivering a
requirement

Supply base

The group of
suppliers that a
purchaser actually
contracts with

93
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Advantages of increasing the range of products
Increased standardisation reduces the range of products available, but there

) might be cases where Increasing that range Is a better option. Advantages of
doing so include the following.
i « Breadth. The more products an organisation offers, the more segments of the

market it will appeal to, and the more revenue it will generate.

! * Innovation, Reliance on existing standards does not allow for the creation of
new products, A new technology or new product can have significant benefits
to the firm that is first to bring it to market. Apple is the most familiar example
of this, creating products which simply did not previously exist and then
developing a market for them.

* Product differentiation. There is only so much demand for any given product.
Once that level is reached, the market is said to be saturated. At that point, the
only way suppliers can increase their share of the demand is to differentiate
their products from those of their competitors. This may mean producing
non-standard products. It is worth noting, however, that increasingly product
differentiation is being achieved more through branding and marketing than it
is through real differences in the product itself. This can be seen most clearly
in the clothing industry, where some brands are deemed more desirable than
others even though there is no real difference between the items.

* Cultural differences. Increasing the range of products allows access to different |
markets or improves success within those markets. Differences in local customs, |
associations and tastes may need to influence the product itself, or at least its ‘
packaging (see the case study ‘Cultural differences affect product range’). ,

* Economic factors. Customer wealth varies around the globe. From a supplier’s

perspective, this can argue in favour of producing simpler, cheaper versions of |
i a product aimed at less affluent markets, and more complex, more expensive |
versions for the wealthier consumers.

* Flexibility. From a purchaser’s perspective, increasing the range of products
used may help their company to be better able to respond to changes in the
market. These changes could be limiting factors (e.g., where legislative change
or economic shifts affect the price of one product more than another) or the
change could be positive (e.g, already being in a relationship with a supplier
who is bringing an innovation to market).

WW" 'wawww"ww:qw
Cuitw al d:ﬁerences aj]ect product range
-, In looking to create a standard mayonnaise, Heinz.
 carried out research? across Europe and discovered
3 huge variations in customer preferences with Germans
& preferring a sweeter version, Belgians liking something
- slightly more sour, and the French wanting a mustard
!'; flavour. The purpose of this research in Heinz's case
i was to come up with a blend that would satisfy all
¢ tastes, but it highlights an opportunity for smaller
& producers to capture the niche markets for those
IE precise preferences.

' r Alternatively, the difference may only be in the packaging.
The drinks manufacturer Red Bull uses the colours red,
¢ L silver and blue on its cans in North America because of
. the associations of those colours in the USA (red for
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3 ¥ courage and blue for youth), while in China the cans are | 2,
red and gold (the Chinese colours for wealth and luck).?
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Check
Compare the relative advantages and disadvantages of

standardisation over having an increased range of products in
an economic sector or product/service category with which you

are familiar.

Including social and environmental
criteria in specifications

‘Sodal and environmental criteria are increasingly being included in specifications. It
simportant for the procurement and supply professional to understand why this is
Pappening in a general sense, why it is worthwhile in a business sense, what kind of
@tteria might be appropriate, and how to go about including them in a specification.

k
Increase in the use of social and environmental criteria

There are a number of driving forces for the increased use of such criteria.

Some are based on ethical considerations which are commonly accepted, some

are consumer driven, some are driven by the demands and policies of other

Influential stakeholders (such as funders, regulators or governments) and finally,

some are driven by direct economic pressures. Table 2.6 sets out some examples :

under each heading.

o b

 © Examples of criteria_ © . %

Compliance with international labour
standards

Support for education programmes
aimed at reducing child labour

Adult education programmes aimed
at ensuring workers understand their
rights

" Consumer-led P e TS Opganic production T
. Changing demands - | Ethical trading labels (e.g., Fair Trade)
Willingness to pay premium prices Environmental labelling (e.g., i

Brand reputation Forest Stewardship Council; Marine
Stewardship Council; GHS labelling)

Boycotts and protests in response o i
to damage or injury to property, the Avoidance of certain inputs, ability
to trace raw materials (e.g., conflict

Labour conditions (including modern
slavery, child labour, etc.)

Bribery and corruption

Globally
harmonized
system for the
classification
and labelling of

‘E*l..'.}_{_ L =2 e

environment or people I
Mo minerals e s b e o
P YIOE S i Ml e, " woh )—4" Wl e e R A Sl chen"cals {GHS’ '
Stakeholder pressures Waste reduction An international
standard for
International agreements Waste separation and recycling labelling hazardous
substances

Government policies Energy use/carbon footprint measures

g5
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Proposed regulations (not yet Water conservation
implemented) Community initiatives
Internal policies and marketing Training and employment initiatives
strategies
8 Use of local and/or SME firms in the
Funding agreements supply chain
< AT £ 1 g R T
. Economic incentives Waste reduction '
t _ :
Cash savings Energy and water use reduction
Process efficiencies Training and apprenticeships
- Skills shortages/talent management _ [ . o oo su &

Table 2.6 Reasons for increased use of social and environmental quality criteria

Apply

Review table 2.6 and think about your own industry or sector
 (or one in which you wish to work). Consider how the criteria
listed might be used. Can you identify any others? If so, which

of the motivation factors apply?

Remember

Social, environmental and ethical criteria are becoming
 increasingly important. Driving forces include regulation,
consumer and other stakeholder pressure, more informed
stakeholders, and cost savings from waste reduction,

When to define social and environmental criteria

Although the precise detail of the criteria will need to evolve or be defined
alongside the refinement of individual specifications, this must not be done in
an ad hoc manner. The organisation should have an overarching strategy or
policy which sets out the social and environmental objectives to be pursued via
procurement and the supply chain generally. Some of these will be about the
specification, but that must be tied into other aspects of the sourcing strategy.

Particular thought needs to be given to supplier selection and monitoring processes
and to the normal scope of contracts. For example, a supplier management strategy
which favours smaller suppliers will not work well with an environmental approach
that requires significant capital investment by suppliers. Very short-term contracts
do not easily support apprenticeships and other training programmes.

It is important therefore that, at a strategic level, all internal stakeholders
understand how the various organisation aspirations, strategies and policies
impact on the procurement decisions and potential outcomes. Naturally,

it is equally important that the personnel designing the specifications and
procurement processes fully understand those policies and strategies.

Good procurement should involve ongoing study of the supply market (and
the reverse is true for suppliers who should be keeping a watch on their
customer base) and for large, high-value or high-risk contracts there should be
contract-specific ‘market warming’ or pre-market engagement activity.
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b
M of these should include analysis of what is feasible and, more importantly,
what is effective and efficient in terms of delivering social and environmental
gains. Feasible means that It can technically be achieved; effective means that it
@n deliver the objective; and efficient means It Is technically able to deliver the
sbjective at an acceptable cost.

Can you really get something for nothing?

Particularly in the public sector, there s a tendency to think about social and
erwvironmental aspects of a contract as being an add-on. The term ‘social value’ is
often used to cover such criteria.

The concept of added value suggests a belief that you are getting something for
mothing. This is naive. Every item in the specification has a cost attached to it.
Mowever, it may not necessarily be clear whether that cost is higher or lower than
the alternative. For example, if your specification states that 80% of production
waste must be reused or recycled, there are costs of collection, sorting and

either feedback into use or the recycling process itself. However, that cost might
actually be less than the combined cost of simply disposing of the waste to landfill
and using virgin input materials. In this case, the net cost to the supplier of that
specification requirement could be neutral if it is something they are already doing
~or, it could be a saving if this specification is the one that prompts them to do it
ior the first time.

lOther criteria may have additional costs attached. This might be true for all
suppliers or only for some suppliers. If the requirement will disproportionately
affect some potential suppliers, purchasers may want to consider whether that
Imatters. It could simply be a reflection of the efficiency of the marketplace, with
lcompetition doing what it is intended to do: allowing the most cost effective
\suppliers a competitive advantage over the less-able ones.

'However, there may be reasons for wanting to level the playing field by allowing
a price adjustment in evaluation for some providers. Such circumstances could
include wanting to ensure national supply for reasons of national security or
defence, maintaining security of supply for purely commercial reasons, or
alternatively simply wanting to spread the risk across a number of providers.

Note that the use of such price premiums is not permitted in most public-sector
procurement regimes, although it is allowed in some circumstances in developing

countries.

The impact on price

Where there is an additional cost associated with the social or environmental

criteria, a supplier has three ways of covering this.

+ Treating it as a general business cost and increasing the overheads element
of price

* Increasing the price of the goods or services being delivered

» Absorbing the cost and reducing the profit margin

through into a general change in production methods, then initial outlay might be
treated as a capital item, funded through overheads. If it is a one-off that applies
to this contract only, logically it would sit within the direct pricing for the contract.
If the contract is particularly important and/or the market Is very competitive and
market-share is important, it might be necessary to accept the lower profit.

There is no definitive best option here, If the criterion is something that might feed

CHAPTER 2 Specifications and key performance indicators
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Social value

The output from

a contract that
benefits society at
large, rather than
the purchaser or end
user (sometimes also
called community
investment or
corporate social
responsibility)

Level the playing
field

Take action to
remove an advantage
or disadvantage that
only applies to some
parties
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The need for purchaser insight

Regardless of how the supplier treats the additional cost of such criteria,
purchasers should seek to understand what that cost element actually Is. Without
this information the real value of including the criteria cannot be assessed. There
may be other more cost effective ways of achieving the same objective or the
increased cost may be disproportionate to the impact achleved.

Monitoring social and environmental criteria in

practice

As with any element of a specification, the purchaser needs to know that what

is being paid for is actually being delivered. This can be difficult to achieve. Most
specification deliverables fall within the purchaser’s sphere of operation as inputs
into their own business. Social and environmental elements may not be visible on
the surface or in the performance of the goods or services, especially if they relate
to methods of production. Monitoring these aspects will include audits and site
inspections of the supplier's operation. The detail of how to conduct such audits
is beyond the remit of this module, but it can be a complex and costly exercise,
especially in global supply chains. If this work is not done, however, there can be
no certainty that the specification is being complied with.

Remember

Social and environmental criteria may add to the cost of
delivering the specification - but this is not always the case.

| Purchasers should seek disclosure of costs associated with
social and environmental criteria to ensure that costs are not
disproportionate to gains, and must monitor suppliers closely
to ensure that the requirements are being met. Monitoring is
likely to need on-site auditing of suppliers.

Incorporating the criteria into the specification

Social and environmental criteria should be written into the specification in the
same way as any other aspect of the requirement.

13

» Use international standards where these exist.

« Ensure that the inclusion of the criteria does not create a conflict with other
aspects of the specification.

« [f different aspects are specified by reference to standards, ensure that the
standards do not themselves create conflicts.

* Include an order of precedence for standards if there are conflicts (or allow
for such conflicts to arise if one or more standards is updated during the life
of the contract).

* Be clear whether the requirement is a minimum standard, a mandatory level,
or an aspiration or target. This can be important in determining whether failure
to meet the standard would constitute a fundamental breach of contract.

- Social and environmental criteria in public sector
contracts
o Social and environmental criteria are increasingly encouraged in public sector

contracting. Some examples can be seen in the following organisations.
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"« mthe UK: The Public Services (Social Value) Act 2012
} * WMAustralia: The State of Queensland, Australia’s Department of Housing and 2
- Public Works Social Procurement Guide®

- | South Africa: Preferential Procurement Policy Framework Act No. 5 of 2000°

t= fnthe USA: Socioeconomic Programs for Small Businesses’

- "mese are all aimed at using public money to create public good, via procurement .
. of goods and services rather than by direct government spending or subsidy.
" “mere is generally a requirement that the social benefit to be achieved must be .

- sefated directly to the nature of the contract.

" "me normal requirements of transparency always still apply and, except in cases
of set-aside or preferential programmes, where the preference is intentional,
=e social criteria cannot be used to undermine the equitable treatment of

mnderers.

smplementing the policies set out in these guides and regulations (and the many

" athers that exist around the world) requires a combination of tender process
@esign and supplier evaluation methods, as well as direct criteria in specifications.
©One thing for procurers to remember is that if the process is designed to
encourage certain types of firms to tender for the requirement, this will be wasted
#the specification is framed in a way that they cannot deliver.

::'-u P ™ o i i St i N M Lt i e i Ny i i 3 -
Using smaller works packages (lots) to encourage SMES’
The most recent public procurement directive in the
EU (2014) requires member states to break large
contracts into smaller packages, known as ‘lots’, in
order to encourage more participation by small and
medium sized enterprises (SMEs). Where contracts
are nat broken down into lots, the purchaser has to
give a reason for this in the published advertisement
inviting tenders or expressions of interest. However,
some markets simply do not exist and the division of a

contract into lots will not create them.

Case study

i
&

When a housing association split its requirement for
kitchen refurbishments into nine lots, with restrictions
on permissible combinations of lots, to enable small

and local firms to bid, the smallest lots that were directly
aimed at very small, very local providers received no
interest at all. The reasons for this were not specifically
analysed, but it may be that it was difficult for the
targeted firms to meet other aspects of the specification
or qualification criteria. d
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The role of information assurance in
developing specifications

Information assurance (JA) is the name given to the processes and methods used
to protect information systems, databases, computer systems and networks, etc. ’
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The five key elements or ‘pillars’ of 1A are as follows.

Integrity: ensuring that the data is not falsified or tampered with. This includes
anti-virus software; policies relating to the use of laptops and external drives
such as memory sticks; and codes of practice for users (e.g., in the event of
receiving suspicious e-mails), All of these aim to protect against malicious codes
entering the system, which could alter or destroy data.

Avallabllity: ensuring that the data can be accessed by those with the
relevant authority when they need it. This includes general maintenance of
systems to keep them bug-free and measures to protect against malicious
codes entering the system, e.g., those that cause systems to overload, crash
or block access.

Authentication: ensuring that users are genuine and who they say they are;
ensuring messages come from legitimate sources. This includes the use of
passwords and other access keys.

Confidentiality: ensuring that the data can only be accessed by those with the
relevant authority. This includes the use of passwords, different access levels by
job role, encryption and other access restriction methods; policies relating to
screens being closed when not attended.

Non-repudiation: ensuring that people cannot deny having taken actions
which they did. This includes the use of automatic audit trails so that any
changes made to information are logged by user, date, time, etc.

Remember
 IA applies specifically to the technical ICT systems in which data
is managed, stored, processed or exchanged.

IA should sit within a wider context of information governance (IG), which
includes the protection of information that is managed outside of such systems |

and goes beyond the five pillars of IA. Despite the advance of technology, a
lot of information in commercial organisations can be found in paper format,
either because it is still stored and processed that way or because it has been
printed out for a specific purpose, .g., to be worked on or used in a meeting.
IA only protects the data and information held within systems. The wider IG
approach includes training and policies relating to general data management,
such as these examples.

A 'clear desk’ policy, i.e. no paperwork to be left on desks when not in use
Requirements for all filing cabinets to be kept locked
Control of visitors to areas where data is being processed

Control of the destruction of paper copies

The two key roles for IA and IG in developing specifications are as follows.

Ensuring that the specification is based on valid and accurate data; for
example, that the likely usage rate of spare parts is forecast on good historic
information and future projections. If such data is unavailable, specifications
may be based on guesswork resulting in over- or under-ordering. If the data
has been altered, the wrong technical specifications (e.g., size) might be used.

Ensuring that the specification itself includes requirements for meeting the
necessary standard of IA in delivery of the goods or services. The need for
this is evident where the goods and services relate directly to ICT hardware,
systems or software. But many other contracts also now include elements of
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that monitor activity and predict servicing needs ahead of breakdowns.
During the development of the specification it is important to consider what
nformation may be collected, used or transmitted and what protective

measures are needed.
"

computerisation, for example, vehicles and heating boilers now have systems
L

i
s and |G also have a wider role in the procurement process, especially where

eectronic tendering platforms are used, in ensuring that the process itself ,
. smmains unthreatened by potential breaches of the systems.

Remember

Information assurance only relates to computer systems and
networks. It needs to be supported by a wider information
governance framework which covers all aspects of controlling
the data, information, knowledge, etc., held within the
business. Information governance includes paper documents,
control of visitors, verbal communications, etc.

N W
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Appraise examples of key
. performance indicators (KPIs) in
E contractual agreements ,

k

" Gaction 1.1 considered the need to include key performance indicators (KPIs) ’
~ within a contract to ensure that they can be enforced. This section looks at
eamples of KPIs in more detail with a view to understanding how to define and

| implement KPIs that are actually useful.

Defining contractual performance
' measures or key performance indicators

- (KPIs)

The purpose of KPIs

As already seen, the purpose of the specification is to set out exactly what the
 purchaser expects the supplier to provide, in terms of the characteristics of the
goods or services, timeliness, pricing and delivery: essentially the Five Rights
of procurement.

Check
Remind yourself of the Five Rights listed at the beginning of
section 2.1. :

Naturally, it is for the purchaser to understand what ‘right’ means in their own
context. This will depend on the huge number of factors and influences that
define the organisation and its operating environment. The 'right’ quality for a
luxury brand will be different to that for a budget brand.

101
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e Indicators

o measure how well the contractis performing in

ts. It is important to understand that the performance is
a function of the contract, not just a function of the supplier. While the majority of
KPls do measure supplier activity, that activity can be influenced for good or ill by
the purchaser’s actions or indeed the structure of the contract itself.

It is worth considering whether there also need to be purchaser KPIs, This does
not mean procurement team KPIs - as used for assessing the effectiveness and
efficiency of procurement as a business function - but contract-specific KPIs.
These are still not common practice, but may be something that suppliers will
increasingly seek to have incorporated into contracts. Measures that might be
considered include the following.
« Number of payments made within terms (a very common complaint among
suppliers is late payment)

The purpose of KPIs is t
delivering those elemen

« Timeliness of orders, e.g., the number of urgent orders as a percentage of total |

orders
+ Accuracy and completeness of orders

Performance management, which is the purpose of having KPIs, is not only a
means to control poor performance. It should also highlight, encourage and
reward excellent performance.

How many KPIs do you need?

There is a modern affliction of measuring things simply because one can. This
creates work without adding value. It takes time and money to collect and
interpret KPI data. It therefore makes sense to limit the number of KPIs and only

use them to monitor and manage what really matters.

This might go beyond the Five Rights to take into account other areas of risk (e.g.,

health and safety) or, equally, it might be that one or more of the rights is so fixed

(e.g., price) that it does not need to be performance managed.

Author and marketing blogger Laura Tyson describes useful KPIs as falling within

the IPA rule.® An interpretation of her rule states that each KPI should do the

following.

« Beimportant. There is no point measuring or trying to manage things which
neither add nor detract significant value. Remember that monitoring and
responding to KPI information is costly in terms of time and money.

« Relate to a potential improvement or a potential problem. If the measure
simply confirms an unchanging state which cannot be influenced, the costs of

monitoring are wasted.
« Fall within the authority or ability of the parties to influence the results.

Monitoring KPIs simply involves looking at what they tell us about performance;
in order to manage them, you must act on those results.

Accordingly, if the measure or indicator you are considering is notimportant, does
not relate to a potential improvement or problem, and/or you can do nothing
about influencing future results, then it should not be used.

It should not be necessary to have more than five or six KPIs. The word key’ in this
context means ‘most important’. Once you exceed about six measures, you are
clearly starting to look at less important things.

An absolute rule is that the costs of capturing and analysing the KPI information
must never exceed the potential benefits from improvement or likely costs of the

potential problems occurring.

|
1
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Remember
KP| measurement is about improvement. The measures must

be about things which are important, which relate to potential
problems or potential improvements, and which can be
influenced. The costs of capturing the information must never
outweigh the potential benefit from avoiding the problem or

generating the improvement. )

- |

Apply

Triink about something commonly bought by your organisation
or one in which you would like to work. What are the most
important aspects or features of that product or service that
you think should be covered by key performance indicators?

B S NCiamth i £ aie oot i 3 e k'
- .
-

-

Types of KPIs
. Shere are three main types of data used in KPls.

"= Binary measures. This is where only one of two options is possible. They are
yes/no questions or pass/fail measures. Either a project was delivered on time

F " or it was not.

& Numerical measures. This is the most common type of measure, where a
range of solutions is possible. The measure may be a definite number (e.g.,
actual number of orders incomplete or otherwise inaccurate during the time
period) or as a percentage (e.g., number of inaccurate orders as a percentage

of the total number of orders). .

There are arguments for and against both approaches. For example, if

variations on a contract meant that the original contract sum was exceeded )
by 2%, that might not seem too bad. If it was a $25 million contract, however,

the figure is significant. Conversely, an overspend of $50,000 might sound like v
alot, but if that were on a $25 million contract, it would be less significant. Any

overspend is clearly to be avoided if possible, but the example illustrates how

figures are interpreted if they are not contextualised.

« Qualitative or subjective assessments. These are pure opinions about how
well or otherwise the goods are performing or the service is being delivered.
Most often, these will be linked to, or converted into, a numerical measure
(e.g., users may be asked to provide ratings of unacceptable, poor, adequate,
good, or excellent, which are then converted into a 0 to 4 score). However,
such satisfaction surveys often also include free fields for respondents to
explain why they feel the way they do, and what they might have liked to have
been different. It can be difficult to fully incorporate such commentary as part
of the KPI itself, but it does provide useful context for determining how to

manage it.

-

-

o

Remember

Some of the data captured for KPl measurement may not

be directly usable as a measure, but can still provide useful
context for deciding the correct management response to the
performance level being achieved. This is particularly true of
qualitative assessments.
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"

sources of data and who controls them

All KPIs are dependent on the availability of the relevant data. A lot of the
information required for the most common KPIs already exists in one or more

systems.
Cost data can be derived from both the purchaser’s and the supplier’s ordering

and finance systems.
Delivery of goods and services will be evidenced through ordering and
receipting records.

+ Health and safety records are often required to be kept by law.

+ Help-desk and complaints departments will retain records of their activity.

It should already be clear that some of this information is acquired by the
purchaser, some of it by the supplier. Some of it may be in linked systems (e.g.,
procure-to-pay systems which cover everything from order, through delivery and
invoice, to payment). There may also be bespoke systems to which both parties
have access and can feed in their share of the data.

Such systems are usually electronic databases and computerised processing
systems but, in some cases, records may still be paper-based. These records
still qualify as a system for the purposes of data collection, but they are highly
inefficient and difficult to manipulate.

Using information from existing systems clearly reduces the costs of collection,
but there are potential problems with this approach. There is a risk that KPIs are
designed around the available data, rather than being constructed to ‘measure
what matters’ - even if that means collecting additional information.

Check
What difficulties might there be in measuring the following KPIs?

+ Number of incomplete orders

 «  Late deliveries

+ Non-reportable accidents and near misses

Think about the data you will need, who owns it, and how easy
it is to access.

i s o o b i e SR o i O S
" potential KPI data problems PN e
£ When there was a change of political leadership at a
- London Borough Council, the council's own scrutiny
committee investigated the housing repairs service, part
of which was provided by the council’s subsidiary and
part of which was provided by a commercial contractor.
The KPI results were consistently high.

0
i}
w
0]
n
—
c
Q
<
v

‘As part of the scrutiny inquiry, members of the
- committee listened to fifty randomly selected recordings
of telephone calls from residents to the repairs hotline.
E‘- They found that 42% of these related to problems with
! previously reported repairs. This was at odds with the
E official KPI data showing that over 90% of people were
!
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satisfied with their last repair and 79% of repairs were

Liompieted in one visit. A further 32% of the calls
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\ 4 concerned missed appointments, again undermining the
APl reporting which said 99¢% of appointments were kept.

To add to this, the calls showed that operatives would
usually give a new reference number, even if the call was
about an enisting, uncompleted job. This meant the KPI
would oftan count multiple repairs, even if only one had
actualiy been carried out, and many would be recorded
as completed within the target timescales, even if they
took longer in reality. [..J

1t was clear from listening to the satisfaction survey that ]
tenants did not understand that when they gave a rating
of '3’ out of 'S, they were stating they were satisfied with ‘
the service. The rating system was rarely explained to M
tenants before they gave their answer. In three examples, {;

tenants who angrily criticised the quality of the service
they had received went on to give a rating of 3 or above -
which would show up as ‘satisfied’ in the KPIs, The results
were further skewed in favour of a higher satisfaction
rate by the practice of only calling people with recently

L)
|
4

completed repairs, which meant that those whose repairs 4
had been outstanding for weeks and sometimes months é
were not being asked for their opinion of the service.’ : *i
(Source: wwv.unison.org.uk/content/uploads/201 3/06/0n-line- \l
Cotalogue212803.pdf) |

' |

t’ R e o R R N R A ol S
ful thought needs to be given to how the KPI data is collected and stored.
i.'\orne of the key things to consider are set out in figure 2.1.

hings to consider:
. |s this information already collected?

L+ I 50, who by?
“ Do they collect all of it, or is more or additional detall needed
f that can be added to current records?

. N
How accurate is it? 3
+ How transparent is It - can you trust the source or is there a risk}
* of under-reporting? 3
- Do both parties have direct access to it?

. Does it involve duplicating inputsz.Can that be avoided?,,

ings to consider:

+ Will the benefits resulting from KPI-driven improvements ]
‘warrant the costs of measurement? . - ‘
1
:

+ Can the data be gathered more cost effectively?

Ln-«u-.\a-.' R L S s

Figure 2.1 Considerations when defining KPI data
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Contractual remedies for enforcing KPIs can only work if the performance level |
can be determined with a reasonable degree of certainty. To encourage such 1
certainty, it can be helpful for each party to have a right to audit the information 1
used by the other party to determine KPI outputs. \
That is not as simple as it sounds, since granting such a right of audit might permit|
access to some highly commercially sensitive areas of the purchaser’s or supplier’s|
accounting or operating systems. |

\

Remember .
 KP| data must be easily accessible and capable of being trusted

by both parties.

Converting a measure into a score and setting targets |

A metric (or measure) alone is not very meaningful. For example, in a given sector,
if 87% of deliveries are accurate and on time, is this an extremely good or a rather
poor result? What impact does having the other 13% either inaccurate or late or
both have on the business concerned?

Converting a measure into a score involves understanding what ‘good’ means to
the organisation concerned. A common method of converting KPI measures into
performance scores is to use a 0 to 4 scale, as shown in table 2.7.

0= unacceptable A breach of contract
; T R R L S N TR e T T e
. "1=poor/below standard '~ | A situation which cannot be allowed to
AP MR continlies it ettt i
. R G Bt e e W T el .JE?;E'.;....QL’.‘J*-LMAM:-J& S G a8 atrtanibalas |
2 =meets the requirement | Complies with specification, but does not go
beyond it

Y HW‘ZWW Krae £ -:'.""I'_um;mgx:—_msmaﬁ BT I T T AR
'3 = good/very good ' "*| Exceeds the specified requirement; without

i v oo | adding additional costs or creating w -
i [ 2S0ITE 30903 Costs o creating weste

4 = excellent A significant improvement on the required
standard, without additional cost

Table 2.7 Performance of KPI measures on 0 to 4 scale

Where a binary measure is used, it is commonly stated that the only possible
results are 0 or 4 - the worst or the best outcome. Another, and perhaps more
accurate, interpretation is that the only possible results are 0 or 2. It meets the
requirement, or it does not. As an example, consider the common health and

g safety KPI of number of accidents, where the target is generally zero. One of the
following will apply.

- * There were one or more accidents, which does not meet the requirement and
so scores 0.

L * There were no accidents, which meets the requirement and so scores 2.
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exceed the requirement? A ‘negative accident’ would

it possible, on this KPI, to f
he party involved healthier than they were prior to it.

' be a freak event which left t _
This is unlikely in any commercial situation.

" wWhere a numerical measure is used, the range of results falling within each of the
scores 0, 1, 2, 3 and 4 has to be determined. This is a value judgment on the part i

of the designers of the KPIl and depends on these factors.

' & The severity of the consequences for inadequate performance (scores 0 and 1) ,

' e The degree of tolerance or otherwise against the specification (score 2)

« The targets set for improvements (scores 3and4)

Tolerance against specification

i some organisations there is a tendency to misunderstand the relationship
between the specification and KPIs, and as a result to misuse the KPI concept. KPI
measures can undermine the very point of the specification.

+ For example, suppose the following.
i e The specification states that all deliveries must be made within 28 days of order.

f
.
I
i
¢

i & The KPI target is 95%.
This creates a contractual conflict. The contract says all within 28 days; the KPI
- suggests that ‘all’ only means 95%.

* This underlines how important it is to be clear on what elements of the
- specification are absolutely mandatory and that there is tolerance or option.
Where tolerances are allowed, the specification should refer to the KPI targets.

| ‘e Thereis a KPI to measure how many deliveries are made within 28 days.
4
¥

Setting targets )

Part of the purpose of having KPIs is to drive improvements in performance.
Therefore targets should be set against criteria that any such improvements can
be compared with. This is essential if incentive payments are to be used.

F Rt is now a common business concept, but worth recapping, that any target used
| must be SMART (see table 2.8).

LR o agin LR

For example, the measurement of timeliness of deliveries
could be any of the following.

« The actual number of missed delivery dates
» The percentage of deliveries on time

* The average time from order to receipt
Whatever is used must be a specific number.

EASURABLE - | Targets must be capable of being mea Uréd, even where |
"} what is being measured Is the user's perception, Itis
important to set out exactly what the measure Is and how!
it will be determined, !

Zoeke by g
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The purpose of the target is to drive performance. It
cannot be too easy to achieve, or it will serve no purpose.

On the other hand, If it Is too difficult, then it will be

counter-productive. It may well disincentivise efforts to

¥ improve performance, since any effort expended will still
| be met with a negative response.

3 LR b TR R B R gl ke
" Th‘e target must be relevant and relate to something

which m atters in terms of the objective t.?ff.e .'?.c!lisfe,dig

TR AT T

'

ST YT CNETERT NIRRTV A B T AP Bl
% Time bound (sometimes expressed as time-limited) refers
# to the time period within which the relevant level must be
& achieved, or the deadline by which it must be achieved.

Table 2.8 SMART in relation to targets

Other considerations to bear in mind when setting targets include the following.

* What value will an improvement in a particular KPI deliver to the business?
Ideally this should be able to be converted to a cash value (either in savings,
cost avoidance or increased sales).

*  What will it cost to deliver the improvement and who will bear that cost? There
may need to be capital investment, such as new machinery with a greater
capacity or speedier output, or additional labour input. These are costs which
the supplier is likely to seek to recover at least in part through the contract.

. There may also be internal costs. For example, in order for the supplier to

improve on the order-to-delivery time, the purchaser may need to alter its

ordering processes.

* Are there likely to be any unintended consequences? If the supplier diverts
i resource to one aspect, will it cause detriment in another? Requiring ever
shorter delivery times for non-urgent items can increase the costs of delivery,
putting pressure on pricing. It may be more important for the support
personnel to be able to fully resolve the query on the first call, than for them to
be able to answer the phone within 30 seconds.
R R o B e MR | Y s U S e 2 AR
* The risks of goal setting :
. An often-quoted example of the risks of setting goals
¢ without considering the overriding context is that of
the Ford Pinto. This late 1960s/early 1970s motor car
~ was driven by a goal to produce a car ‘under 2000
pounds and under $2000". It seems that in the rush
to production, safety testing was overlooked or much
reduced and the car's fuel tank had a tendency to

explode when involved in a rear-end collision. A number
of people died.

]
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1 {Soe.clrce.' adapted from: Siiverthorne, S, (2009), When Goal Serting Goes Bad
{online]. Retrieved from: www.hibswk hbs.edu/itemMhen-goal-setting-goes-bad
[Accessed on: 14 Novernber 2018))
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Five steps to defining KPlIs

his information has been summarised into five steps for defining KPls in figure 2.2.

E' — e S s S Bl
i INEson . f Remember the IPA rule and forus on thn mnst Impnrtnnr things, the -
s things which Indicate potential improvements or potential problems and
g the things you have the abllity to change, Ask yourse If the following.

1 .
! [' « What are the risks?
E '; « What can go wrong?
8 E \What are the opportunities?
E' Hﬂl‘}:nhfiifanJ‘qum?‘ﬂ Nt D g NN --:'L-L'Jlt'-.v-'.- i .l s Wi o Pl ;

Vhat data are you going to use? Does that data already exist, or will it
}need to be specifically created? A goods returned log will show how
many orders were over-filled or inaccurate but not how many were
i delivered short.

tWhat type of measure is most appropriate? Pass/fail or numerical?

Finite number or percentage? If there is any subjective input, how are

ixou going to capture, ana[yse and useit? . .
ol ¥

v ity o bai sl n.-..“...-- E R

i
T o LA P ST G S S

The outcome of the KPI measurement is a matter for discussion and
agreement between the purchaser and the supplier. The question is:
.who will collect the data and provide the initial analysis?

I'Logically, this should be the party with easiest access to the data. »
3 £ However, they may have an interest in under-reporting. The costs of 1 .
| ¢ data collection have to be weighed against the level of trust in the other .
-party s information. Ideally there should be a shared data source. For

example, an electronic procure-to-pay system, correctly designed and
‘used, should show all orders that required returns, were only part- ;

lled.or were. : : :
fille ek A lats.da D LT LR O TPt PRt . B RS W TR SR | | -

There are things to think about in iming.
i+ How often do you measure? :
i+ How often do you score?

"A measurement is meaningless unless you can define ‘what good looks *
ike'. Questions to answer include the followmg

+ What does the specification require?
+ Can we allow any tolerance/at what level will we penalise?
-+ Can we reward excellence/at what level do we pay bonus?

Figure 2.2 Five steps to defining KPIs
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Service level
agreement (SLA)
An agreement
between the provider
vnd the user of a
service that details
what performance
and quality will

be provided; this
agreement is legally
enforceable if it

is referred to in a
contract

110

1 'q_.__-___-_-_-.-———_
cifications and key performance indicators

Apply . t
Imagine that you are responsible for purchasing nex

season’s team strip for a premier league sports team. The
 design has been agreed and you are Inviting bids from
manufacturing companies. Using the steps In figure 2.2,
define three or four KPIs that would be appropriate for the

contract to supply the team klt. |
|

The use of service level agreements (SLAS)

| Remember
KPIs are measures of the outputs of activity.

at good looks like', KPIs can be converted Into

By attaching KPIs to a concept of ‘wh _
hich they meet the specified requirements.

scores which indicate the degree tow
Targets - either with or without bonus payments - can be set to drive
performance levels to improve above the baseline required by the specification.
Penalty clauses or service credits can be used to compensate the purchaser if
targets are not met.

The detail of how KPIs will be monitored and the actions or consequences
resulting from scores achieved must be documented and agreed between the
parties. This detail may be embedded in the specification or the main body of the
contract, or it may be set out in a service level agreement (SLA).

What is a service level agreement (SLA)?

An SLA means different things to different people.

« |t can refer to a non-contractual agreement between different divisions or
departments within a single organisation.

« |t can also refer to a single document within a suite of documents that make up
a contract.

« Itis often incorrectly used to mean the entire contract.

* |n some circumstances it may be a side-agreement, which is not part of the
main contract itself, but which is still intended to be legally binding.

When talking about SLAs, it is important to know which of these is meant, so that
all parties have a common understanding of the status and application of the
document under consideration.

The nature of an SLA does not, however, fundamentally change, whatever its
status might be. It is always an agreement between the provider of a service

and the recipient of that service, setting out the quality standards of various
aspects of the service, actions to be taken if those standards are not achieved, the
consequences if such actions do not resolve the problem, and (where applicable)
the consequences of such standards being exceeded. To understand this fully, see
the details in figure 2.3.
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The provider of a service can be
. a service-provider in the normal sense (e.g, a consultant, @
trainer, an accountant, @ copywriter, a cleaner); or
providing such services; or

A \'}'_' L
ALVILE S

SEQHATS

§ = an organisation
« asupplier of goods; or

. acontractor carrying out works. =~ I-H
o it et e Dbt Wiy sl i b s il Al ks S T

J o Ak

o y

s The reclpient can be
i ‘.Av".":"‘ kad « a purchaser (an individual or an organisation) 1

3’5"‘"%“ + athird party suchas an end user, e.g., the reclpient of software!
LU T pelpdesk support is not the company buying that support, buty

- o v
kML ; its employees or potentlally even its customers.

T e -
SRS et s

A e SN B s Vi

TQuallty includes
+ the physical quality of goods: ro

ease of use i :
+ aspects of delivery including timeliness, location, completeness,

+ responsiveness of support services such as complaints -
processes, returns, user support, implementation and training

.« availability of the service.. o i g an s il
M - b oy o A R

bustness, design, functionality,

Standards : _ Sl
+ are mutually agreed or contractually specified g

+ range from unacceptable to exceptional.

e e i R Sk s S R R i L

-~

Fgure 2.3 How SLAs work

‘v

; : Remember
i A ‘service level agreement’ may mean a non-contractual

agreement, a schedule or section of a wider contract, the whole
contract, or a side agreement. The nature and status of the
agreement must be made clear. In all cases it fulfils the same
function: to define the standards and provide details of what
could happen if they are not met and (sometimes) if they are

exceeded.

: Supplier-defined SLAs

- We have considered SLAs as being part of commercial contracts which have been .
. targely specified and drafted by purchasers. There are also circumstances where
; suppliers have standard SLAs in respect of their product, which purchasers may
r have to accept as a standard part of the package. This is particularly common in
¢ the IT sector, for example, where a single software product or hosted service is

5_ deing sold to many purchasers but is subject to a single central methodology for

.[ managing faults, bugs, security patches, design upgrades, and so on. Wherever '
‘,’ussible purchasers should seek to avoid accepting supplier-drafted SLAs.

m



HAPTER 2 Spe

service definition

Quality definition

e
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PI details

cifications and key performance indicators

Having looked a
) specification. This can lead to confuslion as to whe

requirement shou
Conversely, If you have a very detailed SLAd

| your specification is robust and mandatory,

There is no definitive answ!
depend on exactly what Is being procure
: SLA are set out in table 2.9.

S LA

]

Designing an SLA

t what an SLA Is, it should be clear that it closely resembles a
ther certain elements of the

Id be Included In the speclfication or In a supplementary SLA.
o you even need a specification? If
is there still a role for an SLA?

er. As with much else in procurement and supply it can
d and supplied. The core elements of an

/

What, exactly and precisely, is to be provided by the supplier? Is this set out
elsewhere in the contract (e.g., in a specification document)?

Do not duplicate information, as this increases the risk of errors arising as
the specification evolves and one document is updated but not the other.
This gives rise to conflicts which may make the contract unenforceable. If the
requirement is set out in another document, cross-refer to it.

— R ——
Tl b | [l £l

TR o T LR e Ll y
L o kol JXy

This should cover the following.

« Mandatory minimum standards, failure to reach which is a breach of
contract _ '

« Unacceptable standards, which may not be immediately considered a
breach of contract, but could become a breach if not rectified within stated
timescales RN SRS - '

« Poor standards, which may not ever be serious enough to become a
breach of contract, but which warrant compensation by way of penalty
payments or service credits

+ Acceptable/required standards as per the specification

« Good (and, if thought necessary, excellent) standards which exceed the
specification. Y

This information could be in the SLA or the specification, but not both. If both
documents exist, one should cross-refer to the other so that there is only one
version of the requirement.

This section should set out the full details of the KPIs,nncludnt the %allb\'n-.;i-ng;
* What is measured

* How itis measured

* Who measures it

* How often it is measured

* How measures convert into scores (and any allowable offset of results
between reporting periods)

* Targets

This information will normally be set out separately from the specification,

elth'er In an SLA or a performance management framework schedule to the
main contract,
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4
!

In the SLA or in the rights and remedies section
L)
not both. If both documents ezist, one

e Coreerement © |7 o
This should cover the following,

/&Pl management response

are not reached

« Actions and consequences if targets

« (Consequences (il any) il tarpets are exceeded

This information could be
of the core contract document, but
should cross-refer to the other. . o —
Not all performance matters will be covered by a KPI, so this section needs

to pick up day-to-day issues and how they will be managed. Targets are not
relevant here because this is simply the way it should work all of the time.

This section should consider foreseeable
how significant they are, and how quickly t

T B e e
% &

Operational performance

operational failures and set out
hey need to be resolved.
Examples might include the following.

« ICT contracts where severity is linked to how many u
and the overall impact on the business

sers are affected

« Supply of goods contracts where delays in delivery or inaccuracies in

consignments can incur cumulative service credit deductions

+ Liquidated damages clauses for late completion of works or similar

project-based contracts.

This information could be in the SLA or in the rights and remedies section
of the core contract document, but not both. If both documents exist, one | -

should cross-refer to the other.

gy M T T S T —ar O LR T AT T

FOperational performance | As with KPIs, the day-to-day issues also need to be resolved. The SLA ..
management response should set out the actions and consequences for each performance failure.
It should include the following.

. A first response’ action and a timescale for resolution

+ An escalation procedure to be implemented if the first response is not
] carried out or is unsuccessful
;

« A threshold (which could be time or cost of impact, depending on the
nature of the failure) at which non-KPI operational failures become
potential breach of contract issues and how these will be managed -
whether by referral to mediation, arbitration or through the courts

This information could be in the SLA or in the rights and remedies section
of the core contract document, but not both. If both documents exist, one

| should cross;refer o the Othel:y iy uwiaisines bl
This section should set out any circumstances in which the parties agree
that normal service levels cannot be maintained, so the requirements
should either be waived or eased. This might be equivalentto a force .
majeure clause in the main contract, but it could also include actions on
the part of the purchaser that prevent or inhibit the supplier from meeting

its targets (e.g., unclear orders, delivery sites being inaccessible).

W
Constraints or mitigating
factors

This information must cross-refer to any similar clauses in the main body
of the contract.

Table 2.9 Core elements and key considerations when designing an SLA

13
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Ensuring the SLA is contractually binding

ore elements of the SLA are the management re;ponses
of performance being below that required. Careful
consideration must be given to the wording of these elements. In order to ensure
that the SLA is effective, it must have the same force as any othgr pa!rt of the
contract. It must be legally binding. The method for achieving this will depend on

the type of SLA being used,

Table 2.9 shows that
and consequences in the event

ey T S T T Y S R TN GRS N T

FSehvfc‘c level ug'Teeméu':s which are not contracts
" - . .

L southend-on-Sea Borough Council provides this
distinction between service level agreements and -

contracts, and the rationale for having separate SLAs.

‘An SLA would focus only on the performance

! measuring and service quality agreed to by both
parties, and may be used as a measurement tool as
part of the contract. The service levels themselves may
be established based on various factors, for example,

* aservice provider may provide online credit checks to

L its customers. A service level in the contract may state
,f.f the online service must be operational 99% of any given
¢ month, or it must provide the requested information
b

"‘w ¥ BT

b

. with 3 hours after a request, etc.

- The rationale for having a separate SLA document is

- that you can revise the SLA without having to revise the
I contract. The contract can just refer to the agreed SLA.
- The contract might then last for 2 years but the SLA

¥ may be reviewed quarterly, for example. This reduces
¥ the administrative burden of reviewing the contract too
' frequently.’ :

- (Source: www.southend.gov.uk/southendchildrenspartnership/

2 o‘awn!oad/_l‘sa/the_d{ffqren;e_bet}veqn_a_congrac(_and_an_s}a) oy

" There is, however, a risk in this approach. If the SLA is
. referred to in the contract and the contract does not

- make explicitly clear that it means the latest revision to
' the SLA, then there is some uncertainty as to how valid
i* the revised SLA is as a contract document. The contract
. wording would need careful drafting. =~

!
i
|
|
g
|
i
2
|
|
|
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Between departments or divisions in a single company

Internal SLAs of this type are not normally contractual. They are not intended to
be legally binding. In any event, a single company cannot sue itself.

Constituting the whole agreement between the parties

If the SLA is the only document setting out the requirements, it may in effect be
the contract. This is a very poor approach, since the likelihood is that service levels
have been the main, possibly only, focus of the discussions between the parties
and many other contractual risks are ignored as a result. However, if this is the
approach taken, the agreement should clearly state the following ;;oints.




1. KPls: how they are to be measured, who measures them and how often

2 How the measurements convert into scores

3. Any other service level standards, which may be of lesser importance than
the KPlIs

& Minimum acceptable standards or scores In each case

S Range of scores both above and below the minimum acceptable

& Any mitigating factors which might apply in the event of poor performance

7. Anytime period permitted in which to remedy a situatiop of poor
performance

& Remedies available to the injured party if the situation is not remedied (e.g.,
damages, penalties or service credits, ability to terminate the contract)

9. Process to be followed in order to access the remedies (e.g., any formal '
notices which need to be given, escalation procedures in the event of
disputes, mediation or other alternative dispute resolution (ADR)
processes to be used in preference to full legal action)

%0. How any inconsistencies or conflicts between the KPIs and any standards
referred to are to be dealt with

Additionally, the normal rules of contract formation must be followed; that is, it
must be clear that there has been an offer, acceptance and that there is capacity
.80 contract, consideration and an intention to be legally bound.

Remember

If the SLA is the only form of agreement there is, and it does
not include reference to consideration, the agreement must
be executed as a deed in order to be legally binding. (Review
section 1.2 to refresh the rules on formation of contract.)

Part of a set of contract documents

i This is the more usual approach. In this case, the SLA may or may not be called an
SLA. It could instead be called a ‘performance management framework’ or simply
| labelled as a ‘schedule’ or ‘appendix' to the contract.

Where this approach is taken, the SLA or service level schedule/appendix or
performance management framework must be clearly identified as a contract
document and should clearly state items 1 to 7 on the list above under
‘Constituting the whole agreement between the parties’.

Note that if there is a separate specification document, care must be taken
to ensure that items 1 to 4 of that list exactly match the requirements of the
specification, preferably by cross-reference to that document.

The remedies available in the event of poor performance should be set out in the
body of the contract, along with those for any other contractual breach. These
clauses should be cross-referenced in the SLA and (in line with the previous list)
should cover items 8 and 9 on that list.

A hierarchy of clauses/schedules may be needed to confirm how any
inconsistencies or conflicts, either within the SLA or between it and the
specification or any other contract document, are to be dealt with.

CHAPTER 2 Specifications and key performance indicator:

Alternative
dispute resolutior
(ADR)

Any method of
resolving a dispute
between two parties
which does not
involve court action,
including escalation
to higher levels of
authority, mediation,
adjudication and
arbitration
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Stand-alone agreement in respect of a separate contract

This is not a common approach, but can occur In the following situations.

Where, for reasons of urgency, a contract has been put in place prior to full
KPIs being established and agreed

‘ Where there are a number of separate contracts and a single SLA Is needed to
ensure consistency of approach

y In this case, there must be a clear cross-reference between the relevant contract(s)
and the SLA and the SLA should clearly state items 1 to 6 on the list on the

& previous page.

Note that if there is a separate specification document, care must be taken to
ensure that items 1 to 4 exactly match in the two documents, preferably by cross-
reference to that document.

The remedies available in the event of poor performance may be set out in either
the SLA or the main contract, but not both. These clauses should cover items 8
and 9 on the list on the previous page.

A hierarchy of clauses/schedules may be needed to confirm how any
inconsistencies or conflicts, either within the SLA or between it and the
specification or any other contract document, are to be dealt with.

If the SLA is created after the main contract, it will require additional consideration
or execution as a deed in order to be legally enforceable.

Where the SLA exists as a standard document prior to the formation of the
contract, there must be a clause in the contract which effectively embeds the

i terms of the agreement (and any subsequent amendments to it) into the contract.
- Check
| How does the use of an SLA create a potential risk of
li . inconsistency or conflict of terms within a contract? How can
this be avoided or managed?

Reviewing KPIs and service levels

The KPIs and SLA should be reviewed regularly. The frequency of such reviews will
depend upon the nature of the contract and of the KP! itself. It may be appropriate
to measure some KPIs monthly (e.g., timeliness of deliveries) whereas others

may be more appropriate once a quarter or even less frequently (e.g., innovation
proposals). The review programme should be set out in the original quotation/
tender request and firmly embedded within the contract documents. There can

be a risk if initial targets are set on the basis of past performance, especially if that
was with a different supplier, under different contracting or general economic
conditions, with the result that they are less appropriate for the new contract
(either because they are now much harder or much easier to achieve).

For example, improvements in technology may make short-run orders much more
cost effective, which enables more frequent ordering with shorter delivery times
- Alternatively, the inclusion of more environmental objectives could do the revers.e
and argue for fewer delivery journeys and a move away from lower value orders.

e If KPI targets are being consistently exceeded, they clearly need to be
stren_gthened or replaced. There is limited value in measuring something which is
consistently good and has no further scope for improvement,
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which they apply.

' Typical KPI measures

| Maving considered how KPIs are desig
~ ehapter ends by looking at som
@ustrate the points made so far.

| The following tables are purely illustrati
| reference. You are not expected to reta

| Tables 2.10-2.16 look at sam
| of the KPI in each case. These C
apply in all cases. They are inclu

When reading the tables, remember that these are contract KPIs not procurement

teamn KPls. They are measuring t

ned and incorporated into contracts, this
e common measures which should serve to

ons that may be useful for future
in the details shown in them.

ple measures and raise potential issues with the use
osts, risks and unintended consequences will not
ded to stimulate thought and discussion.

he performance of the individual contract to

Activity

Delivery in full

Delivery on
time
F Swes
Average lea
time

Mol

d

b siaiial S A e Tl
Average time to
fill emergency
orders

Consignment
stock
availability

e LD

ol |

fr ———

Timem

to offer

Quantity supplied matches
the quantity ordered and
each line of the order has
been supplied.
Delivery to be made
within the agreed time.

Current lead tim
compares favourably with
previous lead time.

R
ustbeinline ™
with agreed contractual
turnaround or within
pre-agreed timescales for
these particular orders.

Supplier holds adequate l
range/no. of units of stock

Cost, risk or potential for

How is it measured?

Inaccurate deliveries as a
percentage of total no. of
deliveries for period.

all orders. Orders may be
delayed if part-orders will not

be accepted.

| Nideed deliveries asa.
percentage of total no. of
deliveries for period., .. .
Improvement of lead

time for this period as a
percentage of lead time
for previous period.

et i s NG
None - this should be a basic |
contractual requirement.

s #

i ets

Lead times may be improved
by more efficient processes,
but can also be achieved by
simply increasing up-front
resource, which may resultin
shortfall of resources for later
stages. An improvement in
lead time on some elements
may not necessarily reduce the
overall project length. It may
also result in the purchaser
having to increase its own
stock-holding as items are
delivered ahead of need.

Good performance on
emergency orders can
encourage poor practice on
the part of purchasers who
come to rely on it, resulting in
inefficient ordering practices.

v g e ket

e

B e s a1 o

Average time checked -
against contract and/or
call-off order requirement.
Target could be
percentage improvement
in time over previous
period, or percentage
improvement on the

| contract requirement. .

No. of stockouts as a
percentage of total no. of
requests for consignment
stock.

None - stock holding for 4
normal order levels should
be a basic contractual

requirement.

areliable service.

Table 2.10 Delivery compliance KPIs and potential [ssues
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: Activity
description

Product/service
compliance

Reliability/
durability

Usability/user
satisfaction

-

Technical support

Supplier response
rime

Repair lead time

CHAPTER 2 Specifications and key performance indicators

Product/service to meet
the agreed, documented
standards and also be fit
for purpose (during whole
life cycle).

Product/service to have
been reliable/durable
throughout its use.

The product is user-
friendly.

Acceptable quality of
technical information/
support provided by
supplier for goods
supplied.

Timely attendance on site
in response to initial fault
report.

Compliance with agreed
lead times for repairing

the product or restoring
service,

Product/service quality

A P

L)
How Is It measured?

Acceptable items as a
percentage of total no. of
items ordered.

Number of non-routine
service call-outs per
period.

Periodic user survey (0 to
4 scoring).

Periodic survey [Olto4‘ i
scoring).

Agreed response times
missed as a percentage of
no. of calls logged.

Agreed ‘fixed or resolution’
times missed as a
percentage of total no, of
repairs carried out,

.

Cost, risk or potential
for unintended
nsequence?

Any delivery which is not
fully automated will always
have potential for error or
shortfall; there is a point
at which the additional
cost of quality control
may exceed the gains
from fault-free delivery.
More stringent checking
of orders may delay
timeliness of delivery.

Could result in over-
specifying ‘routine’ ;
servicing in an attempt to
pre-empt faults which may
never have materialised.,

-

Costs of surveys. Is

the survey sample
representative? Is the
response rate statistically
significant? Are the
reasons for poor or good
scores also captured?

If not, resource may be
wasted seeking to address
the wrong root cause of
poor satisfaction,

i

(As above)

Can create a rush-to-
site mentality which
reduces the ability to
resolve problems on first
attendance,

Does not necessarily take
into account the severity
of individual incidents.

£

18

pble 2.11 Product or service quality KPis and potential issues




Activity
description

Endangering health
and safety

Health and safety

kPl

Zero reports in relation
to the product/service
endangering the H&S of
staff, visitors, users or
general public.

How is it measured?

Count number of reports.

HAPTER 2 Specifications

‘Cost, risk or potential =
for unintended
consequence?

If only focussed on
reportable accidents it
may not take account of
near-misses.

l

I No. of credit notes

| Sable 2.12 Health and safety KPIs and potential issues

Activity

'*description

per month

| m—

Invoice preparation

Provision of
quotations

E PESIPOGHGE RITC SN0 T

Supplier issues no more
than X credit notes per
month.

Count number of credit
notes.

Although aimed at

Cost, risk or potential |
for unintended
conse uence'? -

ensuring accuracy of
original invoices, may
simply delay the issue of
due credit notes to keep
the monthly figures low.

o g Y

TP Ty

Invoice to contain all
information required to
enable prornpt payment.

.
i pls b ve el
A T I Tt

Quotations requests are
turned around within X
days.

._.-;.M..

f'"'—.

R ‘_F
Number of invoices
requiring further detail as
a percentage of invoices
|ssued doi

Lindere

Total of Iate & not-
submitted quotations as a
percentage of quotations
requested.

1

st .!‘-w;lsz..v hi

—TTeeY

Documentatlon

b A b ol Il £ 4
e - nt bl

Management
information

TR R b

Full supporting
documentation received
for all installations/

updates within X days of

reports provided on
schedule.

T

acceptance of installation/
.update. . ik

Management information

T

‘Count number of -
instances of late

number of days late.

& '-.1;.‘ ,4}‘ 4
Count number of
instances of late
documentation. Average
number of days late.

e ——

documentation. Average

iR S IR

None - this should be a
basic requirement.

Most likely used on a
framework agreement,
could result in ‘cover
prices’ being submitted or
quotations issued where
workloads will not permit
effective scheduling

LRy RO R

None - this should bea i

basic requirement. o
b

2
A

it o i
|

A
Creates potential risk

that information will be
provided on time, but will
be rushed and inaccurate.

Table 2.13 Administration KPIs and potential issues
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*  Actlvity
description

UL W T Y

supplier
nnovation

.

.ist of targeted
(alue-added
ictivities

-

{alue-added
ictivities

v g o, e

'roécti‘}iry

‘eponsiveness

e

.esponsive to
hange/flexibility

Jpenness and
o-operation

nderstanding of
ccountabilities
nd
:sponsibilities

Supplier is proactive In
suggesting innovative,
workable solutions.

Targeted value-added
activities are identified in
advance,

High success rate in
bringing value-added
activities to fruition.

Supplier is proactive in
managing its relationship.

Responds rapidly to
requests for information
and support without
having to be chased.

Supplier is flexible in
response to purchaser
changing requirements.

Supplier is open

and co-operative in

its relationship with
purchaser, e.g., in terms of
joint problem solving.

Supplier has a clear
understanding of its
accountabilities and
responsibilities under the

contract.

Indlicators

| Periodic survey (0 to 4 ‘

e
- f
How Is it measured?

No. of innovations
Implemented.

No. of targeted value-
added activities identified
in advance.

Percentage of targets
achieved.

scoring).

Number of times requests
chased as a percentage of
number of requests.

Periodic survey (Oto 4
scoring)

Periodic survey (O to 4
scoring).

Number of rework
requests and disputes
during period.

2 ‘ :_4"

A

"
l Cost, risk or potential
for upintended

Resource might be
diverted to seeking
innovation rather than
delivering on the core
contract.

(As above)

- -
None if ‘success’ is
adequately defined and
includes core delivery
being maintained at or
above target levels.

‘| Relles on an agreed

perception of what
‘proactivity’ means - could
result in wasteful contacts
and meetings.

None - this should be a
basic requirement.

Risk that if the supplier

is over-accommodating,
purchaser will seek
changes which add very
little value with the result
that the contract becomes
incrementally less
efficient.

Very much a ‘perception’
evaluation, can rely too
much on personalities.

Should be a basic
requirement - but poor
performance may be the
result of poorly drafted
documents.

X

le 2.14 Continuous improvement KPIs and potential issues
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Activity
description

Abandonment rate

Average speed to
answer

Time service factor

First time
' resolution (or first
;n‘me fix)

Contact centrelcall centre service measures

KPI

Percentage of calls
abandoned by caller while
waiting to be answered.

Average time it takes a
call to be answered (in
seconds).

Percentage of calls
answered within a given
timeframe, e.g., 90%
within 30 seconds.

Number of problems
resolved at the first point
of contact.

How is it measured"

Calls abandoned as
percentage of total calls
received.

Time taken for each call
averaged out over the
specified period.

Number of calls within
timeframe as a percentage
of total number of calls.

F"ercentage of incoming
calls that do not require
repeat contact.

Cost, rlsk or potentlal

for unintended
_consequence?

Resource is dedicated
to quick pick-up of new
calls at the expense of
quality of response and
query resolution of calls
in progress.

(As above)

(As above)

Provides a better service
but at the expense of
being able to pick up
calls quickly.

Table 2.15 Contact/call centre service KPIs and potential issues

Cost management

Activity
description

Savings

- s

Savings

P e e &ttt

Cost avoidance

Reduction in unit price.

T T

Tota! cost reduction.

Value of spend avoided by
pre-emptive action, e.g.,
agreeing forward orders in
response to likely market-
wide price rises.

ey [

How is it measured?

Percentage reductlon of
unit price over previous
rate.

Final accountsumasa
percentage of original
contract sum.

Estimate of likely spend
in the absence of action
taken less actual spend.

Cost, risk or potential
for unintended

May not feed through

to budget savings if the
only reason for the unit
cost reduction is higher
volumes ordered.

Only a true saving if
quality and scope are
maintained.

Itis a ‘what if' measure
that can never be
accurately verified. The
likely spend is subject to
debate. The opportunity
cost of funds used in the
pre-emptive action is
equally unknowable.

-

1
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Activity g
descrjptiog

Transactign cost
reduction

Reduction in number of Number of invoices In | Only valid if order
invoices previous accounting | volumes remain constant
period less number in or increase. Can present

CHAPTER 2 Specifications and key performance indicators |

Cost management

Cost, r:sk ar potential

Hows is it measured?
for unintended

current accounting period. | a risk to the supplier if
| invoice consolidation
interrupts cash flow.
Invoice gueries may
become more complex
and more difficult to
resolve resulting in
poorer purchaser/
supplier relationship.

Table 2.16 Cost management KPIs and potential issues

Apply -
Think about how relevant any of the individual measures in

| tables 2.10-2.16 are to your sector or the area in which you
want to work in the future.

C
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i
hapter Summary !

Previously used specifications are useful starting points for creating new |
ones but there are risks in doing so, as different circumstances must be
taken into account. If more than one sample is used, care is needed to
ensure consistency of language. Using samples provided by suppliers risks
favouring them and undermining free competitian. |
%
I
!

Market dialogue between purchasers and suppliers should be ongoing
(and not restricted to specific tender opportunities) to ensure early feed-in
to specification design. Care is needed to ensure commercial confidentiality
is respected. The type of dialogue should vary depending on the specific
objective. Options include general open meetings, confidential one-to-one
discussions, group visits and formal competitive negotiations.,

Standards, especially international standards, are useful tools for
specifications. They can ensure all suppliers know exactly what is required
without having to reproduce the finite detail in the specification. Care is
needed to ensure that there are no conflicts between the standard and
other aspects of the specification or SLA. Contract clauses must be clear
on whether updates to the standard automatically become embedded
within the contract requirements.

4

Typical sections of a specification are: title, version control, foreword,
scope, definitions, consultation requirements, references to standards and -
codes of practice, characteristics of the goods or services, timescales,

- " L}
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performance, lifespan, packaging Information requirements,
and guarantees and warranties, These will vary g

implementation,
depending on what is being purchased.

Standardisation reduces costs and ensures a consistent quality, but
reduces product ranges, which can hinder innovation and the agility to
respond to changes in the market.

mental criteria are increasingly used in specifications,

driven by ethical considerations, consumer demand, stakeholder ,
pressures and economic incentives. The cost of such criteria must be
taken into account, as well as the effectiveness of the measures. Not all

such criteria will add cost, but some may.

.« Social and environ

KPls are used to measure performance in order to manage poor
performance and drive improvement above specification levels. KPIs
should be few and focused on the most important deliverables. The
sources of data must be easily accessible and verifiable so that they are
" trusted by both parties. The costs and risks associated with KPIs should be -
considered when they are being designed.

« SLAs are used to set out how the performance indicators (not only
. KPIs) will be applied. SLAs may be embedded in a larger set of contract
“* documents or be standalone agreements, . . . e

o on i 2,
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End of Chapter Assessment
o Analyse the relative importance of a specification and a service level qm )
agreement in the context of a contract and explain the problems which
might arise where both are used.
e Appraise the usefulness of international standards in specifications, o APPRAISE | ’

including any actions that might be necessary to avoid or mitigate
potential disadvantages.

e Suggest three different social and/or environmental criteria that might  +— I IREIN
be incorporated into a specification. In each case, analyse why they are

used and appraise the advantages and disadvantages of doing so. (All
three do not need to be relevant to the same specification, and you can

use different goods or services for your examples.)

© Compare SLAs which form schedules as part of a wider contract with
those which are standalone agreements. Which would you recommend
and why?
© suggest four KPIs for a contract for the provision of software and o EXPLAIN | ’
ongoing technical support. In each case, explain how you decide on
the measures, how you would capture the data, and any problems or 4

conflicts that might arise as a result of using them.
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Key clauses that
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ormal contracts
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k‘cm‘.a; contracts for purchase and supply. o i‘i

e e e, AN bl el S S e st a0

3 F— —— - : —y s \ v—mvr--——mrﬂrn!l
" Chapter overview ;

@ Analyse contractual terms for contracts that are created with
external organisations
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You will understand:
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fstandard terms of business by both purchasers and

-2

:
|
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ot
w
M o
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use cf modsl form contracts such as NEC, FIDIC, IMechE/IET

1
@ Recognise examples of contractual terms typically incorporated
into contracts that are created with external organisations
| Youwill understand:
* Key terms in contracts for lizbilities and indemnities, insurances
i subcontracting, guarantess and liqguidated damages 4
8 * Terms that acoly to labour standards and ethical sourcing

]

You wiif understand:

T of pricing schadules
* The use of fixed-pricing errangements

* Cest-plus and cest-reimbursable pricing arrangements
* The use of indexation and price edjustment formulae
* ineuse ofingentivised contracts

* Paymantierms

}

@ Recognise types of pricing arrangements in commercial agreements
!
|
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Express terms
Contractual terms
which are specifically
stated in contract
documents

Implied terms
Contractual terms
that exist but are
not written within
the contractual
dc.umentation, i.e.
the law of the land

d
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Introduction

This chapter delves deeper into commercial contracts to analyse some of

the most common terms that are used. This includes why express terms are
needed; how, when and why standard terms and conditions are used; and the
role played by standard (or model) form contracls. Section 3.2 considers the
detail of typical clauses, and section 3.3 looks at how aspects of pricing are dealt
with within contracts.

When analysing contract clauses it is Important to consider them from both the
purchaser and the supplier perspective. Each party will seek to protect its own
position via the inclusion of specific wording, but the contract will function most
effectively if there is a balance between purchaser and supplier interests.

Analyse contractual terms for
contracts that are created with
external organisations

This section looks at express terms (by contrasting them with implied terms), and
it considers standard terms of business and the use of model forms of contract.

The use of express terms

A contract term is any provision of a contract. Each term gives rise to a legal
obligation either to do something or to refrain from doing something, or to
do something in a specific way. Breach of these obligations will have specific
consequences which may be enforced through legal action or litigation.

Note: both the expressions ‘contract term' and ‘term of a contract’ are used to
mean two different things. In a legal sense they both mean the provisions of the
contract, as defined in the paragraph above. However, the expressions are also
used to mean the time period during which the contract is in force, For example,
‘the contract term for the provision of catering was three years' or ‘the term of the
vehicle spares contract was four years'. In this section, the expressions are used in
the legal sense, not the time period sense.

Understanding express terms by contrasting them
with implied terms

Express terms are those that are specifically and clearly ‘expressed in words.

They are specifically stated either orally or in writing and set out the definitive
agreement between the parties.

Express terms can be contrasted with Implied terms, which are provisions or
conditions that are assumed to form part of a contract even though they are not
stated by either party. Terms can be implied into a contract in a number of ways.
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- One such way is what is often called ‘custom and practice’. If it is normal in a given .ﬂ

- toaality or a given industry, or potentially even between two parties who regularly

_ contract with each other, for things to happen in a certain way, a requirement

. for that to be so might be implied into the contract. This would normally only

Mappen if the contract itself was silent on the matter. If the contract Includes a

term that goes against custom and practice - or if there is a specific side contract

@eliberately created to set out different conditions - then the implied term will

mot hold. An express term in a contract will normally override an implied term. ’

————— T T i A Y I st Wy 1’
.

Overriding terms implied hy custom and practice fl
Assume that in a given type of business it is custom and
practice for all debts to be settled at the end of a day’s
trading (as can be the case on fast-moving commodity
and futures markets). Then assume that two parties who
regularly trade with each other in this market agree that
they can reduce their administration costs if they only
settle their debts with each other at the end of every
week. They could create a contract that expressly states
this to be the case. That contract would override the

custom and practice of daily settlement. uj
. 4 -
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An express term in a contract will normally override an implied term, but there is
| one circumstance where it might not be permitted to do so, and thatis where the

rtrarm is implied by statute.

| A more common way, nowadays, for terms to be implied into contracts is through

| statute. For policy reasons, governments may decide that all contracts of a given Y
type will include certain measures. They may enact a law requiring that to be

'done and stating that even where it is not done by means of express terms in the
contract, a term will be implied (that is, deemed to be included). In these cases the
law itself will state whether or not contracting parties can use express terms to :

override the implied term.

In a similar way, international agreements may be used as a mechanism to

imply terms into a contract (see section 1.2 on the Vienna Convention on the
International Sale of Goods). Again, the agreement will state whether the implied
terms can be overridden by express terms.

pe
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Can you override terms implied by statute?

There are two contrasting examples from UK and EU law
which show how an implied term might be permitted

to be overridden by an express term, or how such
avoidance of the implied term might not be allowed.

« Case study

Rights of third parties: UK law Contracts (Rights of
Third Parties) Act 1999’

UK law specifically states that people who would
normally benefit under a contract can enforce the terms

of that contract, even though they are not a party to it.

§
|
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* There is therefore an implied termithat such rights
| pxist. However, the Act goes on to say that thig ‘does
L pot apply'if on a proper construction of the Lgmmclil
§ appéars that the parties did not intend the lor’m to be
: ¢ enforceable by the third party’.* This sentencgymeans
that the patties to the contract can expressly state that
t they do not intend the terms to be enforceable by third
§ partles. If they do so, the implied term is cancelled out.
§ This general approach has been followed in a number
Y P of other countries in their approaches to dealing with
. third-party rights.

!
{ Right to terminate a contract that as a result of
. achange becomes non-compliant with EU public
E procurement rules

i Regulation 73 of the UK Public Contracts Regulations

. 20153 (enacting the EU Public Procurement Directive '

20149 places a requirement on public bodiés to include

 a right to terminate the contract in circumstances where

- modifications to it place it outside the parameters -

. permitted by the regulations. The regulations go on

| to state that if such a right is not expressly stated in

. the contract, the power to terminate the contract on-

- reasonable notice will be an implied term. There is

‘. nothing which permits the parties to agree otherwise,
AR R R SRt N bl Dk o ~';L..'--'_;_‘$m£r oA e e

e ——

- Remember

| Express terms are explicit and will normally override implied
terms unless the implied term is created by statute and the law
states that it cannot be overridden.,

L

Why do you need express terms in a contract?
We have established in the previous sections that ‘a contract’ is not a written
document, but rather it is the whole conceptual ‘agreement’ between the parties.

Express terms are used to set out as clearly as possible what that agreement is.
They should do the following.

* Setout the obligations of the purchaser

* Setout the obligations of the supplier

* Setout the rights of the purchaser if the supplier defaults
Set out the rights of the supplier if the purchaser defaults

L]
-

* State how the parties will deal with circumstances beyond the control of
either party

/]

* Where possible, either confirm or override any potentially implied terms

In respect of the last bullet point, if there is a term that would in any event be
implied, it can be useful to include it as an express term. Doing so makes the
contract more complete and reinforces the fact that both parties are aware of the
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case study will be implied into contracts falling under the Public Contracts
. Regulations. It can be useful to state that 'this contract is subject to the Public
Contracts Regulations 2015 and the employer reserves the right to terminate the
eontract in the event of modifications which fall outside the parameters permitted
ender Regulation 73 thereof',

#mplication. For example, the Regulation 73 requirement quoted in the previous I

——

Express terms and contract schedules

B avoid making the wording of the contractual clauses too complicated, they
often refer to schedules. Schedules are appendices to the contract which provide
[ more detail - often the technical detail - on the requirements.

The use of schedules in this way helps to clarify the difference between a ‘contract
| dause’' and a ‘contract term'. The clause is the precise wording in the main

- document, which will have its own reference number. The contract term is the
totality of that part of the agreement and so includes the clause wording and any
- schedule to which it refers. Anything set out in a schedule to a contract is also

| considered to be an express term.

et b i b et o et v Lot e T T
Contract clause cross-referencing a schedule
One organisation’s standard form of services contract
might include the following clause.

Case study

‘The Contractor shall supply the Services during

the Contract Period in accordance with the Client's
requirements as set out in the Specification Schedule 1
appended hereto.’

The contract ‘clause’ is just that wording. The contractual 5
term is the combination of that wording and everything

within the schedule to which it refers. _ 4
R T RSN S RIS A S THIGT T S SR

Establishing what the express terms of a contract are

In light of what has been said, in a well-drafted contract it should be easy to see
what the express terms of a contract are. They are set down in black and white in
the documents. But not all contracts are well drafted. The following are some of
the potential issues.

* There may be no written contract.
¢ The written contract may be based on oral negotiations.

* The purchaser may not be aware of the conditions of a written contract at the
point of contract.

Tables 3,1-3.3 discuss these issues in more detail. The cases quoted are from
English case law, but the principles are generally followed in many other countries.

None of the issues highlighted have a definitive answer, If any contractual
disputes of this type were to come to court, they would be decided based on the

facts of the individual case. As professional purchasers and suppliers, however, it
is best to avoid the issues in the first place.
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No written What was said? It depends on the facts of the case, but | Avoid oral
contract. All Was everything it can be held that express statements | contracts.
_negotiations jaar une anld were not intended to be contractual
and agreements ‘tn:en‘;‘: dto warranties. See Oscar Chess Ltd v.
| i
conducted orally. | ¢ part of the Williams (1957).
contract?

L3

Written contract
based on oral
negotiations.

—rrmpe e

Table 3.1 Possible issues in identifying whether express terms are properly incorporated into an oral contract

mw«'ul"m 1“wm\-_;.mqmmm"
!‘ Oqc‘ar Chess Ltd v. Williams (1957)

~ Aman selling a car to a garage said it was a 1948 Morris
' whenin fact it was a 1939 Morris, and he got a better

* price as a result. It was held that the statement of the

» car's age was not an express term of the cantract.

" This case could also be considered in light of the rules on
" misrepresentation outlined in section 1.2. The decision

£ may have hinged on the fact that the seller did not

~ know that the log book had been changed by a previous
owner, and that the garage buying the car would be
more expert than the seller in estimating its age.

i . [Source Oscar Chess Ltd v. Williams (1957) EVWCA Civ 5.)

How much of
the negotiation
forms part of the
contract?

2 ariles e T Y e A AP N  .

porsa 'Legal posmon

The longstanding view is that the

written word supersedes anything said
prior to it. The contract means exactly
what it says, which is what the court
interprets it to say, regardless of what
the parties might have intended.

However, it is now possible to argue
that ‘the contract’ is a contract partly
in writing and partly oral; or that
there are two contracts - one oral

and one written. In both scenarios
the argument would be that the oral
part of the contract can supersede
the written part. See J fvans and Son
(Portsmouth) v. Andrea Mezario (1976).

o ecoeréa_o

Include an
express term

in the contract
that specifically
excludes all prior
discussions.
Ensure that a
proper contract
is produced and
signed - do not
rely on standard
terms and
conditions.

ble 3.2 Possible issues in identifying whether express terms are properly incorporated into @ written contract
nsed on oral negotiations
~




Case study

] Evans and Son (Portsmouth) v, Andrea Mezario (1976)
Evans and Son was an engineering lirm that regularly
imported machinery from mainland Europe. It employed
Mezario as forwarding agents, Mezarlo changed Its
shipping methods to use containers (which were then
relatively new). The matter was discussed and Evans
agreed, subject to an assurance that Its goods would be
carried below decks.

T —— m

1
L
]

o T

CHAPTER 3 Key clauses that are included in formal contracts

A Forwarding
ol 14 4 agents
A number of transactions occurred on Mezario's . Specialists in
standard terms and conditions which included A organising the
permission for goods to be carried above deck. Most 4 transportation of
containers are above deck. The dispute arose whena || goods for others

container containing goods being |mported by Evans
was lost overboard.

The Court of Appeal held that Evans could recover
damages because of the verbal assurance, despite

the written conditions that had been used since that :
assurance was given.

(Source: | Evans & Son rPortsmouth) Ltd v Andrea Merzario er ( 1976)

1 WLR'1078.)
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Written contract Can a purchaser Surprisingly, yes. The most common Use properly

where the have actually application of this is bus or train constructed

purchaser may not | agreed to tickets, which refer to terms and contracts and

be aware of the conditions that conditions published elsewhere (in a check the

conditions at the they do not know timetable, on the company's website). | conditions

point of contract.

about?

Because most of the terms and
conditions are held not to be unusual,
it has become accepted that they can
be enforced.

(1970)’ and Interfoto Picture Library v.
Stiletto Visual Programmes Ltd (1 989).8

carefully. Be clear
on what you are
agreeing to. If
unusual conditions

However, if the conditions are come to light .
unusual then effort must be made after the creation
to bring them to the attention of the | Of the contract,
purchaser. seek to negotiate
amendment of
‘See Thornton v. Shoe Lane Parking them.

Table 3.3 Possible issues in identifying whether express terms are properly
incorporated into a contract where the purchaser may not be aware of the conditions

131



CHAPTER 3 Key clauses that are included in formal contracts

© o oo Bl Gl sat o T"“"""‘"’! r"
GThornton v. Shm Lane Pa Mng W?U) :
A ticket produced y an.autgmatic gntry Qarner toa !
Jcar park referred to COﬂdi[lOl’Ib posted inside the car
park. Clearly'the users of 1he car park coyld nat read}
!the conditions until they had entered and pgrked and

were therefore alr qady subject to them. The conditlons
1 'excluded liability for damage to cars (whlch Is quite
usual) but unusually also purported to exclude injury
to drivers. It was held that the term. could not be

' . enforced.

! (Soufce Thomron V. Shoe Lane Parkmg Ltd {1970) E| WCA Chv2) b i
LA AT ’I.!.u ik ‘g. ﬁ.hi;..l.&.um“lh-«

Ly |‘|‘|dn|...

Inter, joto P:ctm e Ltbrary v. Stiletto Visual Programmes
L Ltd (1989) : '
' The library lent 47 photographic transparencnes to
Stiletto Visual on its usual terms which were free for,
F 14 days and £5 per photo per day thereafter. After a
" month a bill was sent for £3,783.50. The late fee was

F'\"““:‘ 15 A ik eahy - N YWJ'”"""I"""”" o -m«.ri we up«vn "“?\‘ﬂ!f ALY '-J L
F
i
\

=y

Apnis ase)

" 'held to be an unusual condition which had not been

g properly commumcated As late fees, in general, are not
i unusual it is assumed that it was the large amount of

{. the charge that caused it to be considered unusual in

i this case, gy g o i ;

E {Source: Interfoto Picture Library v. Srﬁerro Visual Programmes Led (1989)
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. Remember
Oral contracts also include express terms. Terms from pre-

| contract negotiations might be implied into a written contract
unless the written contract clearly precludes them.

Check
) What is an express term and how does it differ from an

implied term?

- Standard terms

and conditions The use of standard terms of business by

Basic terms and .
it bl both purchasers and suppliers
business governing

transactions that . N .

M eien: i Virtually all organisations have their own standard terms of business, often known
definitive contradc[, ?s standard terms and conditions, which cover all of their transactions except
usually designed to or those that i i idi
e inC|>:J dedgin i ’ are subject to a specific overriding contract.
docurnents such as Figure 3.1 shows an extract from a set of standard terms and conditions.
orders
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STANDARD TERMS & CONDITIONS OF PURCHASE

i.EJ.

-

|

Definitions and interpretation

Definitions

In these terms and conditions ('the Terms’) the following
have the meanings set out below:

‘Company’ means Serco Sodexo Defence Services Pty Ltd
or any related subsidiary.

‘Contract’ is defined in Clause 2.1
‘Deducted Amount’ is defined in Clause 11.1

‘Deliverables’ means goods, rights and services identified
in the Purchase Order.

‘Delivery Location’ means the place identified in the
Purchase Order in relation to the provision of the
Deliverables.

‘Goods’ means all goods, materials, equipment and parts
provided by the Supplier to the Company as detailed in the
Purchase Order.

“GST” means A new Tax System (Goods and Services
Tax) Act 1999 (Cth).

‘Laws’ means the requirements of all statutes, rules,
regulations, proclamations, awards, ordinances, by-laws or
Australian Standards, present or future, and whether state,
federal or otherwise.

‘Material' means any material brought into existence as
part of, or for the purpose of producing the Supply, and
includes but is not limited to documents, equipment,
information or data stored by any means.

‘Moral Rights’ means the right of attribution of authorship
of work, the right not to have authorship of work falsely
attributed and the integrity of authorship as defined in the
Copyright Act 1968 (Cth).

‘Party’ means a party to the Contract.
‘Personnel’ means:

(a) in relation to the Supplier, any of its employees,
Subcontractors (including Subcontractors' Personnel),
agents and representatives involved either directly or
indirectly in the performance of the Supply;

(b)in relation to the Company, any of its past or present
officers, employees, agents or representatives

1.2

21

2.2

23

‘Supplier Default Notice' Is defined In Clause 17.2

‘Supply’ means the supply of Dellverables in accordance
with the Purchase Order.

Interpretation

Unless the context requlires otherwise, the singular
includes the plural and vice versa, reference to a gender
includes all genders, reference to a ‘person’ Includes a
natural person, company, body corporate or other form of
legal entity, and reference to ‘including’ and ‘includes’Is to
read as if followed by ‘without limitation’.

Evidence of Contract and precedence of
documents

Contract

(3) The Contract consists of the following documents:
(i)  The Purchase Order;

(i) These Terms and Conditions ('the Terms’);
and

(i)  Any express written agreement from the
Company which is attached to, or Incorporated
by reference in, the Purchase Order or these
Terms.

(b) The Company is not contractually bound until a
formal Purchase Order s placed by the Company
and then only to the extent of the Issues specifically
covered by that Purchase Order.

Precedence of documents

If any of the terms of the Contract conflict with or contradict
each other, those terms will over-ride each other In the
following order of priority: (1) any express written
agreement from the Company; (2) our Purchase Order;

(3) these Terms.

Entire agreement

(a) The Contract contains the entire agreement
between the Company and the Supplier with
respect to its subject matter and supersedes all
prior communications and negotiations between
the Company and the Supplier in this regard,
unless those communications expressly form part
of the Contract.

Figure 3.1 Sample extract from a set of standard terms (Source: adapted from
www.ssds.com.au/wp-content/uploads/docs/SSDS%20Standard%20Terms%20and%20

Conditions%200f%20Purchase%20Iss1%20/an 12.pdf)

Most organisations are both purchasers and suppliers. They buy in materials or
components if they are manufacturers, or goods for resale if they are wholesalers
or retailers, as well as goods and services to manage their buildings, their staff
and their equipment and to generally keep the business functioning. At the same
time they will supply goods and services to others, depending on the nature of

the business.

Most organisations will therefore have two sets of standard terms: one for

when they are acting as a purchaser and another for when they are acting as a
supplier. Each set will seek to protect and further their interests from the relevant
perspective. For instance, the purchasing terms will seek payment terms that are
as long as possible (within reason) in order to keep hold of the money for longer,
whereas the sales terms will aim to get the money in quickly and so seek shorter

payment terms.
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What are standard terms?

Remember
An organisation’s standard terms will be different when they

act as a purchaser compared to when they act as a supplier.

Standard terms aim to be a very short form of contractual agreement, normally
printed on no more than one or two pages. They try to cover all eventualities for
any type of goods or services that the organisation would normally purchase
(or supply). As a result they are very generic and do not allow for the specific
circumstances of a particular purchase. This need for generalisation means that
they only provide a basic level of contractual protection, but this is better than
none at all which can be the result if orders are placed orally or purchase orders
are issued without any conditions attached.

Standard terms are often written with the aim of them being attached to order
forms and/or delivery notes. However, this can normally only be achieved by
reducing the text size until it is virtually unreadable (hence the expression ‘the
small print’).

With increased use of electronic ordering systems it is possible to avoid this by
publishing the terms on a website and providing an electronic link to them on the
order. The rules established by Thornton v. Shoe Lane Parking® and interfoto Picture
Library v. Stiletto Visual Programmes Ltd'® (see the previous case studies) would
apply in such a case, namely that if any of the terms were unusual or especially
onerous then specific attention would need to be drawn to them. This was
reinforced more recently in a 2012 High Court Case in the UK, Allen Fabrications v.
ASD Ltd (2012)"". It is not necessary to understand the detail of this case, merely to
note that the rule established by the early cases still holds.

Non-negotiable

When an organisation is contracting on standard terms, it will normally require
the terms to be accepted before the transaction can proceed. They are therefore
unilaterally imposed by the purchaser (or in some cases the supplier) without

having been negotiated with the other party.

When should standard terms be used and when are
they best avoided?

Standard terms are generally used for repetitive transactions, particularly those
that are low value and low risk. They are standard in nature and should therefore
only be used for ‘standard’ transactions.

They ensure that there is at least a basic level of legal protection for those
transactions that might otherwise have none.

Any purchase (or supply) that is subject to the rigours of a full tender exercise with
a precise specification and the potential for negotiating variations should have a
specific contract and not rely on standard terms.

There is a risk that terms can become outdated, particularly in industries or
sectors where regulations or codes of practice are frequently updated, or
where technological developments are fast-moving in a way that can affect the
nature, speed or risk of the transactions. For example, if a purchaser’s standard
term requires compliance with a regulation or code of practice which has been
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superseded, it is unlikely that it will be able to enforce compliance with the
| latest edition. If the regulation is such that the supplier Is legally obliged to
I comply (e.g., a health and safety law), it may be able to claim extra costs for

l. having to do so.

I Care must be taken if standard terms are attached automatically to purchase
orders and the same purchase ordering system is used to call off items under
term contracts. The legal position as to which contract takes precedence can

| become unclear. To avoid this the standard terms would need to include an

FL express provision that they do not override any formal written contract between

[ the parties. To be safe, such contracts should include a reflecting provision to the

I effect that said contract does override any standard terms that may appear on or

} be referenced by either party’s paperwork.

!‘ The advantages and disadvantages of using them are set out in table 3.4.

Time saved in negotiating individually
with many purchasers (or suppliers)

Reduced administration costs - not
having to produce a new contract for
every interaction

Consistency of approach - all
transactions on the same terms; staff
understand risks and act accordingly;
both parties understand ‘the deal’

Risk that they do not become effectively
incorporated into the contract - legal
uncertainty and potential ‘battle of the
forms' (see section 1.2)

Do not allow for contract-specific risks
Can become out of date

Can create conflicts if attached to
purchase orders that are also used as
call-off orders under term contracts

Table 3.4 Advantages and disadvantages of standard terms

What happens if any of the standard terms

are ineffective?

An ineffective contract term is one which cannot be enforced because of the
legal rules of the jurisdiction applying to the contract. Examples of ineffective
clauses (depending on which country’s legal system applies) might include

the following.
* Exclusion of liability for negligence

* Unusual and unexpected conditions that would not normally apply and to
which the other party’s attention was not specifically drawn

» Exclusion of liability for death of an individual

» Lack of a warranty of fitness for purpose of the goods (i.e. no guarantee that
they will do what they purport to do under normal operating conditions)

What happens in these cases will depend on the legal system applying to the
contract. In civil law countries (those that have a fully developed legal code, such
as Germany) there may be statutory rules which will be inserted into the contract
in place of the ineffective terms. In common law countries (those reliant on case

law, such as the UK, the USA, etc.,) there may also still be statutory provisions which
will imply terms to replace those found to be ineffective. In the absence of this, the

balance of interests will most likely be taken into account, with the courts simply
taking a view on what they consider to be a ‘just’ outcome in the circumstances.

Ineffective
contract term
Atermin a contract
which cannot be
legally enforced

13
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What should be included

in standard terms?

The precise wording of standard terms must reflect the nature of the business
being carried out by the organisation (for example, whether it deals in goods,
services or a mixture of both) and whether the terms are for the purchase of

goods or services or the supply of the

m.

However, there are key areas that must be covered In all cases. Table 3.5 shows
these from a purchasing perspective but it could easily be converted to reflect a

supplier's standard terms.

FDefinitions

_Express term to override other_ 7
#standard terms

s e A

48 If key phrases are used repeatedly, it can
8 save space to have a separate section
48 showing the precise meaning of each of

| them. This is particularly important if words
‘@ are used in a narrow sense or differently
& from standard dictionary definitions.

; ’.-f that prohibits the substitution of the other
“4| party's standard terms by way of attaching . .
| them to standard process documentation.

| irrespective of any terms printed on the

L acceptance, delivery notes and invoices.

LTS T

) "\ L e ‘. g """’ w‘r
Thas is an attempt to avond the 'battle of
/| the forms' by including an express term

R RPTEET

For example: These terms shall apply

supplier’s standard operating documentation
including but not limited to order

ST b i el e LA W UL

L Express term to state that

in specific framework or

" term contracts signed by the
¥ parties, the express terms take -
, precedence over standard terms:

.c{rmagion of the contract

 Order of preced;eﬁce ]

Thls sets out wh:ch documents w:II be

" ] the standard terms. Normally they will be:
| the order form, the standard terms and

I anything necessarily implied by law. Some *
"*| commentators and drafters advocate i

.| else’, ' but that does create a potential
| problem if an order that has been issued

4| An express term which sets out what
4 happens in the event of terms or

{ (3) these terms'.”?

This is important if term contracts are used
for some kinds of supply but the call off of
purchases under those contracts uses the
normal purchase ordering system, with
standard terms automatlcaliy attached.

2 TR 7
F) /]

considered contract documents under

concluding this term with ‘but nothing

has to be cancelled or amended

AT T IPaN e bl

documents conflicting with each other. For
example, ‘order of priority (1) any express
written agreement from us; (2) our order;




| Where the price will be stated (normally

4 of purchase order number, where

4 invoices should be sent, any cut-off date

4 for invoices); time period within which

4 payment will be made (all references to

4 time periods should make clear whether

| days’ means calendar days or working

| days, whether a month is a calendar month
4 or a four-week period etc.); any entitlement
4| to set off outstanding debts against

4 payments due.

on the order), how any tax liability such
as VAT or other sales tax is treated, what
is deemed to be included in or excluded
from the price such as delivery charges,
insurance, the currency or any discounts

that mlght apply

o e cdibne o

Requirements regarding invoices (quoting

i
) i b Al 1 3
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Specification

| the order. This must include any references
| to intended purpose of use, which may . . §

| This should also include a facility to change %,
| the specification or cancel the order,and

Delivery and risk

P |

‘| of delivery; any time restrictions should :

T r -Wﬂm
Cross reference to where any specrflcatron
is to be found, if not quoted specifically on *

e i wyild

J i s egE <o

be important if implied terms relating to .
fitness for purpose need to be relied on.

what the prucelpayment |mplacat|ons are of 4
dorng s0.,

Pkt .fh +iialate ..w”#‘

This may be included within the
specification term or set out separately. It
places a specific obligation on the supplier

to comply with all laws relating to the
specification and supply, and it confirms
that such compliance (including in the
event of a change in the law) is deemed to
be included in the price.

m-\ et _ws» __.muuu__-:‘g

e g i et o dutiml o h b e ke b e
This should include a reference to the
order, which will normally set out place

be noted unless these vary, in which case
they need to be on the order; a ‘time is

of the essence’ clause; the point at which
ownership and risk pass from supplier i
to purchaser should be stated, along 3
with any rights to reject the supply at the 3
point of delivery and how defects will be ¥

managed. ,

o T il ey o & St Sl i e Hi

g

Time is of the
essence

A legal term used

in contracts to
underline the
importance of timely
delivery. Time is

of the essence if
failure to supply in
accordance with the
contract terms has a
significant impact on
the purchaser’s ability
to perform its normal
functions. Time is
not of the essence if
the late delivery has
limited or no impact.
On a purchaser’s
standard terms, time
will almost certainly
be stated to be ‘'of
the essence’. In
negotiated contracts,
depending on the
nature of the supply,
suppliers may seek to
argue that it is not of
the essence

Defects

Any aspects of
delivery that do
not match the
specification
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! arrant‘es anﬁllia_ i

.

i Set out the warranties required from
i quantity, quality, description and

i order; freedom from defects; fitness for

!l purpose; any services to be performed by
| appropriately qualified and experienced

4| staff. This will normally also include a

&l requirement for the supplier to carry

{ appropriate insurance cover against such
| liabilities.

; ] There should be a requlrement to ensure
| thatall relevant rights needed to enjoy the
~1 use of the goods or services are provided

= e 2 1 i, A B A i o b ok

@ Set out the circumstances in which the
4| contract can be terminated. This may
4 sound like something that is of little
% practical value to include in standard terms,
@ butit should cover what happens to goods

the supplier. These will normally include

specification matching those on the

T T R T TR T P TV P A [

as part of the supply.

delivered but not yet paid for, etc.

B R TR R kN SR WA

General rules regarding data protection
and data management should be included,

; __i_; as well as reference to complying W|th
relevant Iaws :

gy a sk !\';. VISR TR BRI BT N A R vy

' respon5|blllty

..l Requirements regarding ethical
#4 considerations must be included, at least
© -4 atthe level of complying with international

-4 law. More detail may be appropriate
-7l depending on the nature of the business

4 and the priorities of the organisation

TN 1“""?’3 ST TR R TP T e DT T A T

. Sets out which country s legal framework is
4 applied to the contract and, in the event of
"| disputes, which country's courts have the

power to issue judgments.,

Table 3.5 Key areas to cover in standard terms

Remember

reminder.

| Standard terms and conditions must cover all of the key areas,
no matter how short the document is. Review table 3.5 as a

The key features, advantages and disadvantages of standard terms are

summarised in figure 3.2.
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Concise i
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Unilaterally created by elther
purchaser or suppller - the
other party cannot Influence
the terms

Low-value, low-risk, repetitive
transactions
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“"Definitions, relationship to other
contracts, formation of the
contract, order of precedence,
price, invoicing and payment,
specification, legal compliance,
warranties and liabillty, ownership
and risk, Intellectual property, 1

data management and ethics
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May be replaced by implied
terms or national legal code
rules, or subject to court
‘balance of interests’
judgment
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Basic contractual protection for 1
b Siis most common circumstances
X sl .
GRS 4 Avoids having to create new
o contracts for repeat business

T T P P .
" Does not allow for specific
circumstances
Risk of creating battle of the
forms
Can create contractual
'uncertalnty if Used with purchase

_orders under. call-off contracts «
L e TRV S R

e e L AR
|
| Figure 3.2 Summary of the key features of standard terms

Apply
Find a set of standard terms and conditions (many are available '

on the Internet) and consider any areas where the protection
is insufficient from the perspective of either the buyer or

the purchaser. (Clue: if they are supplier terms, think like a
purchaser; if they are purchaser terms, think like a supplier.)

Check
What are standard terms of business, when might they be used |
and what are the disadvantages of using them?

The use of model form contracts such as
NEC, FIDIC, IMechlIEE

This section looks at model form contracts, why they are used and how to use
them safely.
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Why are contract documents so complicated?

Drafting contracts Is a complex activity.

The ability to draft purchase and supply contracts requires knowledge of the
purchase or supply category and the norms of trading behaviour In that category.
For example: how much tolerance might be normal for late delivery, or how big
an impact would a 3mm variance against specification of a component have? As
shown in previous sections, It Is crucial to not only get the specification right, but
also to understand how to set targets around compliance with It. This Is part of the:

contract drafting.

The other part of the contract drafting Is the substantive set of terms and
conditions: the obligations and rights of both parties and the consequences of not
meeting those obligations.

Writing these requires a mix of category knowledge and legal knowledge. A
common complaint about contracts is the obscure language that is used within
them. In common law jurisdictions (those whose law systems rely on case law
rather than a full, formal, written legal code), certain phrases and expressions
come to have a specific defined meaning in the context of a contract. It works

as follows.

1. Adispute will go to court.

2. In the course of settling the dispute the judges will explain how they have
made their decision - known in Latin as the ratio decidendi. Anything said in
this part of the judgment can become a fixed precedent, depending on the
hierarchical level of the court concerned.

3. The judges may also add other remarks (obiter dicta in Latin). These are never
binding, but they can be persuasive when future cases are considered.

4. Both the ratio and the obiter are linked to the very precise wording in the case
at hand, so if people drafting future contracts want to rely on that judgment,
they tend to use the same wording.

5. Over time the wording becomes archaic (old and no longer normal usage) and
less easy to understand.

It is easy to be cynical and say that this is what keeps lawyers in work, but

another view is that using fixed terminology that has been tried and tested

in the courts helps to protect both purchasers and suppliers because the

definitions are known. Disputes can be avoided because of a concept known as

‘legal certainty’.

Legal certainty means knowing what the law says, what it means, and therefore

how the courts will decide in the event of a dispute. It cannot be always 100%

certain, but it means that the law is as clear as it can be. Purchasers and suppliers

(the parties to the commercial contract) can have a large degree of certainty as

to what a court will decide if a particular argument is taken through litigation.

The main benefit of this is that it stops arguments getting that far, which saves

everyone time, money and administrative resource.

The net result is that there will always be a certain amount of ‘legalese’ in
contract documentation.

In turn, this means that purchasing and supply professionals need a minimum
level of legal knowledge - at least enough to know what they do not know - and
they should cultivate strong relationships with their legal teams or external
legal advisers.
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Remember
Contracts are complicated for a reason. Simplifying the
language might remove some of the protection intended

to be afforded by the wording - never do so without taking
legal advice,

Rl aio B b o 4

v s e o

Why model forms of contract exist

: Remember , ’
Standard terms are useful for low value, low risk, repetitive -
purchases. They are not appropriate for any purchase which
f warrants a full bespoke specification and tender.

I
When it is decided that standard terms do not offer enough protection for a
particular purchase (or supply) the question is: is it necessary to write a fully
bespoke contract? Not necessarily. Indeed, it is better to avoid doing so if possible.

Contractual disputes may seem many and varied, but in reality they all hinge on
a few variables, commonly: price and payment, timeliness of delivery, fitness for
purpose and defects (i.e. quality), management of the contract, data protection
| and property rights, warranties and guarantees.

FOther contractual aspects around ethical considerations tend (rightly) to be dealt

| with at supplier management level, rather than contract management level. The
dauses are written into contracts to provide the ultimate leverage in the event that
supplier management engagement does not achieve the desired results.

| How those variables play out depends very much on the nature of the industry ”
involved, but within a given sector (e.g., manufacturing, engineering, construction,
health care, accountancy) there will normally be a consensus view on the likely

problems and the best way of protecting both suppliers in that sector and
organisations purchasing from them. Once this is established, it is a relatively .
short - though not necessarily easy - step to develop a model form of contract to

cater for the sector.

A model form of contract is effectively a template. It sets out core wording to cover
all of the normal scenarios and problems in the context for which it is developed.
This means that anyone choosing to use the model form does not have to start
with a blank piece of paper and do this for themselves.

It also means that suppliers tendering (or purchasers buying) against a model
form are likely to have some familiarity with it and therefore be relatively
comfortable with most of its terms.

Examples of model forms of contract

Some examples of model forms of contract are shown in table 3.6.

Apply
Investigate via colleagues, other contacts or the Internet which
forms are used in the various sectors or a sector in which you

want to work.

Many of the model forms are subject to copyright so a copy
would have to be purchased in order to view them in detail. If
you can get one, look at it in detail.

"M
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The different forms follow a different structure and are designed for specific
sectors, but some principles apply across all of the standard forms. These

principles are as follows.
« Contract-specific detalls: parties to the contract, contract subject matter (that is
what is being procured/supplied), dates, etc.

« Standard common clauses, covering all of the items listed In table 3.5,
formulated in a way that is most applicable to the type of purchase normally

expected under the relevant form

» Schedules to

odel forms

cover pricing, specification and any other contract-specific detail

' Pr'pduc;:'eid- By/q'se' f;e- A

[ i
RS AL E_..n...’...‘. UL

IMechE/IET

i e 2 ot R

' CIPS

s
ITC

. subcontracts semces Bl

T [T KW!"'"HT O L] s i Ll e i o N
International Federation of Consulting Englneers construction

New Engineering Contract - a family of standard contracts
primarily used in construction in the UK; includes works,
consultants subcontracts serwces

S el Lot i R TR TR ‘t

jomt Contracts Trlbunal a famsly of standard contracts -
used in construction in the UK; includes works, consultants,

) G i ] 4
b s A Ty, e L3 e TS \.! 2 i .J.‘.us-. Ji ‘v«»-t—-l W i 8 -L.L

Australian Standards contracts - different contracts for a range
of purchase types including construction, consultancy, periodic

supply of goods

TV VIR R TR

industry forms including works, consultants, subcontracts,
mechanical and electrical - these are the most widely used
formsinternationally, induding by the World Bank: . c..iuses. |
Institution of Mechanical Engineers/Institution of Engineering
and Technology - two separate institutes that issue jointly

agreed model forms covering the design, supply and installation
of electrical, electronic and mechanical plant ‘including special

COﬂdithﬂS for the anculary development of software'“

0 W FOTIE T ST

Chartered instltute of Procurernent and Supply CIPShas
developed its own suite of standard forms of contract for

IT functions including: supply and installation of computer
equipment, support and maintenance of bespoke software,
;erwcmg,of compu;er equnprnent o lanodolviieo oot _,J“J

International Trade Centre - contracts specifically designed for
small companies doing international business, covering the sale

of goods, distribution, services and joint ventures

Table 3.6 Examples of model forms of contract

When searching

for model forms of contract, the results may show a heavy bias

towards the construction sector. There are a number of reasons for this.

* |tisasectort

hat has long had professional institutions which have traditionally

taken the lead in developing model forms in the interests of protecting their

members.

* Itis a sector known to have wide scope for contractual dispute and legal action,

which can be

avoided if good contracts are in place.
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b
» The nature of the procurement is such that the basic contractual requirements
L are relatively easily reduced to a common formula. 3.1

Mowever, the concept of the model form Is now expanding beyond construction
and many organisations have their own internal ‘model forms'’. These are often
derived from other forms, suitably adapted to specific circumstances and then
checked by legal teams for anomalies, clarity, compliance with the law, etc.

I
I

A newly Jormed procurement team creates its own
model forms

A property management company had grown to the
point where it needed to standardise contracts. Some .
aspects of the business, particularly in construction, }
were already using industry standard forms such 1
as those shown in table 3.6. Technical consultant
appointments (architects, quantity surveyors, structural
engineers and the like) were appointed on standard
forms issued by the relevant professional bodies. Much
of the other purchasing (services, supply of goods for
general business operations, ICT, etc.,) was done either
without formal contracts or on forms created from
scratch on a one-off basis.

>
B
-
17
X
M
o
4

b PO ias= " Teasline su <ok

This meant that there was a lack of consistency

across the organisation, that in some cases the same

consultancy firm might have different appointment

terms depending on which service they were providing,
and there were a number of risks in many other areas of

spend that were not covered.

=T B

A contract review determined that the construction
contracts were generally standard and the approach d|d
not need to be changed.

e F A -u.i' 35

R D T NN S e N

3

The technical consultant forms were revrewed and
a standard in-house template was produced which
could be used for any consultant appointment. Where
appropriate, this allowed for cross- -reference to the
relevant professional institute standards or wording,
allowing those professionals to be comfortable with the
familiar terms in some key areas while all other terms
and conditions were common to. all appointments. It
also permitted the same basic template to be used
for other types of consultant appointment where no
industry standard existed.

In the wider business, the national government ‘public
contract’ templates were taken as a starting point, and
again these were adapted to provide a model that '
worked within the organisation’s own context,

Solicitors were appointed to review the model %
documents for robustness (i.e. to check that they would
stand up to a Iegal challenge) and fairness. j

St s i 4l LA AN Sl i d
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G b il i A
The organisation now had a standard suite of contract
documents. which staff and suppliers could be trained

to implement ef[ectlvely

» Over the years, each of the models was kept under
penodlc and responslve review and updated to*
ensure that changes in regulations, codes of practice,
technology etc,, were reflected. (Periodic reviews were
" those carried out every two to three years; responsive
reviews were held whenever there was a change, for
ex ample ln relevant regulat[ons) E e

W“"F"“W -

Remember
Model forms contain core clauses that are standard, but

[ they are templates designed to be used with supporting
documentation that is project-specific.

How model forms of contract are developed

Traditionally, model forms of contract would be developed by professional
institutions with the stated aim of producing a contract which protects the
interest of its members. Many of these institutions would be supply-side bodies,
representing building contractors, consultants and the like.

More recently, standards organisations, national governments and independent

third parties have started to develop model contracts which are more balanced

I in representing the interests of both suppliers and purchasers. At the same

time, the original professional bodies widened the stakeholder representation

on their own development panels so that their models also became more

_ balanced and reflective of the wider interests. This progression ran alongside a

? general shift in attitudes in procurement and supply generally, away from the old
adversarial approach of supplier versus purchaser into the more modern world of
collaboration, partnership and joint working to improve outputs for all parties. |

The institutions and bodies named in table 3.6 - and others doing similar work

in different countries and for international organisations - usually have working
groups set up who meet at regular intervals to review how well the current forms
of contract are working in the real world and to look at possible improvements,
Such improvements might come about due to the following.

* Changes in national or international law

* Anumber of legal disputes have highlighted a particular ambiguity or weakness
in the contract

* Technological change in the sector creates new problems, risks or opportunities
that need to be catered for within the contract

. Involvement with such working groups can be a useful source of professional
development and growing influence for procurement and supply professionals.

Apply
' Seek out any working groups operating In the arena in which
you work.
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|

‘How to use a model form of contract :
3.

i'lhere is a danger in using a model form of contract that the person putting

it together thinks all of the work has already been done. This is not the case.

| Care must still be taken to ensure that the contract that results from using the
form protects the interests that need to be protected, on both sides, does not

' reate ambiguity or legal uncertainty, and accurately and completely reflects the

, agreement between the parties.

} A model form is just that: a model or a template. Every clause should still be
| reviewed to ensure that it is applicable in the precise circumstance in which the
| contract is being used.

I In order to carry out this task effectively and efficiently, procurement and supply
 professionals must be adequately trained in the use of contracts generally and

- understand the circumstances with which they are dealing. In some cases, in more
' complex transactions, procurement professionals will need to use legal advisers

I to help prepare contracts. One of the purposes of using a model is to ensure that

' the contract can be drafted relatively quickly and easily, but that does not mean

| blindly or without thought.

' Most models will have an accompanying guidance note. This note will highlight
| the following.

'« Blank spaces on the model form which need to be filled in (e.g., with names,
contact details, dates, other contract-specific information)

» Optional clauses that may only apply in certain circumstances and should be
deleted in others

» Options with a default position. A common example is defects periods: the
model might state that defects have to be notified within six months unless an
alternative period is stipulated; the default position is then six months, but the
contracting parties are free to insert an alternative period, 12 months being
common in construction.

« Schedules to be completed or attached 1

In addition, each organisation may have its own standard amendments that it
wishes to impose whenever it uses an industry model form. Purchasers may feel
that, despite the involvement of stakeholder groups in designing the model, it

is still unduly biased in favour of the supplier and requires additional changes.
Where these changes are standard to the organisation (i.e. they are used on
every contract) a model form of amendment can be created which acts effectively
as a further schedule to the contract, provided that it is properly referenced by
amendment to the main contract clauses.

Amending a JCT contract ~ ~ .o i
A company that regularly uses the JCT Measured Term - &
Contract for maintenance works to its buildings has a '
standard set of amendments that it requires suppliers
to agree to on all of its projects. These are setoutin a
format that can simply be attached as a schedule to the '
contract. To ensure that they are properly embedded
in the contract, however, requires the main body to be
amended by the addition of another ‘article’ (see table

1.6 if you need to review what an article is).
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The model adqnional article in the contract guidance

b notes is; {
" ‘Article 9 Insert new Article 9: Amendment LO conditions

the Conditions shall have effect as

This Agreement and
modified by the amendments set out in the Attached

“Schedule of Amendment to Conditions”.

T A —

This amendment was generally handwritten onto the
printed form of contract and initialled by both parties
until electronic versions of the form came into use when

it could be properly incorporated within the final text.
et e vl i ) el
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t a particular amendment within the standard

Of course, there is always the risk tha
dments

amendments may not be needed on a particular project, or that other amen
which are non-standard are needed to cater for unusual circumstances.

This underlines the need for contracts to be considered carefully on a project-by-
project basis by personnel adequately trained to understand both the technical

and legal aspects of them.

There is a view that model contracts should never be amended. They will always
need the completion of the project particulars and schedules, but (the view
holds) the key clauses should never be changed beyond the options that are
allowed for within them. This view holds that either a model contract is suitable
for the project, in which case it does not need to be amended, or it is not, in
which case a project-specific contract should be drawn up. There is no definitive

answer to this.

Any change to a model contract creates risks that the internal logic of the contract
3 gets broken (e.g., cross-references between clauses cease to make sense if some

of themn are deleted or changed; or the order of precedence becomes confused; or ‘

payment periods say one thing in one circumstance that is not reflected elsewhere). |

Changes also alter the ‘balance’ of the contract in favour of either the purchaser or
the supplier. This is usually the very reason for making the changes, but the other

party may feel that it is a step too far.
The opposing view, which says it is better to amend a model than to write a
bespoke contract, rests on the fact that the parties will generally be familiar

with the model. They are therefore happy to work with it. They understand the
mechanisms (for payment, dispute, etc.,) that are embedded in it. This makes for

a certain ease in the relationship between purchaser and supplier during both the
tender stage and (at least the early) contract stage. It avoids unnecessary resource
deployment to review what are familiar and standard clauses ‘just in case’ there is
something to worry about. The things that have not been amended are ‘knowns'

and only the changes need to be reviewed.

’ Once the contract is in place, contract management proceeds as it would under
any other form, with the exception that it is useful to keep an even closer eye on

’ legal developments. Many legal firms offer free newsletters that include recent
case law on disputes where standard forms have been used. These can inform

how an organisation uses them in future.

Remember
> } When amending standard forms be careful to ensure that all

cross-references have been appropriately amended.
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Figure 3.3 Key steps in using model forms of contract

Apply
Investigate via colleagues, tutors or the Internet whether there
are any model forms of contract that apply to your areas of

CHAPTER 3 Key clauses that are included in formal contracts

31

work or interest. Who produces them? Is there any indication as '
to which stakeholders have been consulted? Consider what you
might need to know if you wanted to amend any of their terms.

Advantages and disadvantages of model forms
of contract

It should be clear by now that there are both advantages and disadvantages to
using model forms of contract.

Drsadvantages

kit il gty i ;
_Poorly trained staff may use templates
‘lncorrectly or choose inappropriate
‘model.

Y s = " l
‘Saves time and resource draftmg 3
bespoke contracts.

 Both suppliers and purchasers famullar
and comfortablé with main terms.

Spec}Fc to sector or purchase type.

measure of legal certalnty on court's_
response to disputes.

[T PR VR

Figure 3.4 Advantages and disadvantages of using model form contracts

}Amendments to published templates '
an create ambiguity.

ay become out of date If not
reviewed regularly.

‘May be biased (supplier or purchaser) i

depending on ownership.of the model

Check

i

Describe the development and use of model forms of contract. |
What advantages are there in using them?
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Recognise examples of contractual
terms typically incorporated into
contracts that are created with
external organisations

This section looks at the some of the key terms that are typically Included in
commercial contracts, in particular those covering liabilities and indemnities,
insurances, subcontracting, guarantees and liquidated damages, as well as tho
relating to labour standards and other aspects of ethical sourcing. All of these
will generally be covered in the standard clauses where model forms of contract
are used.

Key terms in contracts

Liabilities and indemnities

Virtually all contracts will include a number of clauses on liabilities and
indemnities. The relevant section may actually be headed ‘Liabilities and
indemnities’ or it may be something like ‘Injury, damage and insurance’ (JCT) or
‘Liabilities and insurance’ (NEC).

First, it is necessary to understand the concepts.

* Inthe contractual context, having a liability means being legally responsible
for something. The person to whom the liability attaches is legally or
contractually responsible for paying compensation for any injury, loss or
damage that has occurred.

* Some liabilities only come into being if there is some kind of failure by the party
concerned, for example, negligence or poor workmanship. Others are set down
in law as being absolute without any need to prove fault. The latter are known
as strict liability.

* Anindemnity is a security or protection against loss. Accordingly, for one
party to indemnify another means that it will offer that protection. For
example, if the purchaser suffers loss because of a supplier’s product or
service, the indemnity provided by the supplier is the contractual obligation
to make good that loss, usually by way of financial compensation or
reimbursement,

Clearly it cannot always be possible to know in advance the nature of the possible
loss or the extent of the compensation that might be required. It is common,
therefore, for the parties to a contract to seek to either exclude or limit (either in
scope or by value) their liability.

Table 3.7 sets out the key aspects of liability and indemnity clauses and things to
consider when agreeing to them.,
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Tiquidate Sets out the circumstances in which liquidated damages may be charged (normally
damages 1 late delivery) and the rate at which they will be charged, e.g., $300 per week,

Negligence of the .
‘other party
-

[Limiting scope of

| of consequences? These are impossible questions to answer. They resultin legalt'-
and financial uncertainty and are best avoided. Thus: indirect and consequential

Transfer of

liability - often
called transfer of
risk

4| Where goods are being supplied or materials incorporated into works, the
4 contract must state the point at which the liability for damage to them transfers

A following wording:
. ‘Client's liabilities [include]... loss of or damage to any Plant and Materials after
% they are included in the affected property...
A Contractor’s liabilities [include)... loss of or damage to any Plant and Materials
A before they are included in the affected property.”®
So, at the simplest level, loss or damage to spare parts for a boiler is the

M contractor's (supplier's) liability until they have been fitted, when they become
| the client's (purchaser’s) liability. Note that this is loss or damage to those parts,

Some liabilities cannot be excluded. Where a strict liability exists in laws, or wihere
the action is a criminal offence rather than simply a contractual matter, then
the contract will generally confirm that neither party excludes its liability to the %

other party.. . ... . . “«.ﬂ

It would clearly be wrong for one party (say the supplier) to be held legally
responsible for consequences that only occurred because of the negligent act of
the other party (the purchaser).

If the client's (i.e. the purchaser’s) action contributed to the event but it was not
solely responsible for it, then the contractor’s (supplier’s) liability is only reduced,
not fully removed.

e ag e o e A et L e AT v ’ A
Indemnity clauses may include complex language that results from trying to !
cover all angles. This is more likely in common law countries, such as the UK, the']
USA, Singapore and Australia, than those with a civil law code such as Turkey, 7
Vietnam and most of Europe (except for the UK, Ireland and Cyprus). In the
civil law countries, the definitions are more likely to be embedded in the code,
making the contract simpler, ... . . _ s

1
1
L

Organisations need to plan how they will meet any liabilities in the event

that they should need to. No business would willingly accept an open-ended
financial liability. The question is: at what figure should the liability be capped?
Commonly, suppliers might seek to restrict it to the value of the fees being paid
under the contract. However, the potential loss could far outweigh those fees.

Indirect losses are virtually impossible to calculate. How can the cost of ‘loss of 1
goodwill' be measured? (A drop in share price, perhaps?) And over what time

period? And if goodwill returns (and share price rises) is the loss then mitigated
such that compensation should be repaid? Where would you draw the linein = .
the remoteness of the indirect consequence, either in time or through a chain 4

loss are generally excluded. .. . oo

SR et et - L S SCr SRR AL SIRVSUIE. SRS #5391

from one party to the other. The NEC4 contract, for example, includes the

not caused by them, which would be a different matter.

This may be set out in the ‘liabilities’ section of the contract, or may fall under an X
‘ownership and risk’ clause. Note that ownership and risk may not necessarily

W transfer at the same time. Goods might be paid for in advance so that S

ownership is then with the purchaser, but the risk (the liability) remains with the
supplier until they have been delivered.

Table 3.7 Things to consider in respect of liability and indemnity clauses
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nsurance

\n arrangement
vhere a fee is paid

O one party (the
Isurance company)
o that it will accept
ne risk and meet
ny costs that would
ormally fall to the
erson who has

1e legal liability for
1em. Effectively the
sk is transferred
‘'om the person with
1e legal liability to
1€ insurer

Remember
Liability is a legal responsibility and indemnity Is a promise to
 meet the costs arising from the liability. Contract terms may

seek to limit liability by placing a financial limit on indemnity
levels.

Insurance

The concept of insurance is familiar from our domestic and personal lives, It
operates exactly the same way in the commercial world.

For those who may not have given it much thought, a definition might be helpful.
Insurance is an arrangement where a fee is paid to one party (the insurance
company) so that it will accept the risk and meet any costs that would normally fall
to the person who has the legal liability for them, Effectively the risk is transferred
from the person with the legal liability to the insurer.

To be clear: the legal liability does not transfer to the insurance company (known
as the insurer). It merely agrees to meet the costs on behalf of the party with the
liability, up to an agreed limit. ‘

Insurance works by way of a pooling of risk. The insurer takes a fee and agrees
to meet any costs resulting from the risk event actually happening, in given
circumstances and up to a pre-agreed financial limit. This works because in the
scale of the insurer’s business, relatively few risk events will occur, and the fees
(premiums) paid together with investment interest earned on that money will
cover any payments that do need to be made.

Why is insurance referenced in contracts?

In commercial contracts, where liability has not been limited - and in many cases
where it has - the sums involved are significant and can run into millions of
dollars. The impact of having to meet such an exceptional cost, particularly for a
small firm, could be catastrophic. The scale of the compensation will undoubtedly
disrupt the business of the party having to pay by impacting on cash flow, making
it harder to pay bills on time and/or to obtain credit finance, meaning it might not
be able to obtain the materials and components needed to fulfil orders, etc. In the
worst case scenario it could cause the financial collapse of the business.

This is not just a problem for the supplier concerned. It also becomes a problem
for those purchasers with whom it is in contract: both the purchaser on the
contract where the problem has arisen, and the others who might find their own
orders delayed or unfulfilled.

To avoid this it is standard practice for suppliers to insure against having to
make such payments and, indeed, for the contract to require them to do so. The
contract will often set out the type and level of insurance cover required.

Clauses relating to insurance normally fall within the same section of the contract
as those relating to liability and indemnity.

Types of insurance cover referenced in contracts

The most usual forms of cover are as follows,

* Employer’s liability - a legal requirement for any company that employs staff,
this covers the duties of care owed by an employer to those staff; for example,
compensation for injury suffered in the course of their employment.
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Public/products liability - sometimes known as ‘third-party cover’, this relates
to any injury, loss or damage caused by the company’s products, or on its 3

premises, or as a result of the actions of |
« Professional indemnity cover - this relates to losses that occur as a result of
poor or negligent advice that is given in a professional capacity (for example, by
accountants or engineers).
e Goods in transit cover - this is for damage caused during the delivery process.

ts personnel.

s o

» Works/buildings - this is cover for partially completed building works, or the
buildings in which they are being carried out.

I Table 3.8 sets out the things to consider in respect of insurance clauses.

! Insurance is a specialist area, and procurement and supply professionals

| are advised to consult their insurance advisers (whether these are in-house
specialists or external consultants) on the adequacy of the clauses they have in

| their contracts.
Employer’s liability cover is normally a statutory legal requirement.

’| Although the claims that arise may be completely unrelated to the

| contractin hand, having evidence that such cover is in place gives comfort
that the supplier is running a responsible business and complying with

| the law, and that one of the potential risks that could disrupt its cash

.| flow (and therefore its ability to meet its contractual obligations) is being 7|
| properly managed. There is also an ethical dimension in that it indicates o
‘| that the employer has to sorme degree considered ts duty of care toits
| employees. Minimum values are normally set by law. . -

n{!oye'r"s iia;biity
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Public liability and products liability are often linked, but depending on the

nature of the purchase, it may be that only one or the other is required.

A consultant who purely provides a service with no tangible goods being |

¥ involved is unlikely to need products liability, but may well need public

A liability.

" For example, the catering company that runs the office canteen will ‘
d have liability for the service it provides and equipment within the

i canteen area (public liability) and also for the food it prepares and sells

1 (product liability), whereas a management consultant who simply comes

4 into the office and talks to senior leaders would probably not need

A product liability. However, they may need public liability cover, as well as

professional indemnity cover.

Public/products liability

| Professional indemnity This covers professional advice which is relied on by the purch
t it includes services such as legal advice, accountancy, audit, project
|| management, investment advice, and also technical design services

.| such as those provided by architects and engineers. It is important to

| understand the concept of Pll, because the fact that insurance might be
| required is not always obvious.

it might be clear that a structural engineer needs such cover, but what if :
an engineer has not been appointed and the design is being produced by %

| the building company?

151



. .
CHAPTER 3 Key clauses that are included in formal contracts ———""

Whoever ‘owns' the goods while they are moving between the supplier
and the purchaser, there |s a risk of them being lost or damaged en route.

Goods in transit
1 K
it is sensible for them to be insured against such loss. The relevant clause

v . b
4 {

T i o et
.

q?: ¢ should set out who s responsible for arranging and paying for such Icover.
& ; which may or may not be the company that owns the goods at the time

b 'i \

A 4 they are moving.

. ' > R A——————_CEREE U R

orks/buildings in which | The insurance of partially com pIeFed works Is a complex bus?ngss.
works are being carried Model forms usually set out a variety of options as Lo who will |‘nsure the
out building, who will insure partly completed works, and any requirement
' | for policies to be in joint names of both client and contractor (purchaser
and supplier). Those working or wanting to work In construction-related
sectors could usefully obtain one or other of the standard forms of
| contract used locally in that sector and compare the _cljfferent options.

s d s s ates Al
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Level of cover required § Insurance is provided for a fee. One of the things that influence the level

{ of the fee (or premium) is the level of cover provided in financial terms_;.
| Cover for $20 million will cost significantly more than cover for $5 million.

 Contract clauses normally stipulate a minimum level of cover needed.

.

_'-, There is no definitive rule on how this is calculated, though purchaser

3 organisations normally have a standard requirement. This should be

¥ reviewed periodically to ensure it is still adequate. Specialist advice should
|| be taken.

A The key thing for the procurement professional to remember is that there

& is a cost-benefit analysis at work here. Any decent supplier will have

1 insurance cover. If the purchaser wants a higher level of cover, this will be
| an extra cost to the supplier, who will seek to recover that cost through its

contract pricing. The questions for the purchaser are: what are the risks,

how likely are they to occur, what is the likely damage if they do occur,

#| does that warrant the extra contract price?
] R T T R A e S T RS R
. WAggregate or 'each and | Insurance clauses, when stating levels of cover required, will refer to
every' | ‘aggregate’ cover levels or ‘each and every claim’ levels. Aggregate cover

means that the total claims under that policy or in a given time period
(often 12 months) cannot exceed a given level. If there are several claims
in that period, the later ones are unlikely to be met.

‘Each and every claim’ cover means that the financial limit applies to each
individual claim, no matter how many claims are made.

'Each and every claim'’ obviously offers better protection but comes at a
higher cost. i
‘ Itis rarely possible to provide finite detail of the cover required within the
§ contract terms, so this will normally be done by the use of expressions

4 such as 'in respect of all customary risks'.

cope of cover

@ This wording is necessarily vague, so it is important that the procurement
i #| and supply professional knows what those risks are and that they are
: catered for within the cover provided. From the purchaser’s perspective,
supplier policies should be checked, not just to see that they are in
date, but that they do not include restrictions on things like working at
: height, working in other legal jurisdictions, methods of transportation or
el ... whatever might be relevant to the contract concerned.
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E Auditability of insurance | Having created a contractual requirement for the insurance to be in a

P B place, the purchaser should then also ensure that it has a right to access

i § evidence of cover. Ideally, the contract should go further and allow the

' purchaser to put in place insurance itself if it is not satisfied that the

i B .| contract requirement is met, and to reclaim the costs of doing so. | =
E—.‘ | Sample wording:

The Contractor shall give the Client annually upon request and in any

h | event annually upon renewal copies of all insurance policies referred to in ¢
’ this clause or a broker's verification of insurance to demonstrate that the

E appropriate cover is in place, together with receipts or other evidence of
payment of the latest premiums due under those policies.’

4 If, for whatever reason, the Contractor fails to give effect to and maintain %
| the insurances required by the provisions of the Contract, the Client may /
make alternative arrangements to protect its interests and may recover
the costs of such arrangements from the Contractor. .

Table 3.8 Things to consider in respect of insurance clauses

Remember

Insurance is used to make certain that the offending party can
meet the financial costs of its liability in the event of a claim.
Contract terms should be used to require that subcontractors
are also appropriately insured.

Check

Describe the key features of liability and indemnity clauses.
How are they used to try to limit the risks?

Subcontracting
Commercial contracts are often layered, with a main contractor or supplier ‘I

appointing other contractors or suppliers to fulfil an aspect of the order. This

second contract, sitting underneath the first one, is called a subcontract. For Subcontract
example, a council may contract with a building company for a new school. The A contract that sits
building company will likely do some of the work itself but appoint specialist Eﬁ:{i";-t'; g:;‘;;'y
firms to provide some aspects of it, such as the plumbing or the scaffolding. This partly governed by
is subcontracting. There may be several layers with sub-subcontracts and so on. a higher contract to
Generally the expression ‘sub-subcontract’ is rarely used. When talking about a deliver part of the
subcontract, it means one that sits underneath a higher one, is directly related to requirements of
it and often partially governed by it. that higher contract.
There can be several

layers of sub- and

The layers of contracts are often referred to as ‘tiers’, so a tier 1 supplier is one
sub-subcontracts

with whom the purchaser has a direct contract, a tier 2 supplier is one with
whom that direct supplier has a contract, tier 3 would be the next level down,
etc., (see figure 3.5).
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Figure 3.5 Contract tiers

The contract between the tier 1 supplier and the tier 2 supplier may or may not
be a subcontract. The direct relationship between the two contracts is important.
To go back to the example of the builders of the school: the plumbers appointed
to install the water and heating systems, etc., are subcontractors. Their contract is
tied directly to the main building contract. By contrast, the builder’s contract with
the suppliers of bricks normally would not be a subcontract. The builder would be
buying bricks anyway, possibly a different number, possibly a different type, and
certainly for delivery to a different place, but the relationship between one specific
building contract and the need for the brick-supply contract is less direct. It would
therefore usually be a standalone supply contract. However, both the plumbers
and the brick suppliers are tier 2 suppliers.

Note: subcontracting can occur, not just on works projects, but also on those for
the supply of goods and/or services. The expression ‘subcontractor’ is normally
used regardless of the nature of the supply, simply because it is easier to say.
‘Sub-supplier’ is sometimes used in respect of supply of goods contracts. On
services contracts the term ‘sub-service-provider' would never be used. It would

always be ‘subcontractor’.

Why is subcontracting referenced in contracts?

There are a number of reasons why the purchaser will want to control the

supplier's subcontracting.

+ Supply chain: a lot of effort is put into choosing a supplier, ensuring that
it is financially stable and can deliver the contract and trade ethically, etc.

That work is wasted if the chosen firm simply passes the contract down to a
subcontractor who may or may not have been vetted to the same degree. The
more layers there are, the less the purchaser will know about the person who



is actually doing the work for them. There is a need to control the choice of

subcontractor to some degree.

Contract terms: having agreed the terms of the contract, the purchaser may
wish to ensure that these are reflected in the subcontracts. For example,

an ethical purchaser may wish to ensure that payment terms in subcontracts
reflect those in the main contract. See the case study ‘Subcontract

payment terms’.

Liability: the purchaser needs to ensure that even if some of the supply Is

subcontracted, the main contractor remains legally liable for fulfilling the
contract. They cannot simply blame the subcontractor for any faults and

walk away.

s Case study

T g e A it
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Large construction companies subcontract a lot of the d
actual building and installation work to smaller firms.
They are known to have very long payment periods,

i.e. the period between the subcontractor invoicing - i
and actually getting paid. Ninety-day periods are not
uncommon. This means that many small firms can be’ | ‘?
waiting three months or more to receive payment which
obviously causes them cash-flow problems. -

This would be understandable if the construction
companies themselves were waiting similar periods
to receive their income. But often this is not the case.
When carrying out work for public sector clients the
payment period will normally be 30 days. /. . "

As a result; the large firm is holding (and investing)
money for two months before paying it across to the - - =
firm that actually did the work. For some firms this deiay
is actually part of their business model. The income
from that 60-day investment period enables them to

offer more competitive rates to the purchaser and so, in .
theory at least, win more business. - ORI

However, this is at the expense 0 of creatlng nsk further
down.the supply chain.". R s

The risks are being carrned by small to medium- sized--
companies, who often do not have the buying power

to negotiate better terms with the main contractors.
This was seen to be such a problem that the European .
Commission decided that - where they have some
influence on contract terms, namely in the public
sector ~ contracts and all subcontracts should have a
requirement that payment terms throughout the supply. . 7
chain for a public contract must be no longer than
30 days. In Europe this is now required by the Public 3
Procurement Directive 2014. %
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Table 3.9 sets out the things to consider in respect of clauses relating to
subcontracting.

ere may be valid reasons not to allow any subcontracting, particularly

| if working on contracts that may have security or defence implications

| or include commercially highly confidential information on radically new
il products or processes.

# 1t is normally accepted, however, that properly controlled subcontracting
is beneficial for purchasers, suppliers and the economy generally. It allows
smaller firms to survive, increases competition, spreads the risk, etc.

Do you wish to permit # Th
Esubcontracting at all?

H The latest public procurement rules in the EU (Public Procurement

#I Directive 2014/24/EU) include a provision that suppliers must be

A permitted to rely on the resources of others. In other words they must be
A permitted to subcontract. However, purchasers are permitted to include

| reasonable rules on how they do so.
4 Sample wording;
{l The Contractor shall not without the prior consent of the Contract

M Administrator subcontract any Order or part of an Order. Such consent
4 shall not be unreasonably delayed or withheld.""®

-How much control In most cases contracts can rely on a generic need for approval anda
_over the selection of | statement that it will not be unreasonably withheld, but that raises a
.subcontractors doyou .| question as to what ‘unreasonably’ means. In what circumstances would
.&r}eed? : | it be reasonable to withhold consent? Normal requirements will not

3 ‘| need to be expressly stated. For example, if a licence or qualification *

= | is required in order to be able to provide a given service, rejecting

/| a subcontractor without such a licence or qualification is clearly f
reasonable. If certain assurances are required which are not so clear-cut,
:{ so that the reasonableness of them might be questioned, it would be

e

B ; ~| better to be explicit. Specific measures to ensure secrecy might come

P into such a category. .« .. ... i ot

éj‘f 1 RO TERE '..’."f.:..;'rié.‘»l".y_".:?.ﬁ.‘;» E e N B AL O T L (A T EARRR T 11

“What influence over 4l Do you want to ensure that subcontractors are paid promptly? Do you
subcontract terms do you need to ensure that data protection measures included in the contract
want? : - "4 are also in any subcontracts? Are the insurance requirements the same?

Sample wording controlling payment (based on template clauses
provided by Crown Commercial Service, an executive agency and
trading fund of the Cabinet Office of the UK Government - the clauses
cross-referred to relate to payment within 30 days, prompt notification
of queries on invoices, etc.):

& ‘Specifically where the Contractor enters into a Subcontract with a
f',_ -4 supplier or contractor for the purpose of performing its obligations
R 8 under the Contract, the Contractor shall include in that Subcontract
4 provisions having the same effect as clauses 1 to 3 of this Agreement;
and a provision requiring the counterparty to that Subcontract to include
in any Subcontract which it awards provisions having the same effect as
A clauses 1 to 4 of this Agreement. In this Clause 4 “Subcontract” means
a contract between two or more suppliers, at any stage of remoteness
. : 4 from the Client in a subcontracting chain, made wholly or substantially
‘ 4 for the purpose of performing (or contributing to the performance of)
‘ : .. a4 the whole or any part of this Agreement."”
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8 A somewhat simpler sample wording controlling insurance is:

e as a minimum, the Contractor shall ensure professional indemnity
' insurance held by the Contractor and by any agent, subcontractor or

.-': of not Ie;s than £5,000,000 for each individual claim or such higher limit
4 as the Client may reasonably require (and as required by law) from time
4l totime.

B L s Lo EEE TR - B e

Wording must be included to ensure that all legal liability stays with the

main contractor.

Sample wording:

\| 'The Contractor shall be r'esponsible for the acts and omissions of its

| Subcontractors as though they are its own."® i e |
) i P T L I T T T T I e ol e S, * a2t e o A SRR
ear in mind that

| When deciding how far to control subcontracting b
4 any restriction on the main contractor being free to choose its own
4 subcontractors may have an impact on the price paid by the purchaser.
A Restrictions might limit the number of potential subcontractors, thus
{ driving up price as a result of less competition. It might mean that
P the main contractor cannot use its normal subcontractors, increasing
: l the administration costs of its subcontract management as well as
# potentially resulting in a directly higher price.

consultant involved in the supply of the Services has a limit of indemnity

4

0

Table 3.9 Things to consider in respect of clauses relating to subcontracts

Remember
Contract terms should be used to control subcontracting,

including whether it is permitted at all and any specific terms
that may be necessary in the subcontracts, regarding payment

terms, insurance, etc.

Guarantees

A guarantee is a formal written assurance that certain quality conditions will
be fulfilled, and it provides a specific remedy if they are not, for example, that a
product will be repaired or replaced free of charge if it fails within a given time

period.

Guarantees could apply to services, but they are much more common in respect
of goods, whose lifespan will go beyond the actual contract under which they are

provided.

The guarantee outlives the contract. A hotel chain may have a one-off contract for
the supply of mini-refrigerators to be installed in guest bedrooms. The contract
itself is completed once the refrigerators have been delivered and paid for, but the
guarantee could run for two years.

The more complex the product being purchased, the more likely that a guarantee
is required; also the longer the purchaser will want the guarantee to last. From
the supplier’s perspective, there is a cost to providing a guarantee. Some products
will fail within the guarantee period and will need to be repaired or replaced free
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of charge. However, assuming the supplier has good quality control that number
should be very small in comparison to the total numbers being produced and
sold. Therefore the value of the guarantee to the purchaser is much greater than
the cost of it to the supplier.

Table 3.10 sets out the things to conslder in respect of guarantees.

0 you need a guaranteesl How likely is it that the product will fall and how much impact does such

a failure have? If it is very likely to fall, you should not be buying It at all.
If it is not likely to fail but failures are costly to rectify then a guarantee is
essential. The numbers of the product you are purchasing should also be
taken into account. The more of them you buy, the more likely you are to
get a faulty one.

How long does the

1 AT

uarantee need to be? | the nature of the product this could be anywhere between two and ten

years. Extended guarantee périods will be offered but these may be
at an additional cost. In many cases it will not be worth paying for the
extra period, because the kind of failures covered by guarantees tend to

et g b e

What needs to be
included in the
guarantee?

4 This depends on the nature of the product. In some cases a simple
replacement is the easiest and cheapest solution for both purchaser and
supplier. However, if the product is a component that has been installed
in a building or is part of a larger piece of equipment, it may be more
convenient to repair rather than replace it.

If the repair option is the most logical, be careful that it is full ‘parts and
labour’ cover. The replacement part might be relatively cheap but fitting
it could be expensive. The effect of the guarantee must be to put the
product back into good working order.

Thought should also be given to what kind of faults or failures are covered
by the guarantee. Accidental or wilful damage, for example, will not
normally be covered.

Consider response times. The thinking that would go into a repairs and
servicing contract should also be given to a guarantee. The more complex
the guarantee offer, the longer the wording of it will need to be, and it
may be sensible to include it as a separate schedule to the contract, or to
embed it as part of the specification.

= e i Gl g TR R TRV ALY AT ST A A0 [ fn ] D I, %
" Most manufacturers offer a standard guarantee period. Dependingon™ ~

| happen early,orvery late in the lfe of the products i s, 4

1

Table 3.10 Things to consider in respect of guarantees
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Liquidated damages

‘Damages' is the legal term for financial payments to compensate for a loss of
some kind. Damages are paid when it is not possible to place the injured party in
the position it was in prior to the injury or loss occurring.

‘Liquidated damages’ - sometimes also called ‘liquidated and ascertained
damages’ - are damages whose amount is predetermined during the formation
of the contract as being payable for a specific breach of contract. They are most
commonly used in respect of late delivery.

Liquidated damages are specifically intended to be compensation and not a
penalty. The object is not to penalise the supplier, but to redress the loss or extra
costs that the purchaser incurs as a result of the lateness of delivery. The figures



are either set out by the purchaser as part of the contract terms information

provided at tender stage, or they are agreed between the parties during the
contract negotiations. In either case they must be a genuine pre-estimate of loss.
It is useful to keep a record of how the estimate was arrived at. That document
has no legal standing in the context of the contract, but could be useful if the

reasonableness of the estimate is subsequently challenged.
Table 3.1 sets out the things to consider in respect of liquidated damages.

hich breaches of N Liquidated damages are only appropriate when
contract should carry]| there is no other suitable remedy. Anything that can
liquidated damages? { be fixed’ should not carry liquidated damages as a
4| remedy. Quality issues, therefore, must be addressed
in a way that improves or rectifies the quality.

They are most usually found in respect of late delivery.
Once delivery is late there is no way that it can be
3 made ‘not late’, so damages is the only solution.

i Wrm
b nd

stimating the sum The hqu:dated damages f’gure must be a génuine
estimate. Think about what the impacts of the
lateness are and how that converts into financial
loss. For example: late completion of a building
involves loss of rental income, additional interest on
loans which cannot start to be repaid until the rental -
4| income commences, salaries for staff who have been: ﬁ
recruited but cannot start work until the buildingis &
available, lost orders if the building is a factory and 3

' cannot go Into OPEFEtIOI'I on. time, EtC ok

-_.. \F R T g

The losses for the purchaser are rarely one-off costs,

Tying the figure
‘to the degree of they mount up as the length of delay increases. The
lateness contract term should therefore express the damages

as a sum of money for a period of time.

Sample wording:

The rate for liquidated and ascertained damages shall
be $3000 per week or part thereof.’

e, St i e TPIr—

Process for claiming The contract should also set out how the damages )
damages ‘| are to be claimed. This will normally require a specific
notice or notices to be given to the supplier stating
that delivery is late and that damages are being

claimed.’

i e

The contract may also need to state whether the

supplier must literally pay the money to the purchaser‘;
or whether it will be deducted from any payments still|
| to be made on the contract, The latter is common, &
.| butit must be made clear that the damages due are *
“| to be considered a debt between the supplierand  #
‘| purchaser - this may enable interest to be claimed if
|| there are unreasonable delays in payment and may
also enable a right of set-off against other contracts ;
between the parties. .

il
¥
.
By
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Table 3.11 Things to consider in respect of liquidated damages

Right of set-off
The ability of a

purchaser to deduct
debts that are owed
under one contract
from payments that
are due on a different

contract
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Labour standards and ethical sourcing

Ethical behaviour in contracting Is becoming increasingly important. |l=9r any
business to survive there are two aspects of its reputation that are critical: what
investors think and what consumers of its products or services think. If a bLlISII'IESS

5 is tarnished by association with poor labour standards, either directly or in I.ts
supply chain, or other failures in what might broadly be called.'ethical sourcing',
then one or both of two things is likely to happen: investors will not want to invest,
so the business capital will become strained, and/or purchasers (commercial or
consumer) will not want to buy the product so sales will diminish. The net impact of
both of these is a fall in share price, which undermines confidence in the business
further. This could be a vicious cycle that ends in the total collapse of the business.

In practice that rarely happens. It appears that public and economic confidence
in businesses, even those that exhibit shocking ethical failures, is relatively
resilient. The death of textile workers in Bangladesh makes global news, but the
international companies whose garments they were producing seem to recover
very quickly from the headlines. Nevertheless, those international companies will
need to spend significant time, effort and resources dealing with the association.

This underlines the fact that, as much as everyone wants to believe that businesses
care about labour standards and ethical sourcing because it is ‘the right thing to
do’, the reality is that we live in a capitalist society where the right thing’ is a much
easier sell to boards and directors if it is also a ‘business beneficial thing’ to do. In
law, the first duty of a limited company is not to the society in which it operates,
it is to its shareholders. If those shareholders are overall ethically minded - which
is a slowly improving probability - then ethics will have a strong hold on company

¥ decision-making. If those shareholders are purely in it for the money, then the
ethics angles have to be shown to be value-for-money angles as well.

¢ Procurement and supply professionals are advised to understand the motivators
of their own organisations and those of the firms with whom they contract, not
because this will change how they behave but because it may need to change how
they phrase the message.

CIPS is committed to ethical sourcing and ethical contracting, to the extent that

it has introduced its own ethics test, which all members are encouraged to take
and all Fellows and Chartered Professional members are required to renew on an
annual basis.

Apply
) Go to the CIPS website and search for ‘ethics’ for further

information on its ethics test.

The use of contractual terms to promote and enforce labour standards and other
aspects of ethical sourcing is only one of the tools available to procurement
personnel. Joint working and education arguably have far bigger parts to play

in driving improvements in these areas, but these would be less effective if

the supply chain companies who fall below standard did not appreciate that

2 eventually they will lose contracts as a result.

Remember
Contract terms are one tool to be used in seeking to impose or
| encourage ethical sourcing in the supply chain, but they must

be supported by a right of audit to see what actually happens
on the ground.

!




Terms that apply to labour standards
and ethical sourcing

Labour standards

MLabour standards’ refers to the terms and conditions of employment of the
workforce, particularly the non-professional workforce who are generally the
| lowest paid and most vulnerable members of an organisation’s human resource,

[ In the capitalist economic system that exists in most of the world, the
organisations (who are the owners of capital) have much more power than
| individuals (who produce the labour). The rights and wrongs of this are a matter

| of private conscience and political opinion. The issue for the procurement and
| supply professional is to ethically manage t

| with laws and standards in this area and (b) does not unnecessarily exploit
- labour providers in situations which are not governed by specific regulations or
. standards,

}Of all the ethical considerations in contracting, labour standards is the one with

the longest history. Current standards primarily derive from the work of the
¢ International Labour Organization (ILO).

| The ILOis an agency of the United Nations, although having been founded under
the League of Nations in 1919 jt pre-dates the current UN. It has 187 members.

The only UN countries who are not members of the ILO are Andorra, Bhutan,
Liechtenstein, Micronesia, Monaco, Nauru and North Korea.

The standards laid down by the ILO cover the following.

The right of workers to associate freely and bargain collectively. This is what
many people will understand as the right to be a member of a trades union
and to have that union negotiate their terms and conditions.

The end of forced and compulsory labour: slavery in other words. The current
expression is ‘modern slavery’ because ideas related to what con
have expanded since the 18th and 19th centuries to include such things as
debt-bondage and travel restrictions enforced by the holding of passports or
identity papers among other things.

* The end of child labour. The UN declaration on human rights includes
provisions that everyone has a right to education and that education to
elementary level shall be compulsory. Clearly this can only be made to happen
if children are able to attend school, which in turn means that they need to not
be in paid employment that impinges on their education.

The end of unfair discrimination among workers on the basis of race, national

origin, religion, gender, gender identity, sexual orientation, or physical or
mental disability.

These standards are agreements between nation states who are the members of

the ILO. The obligation created by the agreements is for those countries to apply
the provisions of the agreements, which is done by creating national laws,

Not all national laws on labour standards derive from international agreements.
Some may be wholly home-grown affairs. A common topic in many countries in
recent years has been that of a minimum wage. Legally enforceable minimum
wage levels exist in the vast majority of UN member states, but they do so in
different formats. In some countries the minimum wage only applies to public
sector employees, in others it applies to all. In some it varies by age, in others
by occupation. In some countries it is set at national level, in others it is set in a

heir contracts in a way that (a) complies

stitutes slavery

Debt-bondage

A person's pledge of
labour or services
as security for the
repayment of a debt
or other obligation,

where there is no
hope of actually
repaying the debt
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more devolved fashion. In the UK a minimum wage is set by the government, with
variations according to age and geography (a higher rate applies in the London
area), but there is still a long ongoing campaign to raise the legal minimum or,
failing that, for employers to pay what campalgners call a ‘living wage'.

Similarly, workers' rights when It comes to ‘free assoclation and collective
bargaining’ vary from place to place, partly in response to ILO standards but also

in response to local history.

Apply
Research the rules and historical development of these aspects

in your own country and internationally in the sectors in which
 you work or want to work. The detail goes beyond the scope of
this study guide and what is needed for the CIPS qualification,
but the broader contextual knowledge will undoubtedly help in
designing and managing future contracts.

From the perspective of the procurement professional, the obligation is two-fold.

* Asaminimum, to apply the national laws of the state in which they operate
and the laws of any other state that affects the contract, subcontracts and
upstream supply chains

* Wherever possible to seek to encourage higher standards by means of
commercial negotiation

Commercial contracts must require compliance with relevant laws, but commercial
leverage can often achieve what the legislators cannot, by applying economic
rationale to a public good. In other words, they say to suppliers: ‘If you do not
understand or do not agree that this is the “right” thing to do, then understand
that it is economically the most beneficial thing to do.’ In the vast majority of cases
it is both of those things.

However, care must be taken not to be too simplistic in approach. Things are
never as simple as they might appear. Let us take one example as an illustration:
child labour. Most sensible people would agree that children should not be
working, they should be in school, but consider the following issues.

* What is a child? The definition of childhood has changed over the years and
varies from country to country. Not very long ago, the age of sexual maturity
(a biological function) would have been accepted as ‘adulthood'. Few countries
now consider 12 years old to be adult. Perhaps unfortunately, no standard age
has yet been internationally agreed and the somewhat circular phrase now
used is ‘the age at which compulsory education ceases’.

* Do we want to end child labour for families where the only hope of any income
is through the labour of the children? In the poorest families in the poorest
places, with least access to medical and social care, it is often the case that the
children may be the only members of a family capable of earning an income. If
they are stopped from doing so, how does the family survive?

There are no easy answers to these societal problems. It is important that
procurement and supply professionals recognise this so that they consider the
issues in the wider context when deciding how to manage supply chains and
individual contracts.

Rather than trying to construct contract clauses that require compliance with
treaties, it is much more helpful to set out requirements in terms of local laws and
practical application,
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The following could be sample wording for setting contractual parameters that
support working conditions without directly referencing them, in this case in
relation to working hours:

Normal working hours will be between the hours of 7.30 am and 5.00 pm Monday
to Friday, and 8.30 am and 12 noon on Saturdays. Any working outside of these
hours must be agreed in advance with the contract administrator.’

Any such conditions set out in a contract must be accompanied by a clause which
permits the purchaser to carry out unannounced local site audits to verify that
terms and conditions are being implemented.

The conditions should also have as their ultimate sanction a right to terminate the
contract in the event of non-compliance. That said, the practical response to non-
compliance should always be one of trying to understand the reasons for it and
ways to improve the situation, rather than simply walking away from the problem.

Some of the things to consider are included in table 3.12,

Remember

The |LO sets internationally agreed minimum standards

for labour conditions. Many countries also have their own
enhanced standards, such as minimum wages. Commercial
contracts must include compliance with international standards |
and the national standards of the place where the contract is
to be carried out, as minimum contractual terms, There may
be scope to use commercial pressure to enhance these terms.
Attempts to improve conditions should always be used before
seeking other remedies such as termination of contract.

Ethical sourcing

‘Ethical sourcing’ is a broad term which covers a number of different aspects of
choosing where supplies and service provision come from. One definition is:

‘ ‘ ensuring the products being sourced are obtained in a
responsible and sustainable way, that the workers involved in making
them are safe and treated fairly and that environmental and social

impacts are taken into consideration. , ,

McAvoy, 2016'°

The impact on the workers involved has already been considered under labour
standards.

Embedding this concept into commercial contracts requires a multi-strand
approach. It needs to consider the following.

* Things the supplier will do directly themselves: how they treat their own labour
force, their own environmental policies and activities.

* Things that will be done via subcontract arrangements: the need to ensure that
the rules flow down the subcontract chain.

* Indirect inputs: what might be called the upstream supply chain - how the
supplier's suppliers act in producing the goods, components and/or services
that feed into what the supplier does under the contract.

E
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There are no quick and easy ways to do this. It Is not possible to simply construct a
few contract clauses that will cover ‘ethical sourcing'’.

’ One key aspect is selecting the right supplier In the first place. That is beyond 1
the scope of this study guide, which focusses on the contract once the supplier
has been selected, but choosing a supplier with a demonstrated commitment to
ethical contracting Is the most Important starting point, Such suppliers are more
amenable to the terms that the purchaser wishes to impose, and they are more

i familiar with delivering them. This sends a message to those who are not yet on

board with this agenda.
! Within the contract there are a number of different ways to encourage or
 mandate ethical sourcing. Which of these is used will depend on exactly which
{ aspect of ethics the purchaser wants to address. Table 3.12 sets out some things

; to consider.
!

% Are there any international, national or local laws or
standards that need to be enforced? Can these be cross- ||
4l referenced by a simple clause requiring compliance?

8l Does the purchaser want, and can it afford, to go beyond
‘@ the minimum requirements?

il Aformal statement of commitment to eradicating certain
#l practices (for example, those denoting modern slavery)
14l embedded within the contract and a requirement that
i the supplier and all those in its supply chain support

@ such actions might be difficult to police and enforce, but
&l itis a solid starting point.

Sample wording from a UK context referencing the
i Modern Slavery Act is shown below. Similar wording

4 those set out by the ILO,

' 3'-_“ In performing its obligations under the agreement,
the Supplier shall and shall ensure that each of its
4 subcontractors shall:

R (a) comply with all applicable laws, statutes, regulations
in force from time to time including but not limited to
the Modern Slavery Act 2015; and

‘# (b) take reasonable steps to ensure that there is no
modern slavery or human trafficking in the Supplier's
or subcontractors’ supply chains or in any part of
their business.

g the best of its knowledge, has been or is the subject of
| any investigation, inquiry or enforcement proceedings
# by any governmental, administrative or regulatory
body regarding any offence or alleged offence of or in
g connection with slavery and human trafficking.
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"™ The supplier shall implement due diligence procedures
for its own suppliers, subcontractors and other
participants to ensure that there is no slavery or human

trafficking in its supply chains.?’

Tl
Environmental ~ | What are they? How does the contract lmpact the ““F
impacts environment in the key areas: water and energy use,
pollution through process, waste disposal? Think about
embedded energy and ‘whole life impacts'. Clean
production processes can be outweighed if the resultant
products are impossible to dispose of safely. Some m|ght
: feel that nuclear power plants fall into this category.

£ 4K

bl

T

Having identified the issues there are a number of ways ,r_L
; to deal with them, such as express clauses requiring i
' | compliance with legal standards, quality or design’
requirements within specif‘canons mcludlng eco- or Farr

' Trade Iabell:ng, KPIs for lrnprowng tmpact scores,, ete.. M

P

e A A W e sk

What are they? How does the contract impact? Some
1 areas to consider might be the health and wellbeing

4 of service users, for instance are there safeguarding
4| requirements for children or vulnerable adults? Is the
4| product or service more difficult for some members

i of society to use or access than others; can that be

4] changed?

Social impacts

i
4
g
3
§

# As with environmental issues, having identified the

4l potential problems or opportunities, a purchaser might
4 seek to deal with them through express clauses requiring
8 compliance with legal standards, quality or design

" requirements within specifications, or KPIs for improving
impact scores.

o

i

AR ek ek s s e (3

Fraud bribery and Mtlﬂons of dollars are wasted annually as a result of ik
orruptlon . .| bribery, fraud and other corrupt practices. bl

3 .
e . - 7| Ethical sourcing and ethical contracting is based onfair
E : ; vl and transparent processes, which are designed to help
ﬁ

. o N
.+3{ preventsuch behaviour. Even so, contract terms must. . Ts
|

| explicitly state that fraud, bribery and corruption are
| unacceptable in connection with anything that relates to
the contract, with the ultimate sanction for such activity
- | being termination of the contract and barrmg frorn : .'r
.| consideration for future contracts

i

- Sample wording could be:

| The parties represent, warrant and undertake to each  *
/| other on a continuous basis that they shall comply with
/| all applicable anti-bribery and anti-money laundering
| laws, rules, and regulations of the United States,
| European Union or any member state, the Republic of "'ﬂ
| Singapore, and any other similar laws in all applicable
/| jurisdictions. These laws include, without limitation,
i the currently effectlve or successpr versaons of, the *ji
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Downstream

The supply chain
that the organisation
feeds into, from
product to end user

Conflict minerals
Metals and minerals
sourced from areas
where their mining
is used to finance
armed conflict and
is linked to human
rights abuses and
corruption. The
most commonly
recognised ones
are tin, tungsten,

* tantalum and gold

-

.
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£ us. Foﬁr‘efi—gn}:orrﬁpt P_ratllcbeé Acz, the UK Bribery Act l

: o §] 2010 the UK:Money Laundering Regulations 2007; the

' <| UK AntiJerrorism, Crime, and Sequrity Act 2001; the UK
' ¥ | Proceeds of Crime Act 2002;and the Singapore Penal

1 Code. In'addition, the partles represent, warrant and

.| undertake to each other on a continuous basis that

| they shall each respectively take no action which would

subject the other to fines or penalties under such laws,

+| regulations, rules or requirements,’ 2 '
IR | 1, AR LS [T L AR MO ST NN P PR e a

iSubcontracting

Any conditions that are imposed on the direct contractor/
supplier must be covered by a clause requiring similar
terms to be included in any subcontracts. Without this,
the requirement will become more diluted as it passes
... downstream through the layers of subcontractors and

“§ suppliers. The sample wording for modern slavery given
earlier in this table shows how this can be incorporated.

- -

The potential éﬁvifdﬁrﬁé’ntal and social impacts may
. .| resultnot only from the contract and its outputs. Think
| also about the inputs. Consider where the supplier
.| might be obtaining its energy, timber, minerals, v 3
| precious and semi-precious metals, etc. Does the
purchasing organisation really want to be associated
with decimation of the rainforest or the use of ‘conflict
minerals, for example? Alternatively, can it gain from 4
association with fairer trading practices? The only way |
to avoid one and encourage the other is by contractual
| clauses that expressly prohibit certain inputs or expressly:
| require others. In both cases this can be'helped by
| traceability certifications from independent third parties. |

+| The methodology folf gmbéd_ding such considerations 1
| will vary from contract to contract and may be a '
| combination of specification and express contract

2wt

|

2l terms, AR i ‘
ORI / gt T R LR 0 U |

i A e e T S i ST A s e i o Y a2 Tt b

Table 3.12 Things to consider in respect of labour standards and ethical sourcing

Apply
 If you have not already completed it, log onto the CIPS website

and complete the ethics e-learning.

@ Recognise types of pricing
arrangements in commercial
agreements

This section looks at various types of pricing arrangements and how they are
incorporated into commercial agreements. By the end of this section you will
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understand the use of pricing schedules, fixed-pricing arrangements, cost-plus
and cost-reimbursable pricing arrangements, the use of indexation and price

adjustment formulae, as well as the use of incentives and the importance of clarity

over payment terms.
The context of the section is the incorporation and use of these elements in the
contractual setting. However, consideration should also be given to how the
various models need to be built into the procurement process from the outset.
Whether the contract is tendered or negotiated, the following must be very clear
from inception.

« Which pricing model the purchaser envisages using

+ Whether it is willing to look at other options

It is necessary to know which pricing model will be used in order to be able to
evaluate prices offered, i.e. to compare prices from competing suppliers and
also with historic or benchmark prices in order to determine whether value
for money is being achieved. This can only be done if prices are provided in a
consistent format.

If purchasers are willing to look at other options, this allows suppliers to offer
other methods if they feel that produces a better offer.

Whatever pricing mechanism is used, a primary objective for the purchaser is that
the pricing is transparent. It must be sufficiently broken down into its elements to

permit the following.
* Variations or changes to the contract to be adequately costed

* Price adjustments to be applied correctly
* Any recharges or distribution over different cost centres to be accurately
produced

Cost and price

Before examining aspects of pricing within contracts, the difference between cost
and price needs to be clarified.

* Price is the amount expressed in units of currency (pounds, dollars, etc,,) to be
paid by the purchaser to the supplier in order to obtain the goods or services.

+ Cost is the total sum of amounts paid by the supplier in order to produce the
goods or provide the services.

There is clearly a relationship between cost and price, but it is not always a direct
one. For the supplier to make a profit, price must exceed cost. The degree to which
it can do so will be determined by the competitiveness of the market, the business
strategy of the organisation and the relative bargaining power of the supplier and

the purchaser.

In some circumstances the supplier may (on a short-term or contract-specific
basis) be willing to accept a loss, in which case the price will be lower than the
cost. It may do so in order to break into a new market, or to ensure continuity of
work for skilled employees who might otherwise leave and be difficult to replace.

Remember

Price is thg amount paid by the purchaser; cost is the total sum {
of all the inputs required to produce the product or service.
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The use of pricing schedules

Pricing is one of the most important elements of any contract for both the
purchaser and the supplier,

In the simplest contracts there may be no need for a schedule. The price will be
easy to calculate, it will not change and will not need to be split into its constituent

: parts for any reason, If that is so, the ‘contract price’ clause will simply state that
the goods or services will be provided as specified “...for the total sum of $10,000
payable upon completion’,

Most commercial contracts are more complex.

* Call-off contracts will not have a predetermined total price; it will depend on
exactly what is called off, how many orders there are, etc. The price may differ
at different volumes.

* Even where the total fee is known, payment might be made in stages as key
milestones are reached. This is common in construction, supply of large
complex pieces of equipment, and major ICT projects.

* The price may need to be broken down into various elements so that any
changes to the contract can be accurately priced, e.g., if more staff are required
or more days are needed to complete the work, then the day-rate of staff might
need to be shown. |

1
* The price may have to be broken down for accounting reasons. For example, |

a multi-national firm may need to apportion the costs of a service or a system |
between different localities based on usage; the costs of operating a building
may need to be recharged to a number of different tenants.

* There may be changes to the scope or duration of the contract which require
variation orders. It will be necessary to be able to accurately assess the cost
B impacts of these, and therefore calculate whether that needs to affect the
price,

It is important that purchasers think about these issues before approaching the
market. This cannot be done by the procurement team alone. Other stakeholders

(contract managers, finance, income recovery, strategic planners) should be

Price schedule consulted in order to understand what they may need to do with the financial
Sometimes this is information from the contract. The price schedule should be designed as far as
called a ‘fee §chedule‘ possible to accommodate that.

when it applies

to professional or The more complicated the schedule becomes, the less easy it is to use, and in
consultancy services. particular the less easy it is to compare one offer with another.

Itis an appendixto a

contract setting out

what the prices are Résissiha

The design of price schedules must take into account how the
 price information may need to be used, other than for the
primary function of invoicing and payment. Consider which
Schedule of rates other stakeholders should be consulted.

An itemised list of
component parts
within a lump-sum . : ; ; ;
contract, or a list of Terminology: ‘price schedules’ and ‘schedule of rates

individual products,
giving a price for each The terms ‘price schedule’ and ‘schedule of rates’ tend to be used

unit. Note that the interchangeably, but there needs to be a word of caution. A price schedule
;Z‘;e dri?faeyrebnet ‘é'rfgee’f"t (sometimes called a ‘fee schedule’ when it applies to professional or consultancy
volumnes services) is an appendix to a contract setting out what the prices are. Sometimes
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it also includes how and when the prices will be charged, although this might

be covered in a separate part of the contract if itis particularly complicated. 02
A schedule of rates is an itemised list of component parts within a lump-sum

contract, or a list of individual products, giving a price for each unit. Note that the

rate may be different for different order volumes.

Calculating and expressing price

There are a number of different ways in which prices can be expressed.

Unit price

The simplest pricing method is unit price. This expresses the price in dollars

(or pounds, euros, etc.) per unit. A ‘unit’ in this context could be a single item,
particularly if it is something large, complex or expensive. Smaller items will be
supplied in specified volumes and the ‘unit’' will be a given number of boxes. For
example, a printing company might buy a single new high-tech printing press, it
will not buy one single ream of paper. The paper will still be priced in dollars per
unit, but the ‘unit’ will be, say, a box of 10 reams.

If the supplier wishes to charge the same price no matter how many boxes are
ordered, this will be expressed as a single line on the schedule. If the company
orders one box it will cost $20; if it orders 100 boxes it will cost $2000.

A3 200gsm

Table 3.13 Linear pricing

However, it is more costly for the supplier to ship one box a hundred times than
to ship 100 boxes all at once. Therefore, it could insist on minimum orders of,
say, 20 boxes, or it could simply encourage purchasers to buy larger quantities by
making larger orders cheaper. This will need to be expressed as several lines on

the schedule.

A3 200gsm paper (green) (up to 10 boxes) Box of 10 reams

T Y Ok v L TR

2008sm paper (green) (11.t0 20 boxes) . | Boxof 10rearms, 800, 2 fo -

T o

A3 200gsm paper (green) (more than 20 boxes) | Box of 10 reams 6.00

Table 3.14 Non-linear pricing .

The first example (table 3.13) is known as linear pricing; the second example
(table 3.14) is non-linear pricing.

Unit pricing can be used for goods or services - but it is most commonly used
for goods.

Hourly rates/day rates

Hourly or daily rates are used for services, where most of the cost is for the person
or people providing the service, e.g., consultants, lawyers, training providers.
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Although it sounds quite different, this is really just a specific type of unit pricing
where ‘the unit' is one hour or one day.

: There may still need to be a schedule because the hourly ré_lt.e may differ
depending on the seniority or expertise of the person providing the service.
See table 3.15 in respect of charges for consultancy services, which reflects the
fact that the director will be paid more by his firm but also will have much more
experience. The example also sets a minimum charge for work done at the client’s
i office but allows for lesser charges for work done at the supplier's base,

mum charge

Director 950 475 L

o o e o s P

Consultant 550 275 '
erer, itcecirT [T R, D |
Admin officer 250 125

Table 3.15 Consultancy fees schedule showing different rates at each level and also
setting a minimum charge for work done at the client’s office

Combination rates

Where the service being provided is a mixture of goods and services (or parts

and labour) a schedule of rates may be produced which combines the two. These
schedules are common in repairs and maintenance contracts. A simplified extract
is shown in table 3.16, which shows the different ‘units’ that might be used,

even within a single schedule. This example uses linear pricing, but it could be
expanded to use non-linear terms.

tr

et i inen [P0 LB IRy ) S
e: L W ?‘.‘-'i‘“*-‘?q'-*."h'.*"f':‘._‘ +h !

Combination boiler Item
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i1 5mm copper pIpEWOrky ik i iMES ipihesi it
20mm copper pipework Metre
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ounted thermostat ., ~.|'ltem: =i T
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g
L Wall-my

!‘:‘..‘m:alhm. s, i 1 .:i;‘m"ﬂ ';’ -I-'. "‘;--i\!.\d.-‘m["- “ ol ‘
Repaint disturbed surfaces Square metre 10

R

Table 3.16 Simplified schedule of rates

Remember
| ‘Units’ used on price schedules do not need to be individual
p items, they can be batches of items or other measures such as
square metres.

The use of standard schedules

Just as there are standard forms of contract, there are also standard schedules of
rates for certain types of supply. These may be published by professional bodies

'0
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| for services provided by their members, o they may be produced commercially or
by stakeholder interest groups. Some examples include the following.

« APS (Australian Psychological Society) recommended fees for various types of
consultation

« NHF (National Housing Federation) rates for repairs and maintenance works to
domestic properties (UK)

« DPSA (Department of Public Service and Administration) professional
consultancy fee rates (South Africa)

| Where standard schedules exist, they are designed to give a reasonable estimate
of the price for a given product or service. Negotiations and tenders can then be
carried out by reference to that price level.

For example, when contractors were tendering for a term maintenance contract
in the UK housing sector, it used to be common practice to ask them to price

on the basis of a variation percentage from the NHF schedule (plus or minus).
This allowed for very simple pricing and direct comparison between tenders.
However, this is a very broad approach and does not allow for the fact that
some items on the schedule will be required often and others possibly not at all.
Those variations will differ depending on the nature of the housing stock owned
by the organisation or local authority, so cannot be taken into account within
the schedule itself. As a result the practice is less common and there is a move
towards very specific schedules related directly to the repairs history and likely
requirements of the individual contract, or in the opposite direction towards a

‘price-per-property’ approach where inclusive fees are set based simply on the
number of properties.

Incorporating the prices into the contract terms

Clearly the completion of the pricing schedule is a fundamental part of the tender .
or contract negotiation exercise. It is critical that once the final version is produced

it is properly incorporated into the contract as a contract document. This is

normally done by a simple contract term which states that the goods or services 5
will be charged for at the rates set out in the schedule. The schedule is then

appended to the main contract.

Where a standard schedule is used it is possible to simply cross-refer to it from
the contract rather than reproducing the entire schedule as an appendix. If that
approach is taken, the contract must make clear which edition of the schedule (by
reference number and/or date) is referenced and also whether that remains the
case in the event of the schedule being updated.

Consider the following example.

« A contract is awarded on the basis of the ABC Schedule of Rates, 8th edition,
minus 3%.

« All prices are therefore 3% less than those quoted in the schedule. .
» Then a new edition of the schedule is produced with new standard rates.

» The question is whether the contract rates are still 8th edition rates minus 3% '
or whether they are now 9th edition rates minus 3%. Which outcome is better
for the purchaser and which for the supplier would depend entirely on whether .
the rates in the 9th edition are higher or lower than those in the 8th edition, so
there is an obvious opportunity for dispute unless the contract is clear.

m
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There are a number of possible options.
1. The contract might not allow any change to the contract rates at all.

2. Itcould require the contract rates to remain tied to the original edition (8th
edition in the example) and any adjustment of prices to be by way of changing
the percentage adjustment,

3. Itcould require the minus 3% to remain fixed but permit it to be applied to
new editions of the schedule as they are published.

Any of these are possible, Option 1 gives price certainty but allows neither side
to gain from changes in average rates. Option 2 allows for a free negotiation

of any changes between the parties. Option 3 retains the discrepancy from the
benchmark rate, but as neither party can influence the standard schedule rates it
is potentially risky for both the purchaser and the supplier.

Remember

Standard schedules exist as a starting point for pricing, but are
| rarely compulsory. Tendering and negotiation can be carried
out using them as reference points against which prices can be
compared. Using them also avoids the costs and potential risks
of designing a totally new schedule.

Check
} What is a schedule of rates and how is it used in a commercial
contract?

The use of fixed pricing arrangements

One alternative to the schedule of rates approach is fixed-fee pricing or fixed-
pricing arrangements.

In the case of goods, the purchaser will simply say they want X' amount of a
product and will be quoted a fee for that one order. That is the simplest use of
fixed pricing.

However, it can also be used for services or works in two quite different
circumstances.

* Itis useful for small to medium scope projects, with short timelines, where
what is delivered can be adequately specified and the likelihood of changes to
the specification, scope and input costs is limited. The near certainty of both
delivery requirements and likely costs of delivery makes the calculation of price
a simple matter of arithmetic.

* lItcanalso be used where a service is repeatedly required, but the specifics of
which vary slightly on each occasion. It may take a shorter or longer period of
time, or may need more or fewer resource inputs.

For these services the fixed-fee approach works if the overall costs even out
over time, such that price can be calculated on the basis of an average cost.
For this to function effectively certain assumptions may need to be made
(for example, how often a particular service will be required every year) and
the assumed scope of a service (a summary of the minimum specification)
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must also be clearly stated. An example is given in the case study ‘Fixed-fee
legal services',

Fived-fee legal services

Table 3.17 sets out the fixed-fee’ pricing element of a
tender for legal services to be provided to a housing
association. The nature of each 'service' is very specific
but the activity is commonplace in the context of the
work being tendered for. Both the purchaser and the
potential suppliers have a reasonable idea of what is
involved. The lawyers would know from experience
how long the various processes normally take, but they
cannot predict how many court appearances (‘hearings’)

<)
=
7
V
3
9
A 4

& A ; 1
§ might be necessary, so that has to be defined. Some ;
Pl cases are more difficult than others, but with a 5'3
(8l reasonable caseload over a year the costs should even '}
(@l out, so pricing can be averaged. 5
2 1
i .
_! Service ‘Fixed ; Notes .«
f ' fee S - : 1
} Revlew of tenancy terms - . | Assume common residential j
4 (Initial review, provision of tenancy agreements (secure | |}
: advice and clariﬂca_tion] tenancy, assured tenancy, 7
shared ownership lease, PRS X
3 lease, assured shorthold, iy i
l licences, etc.) |
l Review of commercial lease Assume primarily common
‘, terms (initial review, advice & commercial terms .
3 clarification) _
: Managing agency contracts - S Irrespective of whether ABC. i
{ review of terms (initial review, . is the agent or is granting the
} advice & clarification) agency contract .
: ASB (or similar) injunction: R
: - On notice 3 To include one court hearing
- Without notice To include two court hearings
(undefended)
- Without notice (defended - Full service
to trial)
Gas servicing or other access To Include preparation,
injunction service and one court hearing
Breach of tenancy injunctions: : i
- Undefended, including one To include one hearing 4
hearing 4‘
- Defended Toinclude two hearings _"1
 Possession proceedings: '
- Order made at first hearing y
- Defended daim, including
first hearing and trial
]
Unlawful occupier/squatter To include one hearing i -
proceedings j
: A RN N R v ol .
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{ | Debtrogovery (lnesgs & 3v) Ve 8

To Include full lle 1eview and

= To letter before annlcn lo
assoclated work

debtor stage q
\Z - Judgment To Include full flle review,
k | letter before action and
- * default Judgment
\ | -Judgment and enforcement Tp Include full file review,
1 . letter before action, default
judgment and enforcement. -

Enforcement shall assume
balliff, high court officer

or Attachment of Earnings
order (but shall not cover

.| bankruptcy, winding up, third
party-recovery options, etc.)

f
'f.
3
i
:
¥
3
o
i
'S:
{

. Table 3.17 Exdmple of the fixed-fee' pricing element of
. a tender for legal services to be provided to a housing
L association s gt S B il i
T TR L o AL, IR 11 TS T Pt AL 1Wson T 7 Lt (P 1 oo 1+ L A

Benefit and risk in using fixed-pricing arrangements

Some commentators argue that the fixed-price model places all of the risk with
the supplier since they cannot claim extra payment for additional work, or if the
factors which influenced the original price calculation (say raw material input
prices) change significantly.

However, this overlooks the fact that the reverse is also true in that the
purchaser cannot claim a rebate if those input factors change in the supplier’s
favour, or if the amount of work required to deliver the objective is less than
anticipated.

The cost risk is therefore shared between the parties. It may not be shared
equally. That will depend on the following.

* How accurate the specification is
* How robustly the supplier resists post-contract change requests

* How good the original price estimation is by both parties. Suppliers clearly
carry the risk of getting their pricing wrong and making a loss, but at the same
time purchasers carry the risk of getting their price assumptions wrong and
therefore not budgeting correctly, which may lead them to accept a fixed price
that is inadequate to deliver the tangible objectives (product or service) or - at
the other end of the spectrum - one which delivers the outputs but does not
deliver value for money. All of this depends on good, accurate data and an
understanding of the other factors that might influence both the costs to the
supplier and, in the case of term contracts with fixed-price elements, the order
volumes from the purchaser.

The rpain advantage is a planning advantage. The purchaser has budget
certainty, the supplier has income certainty. In both cases the figures are fixed
at the outset.
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over the whole of the contract. In a term !
3

' Note that fixed-fee pricing may not ¢ :
call-off contract it is possible to have fixed pricing for some elements and a

schedule of rates for others. See the case study
rates combination’.

‘Fixed pricing and schedule of

p—— T S R, Ty P A ]

Fived pricing and schedule of rates combination
Fixed-price arrangements do not necessarily need to
cover the whole of the pricing for a contract. The legal
services tender referred to in the previous case study
included the elements shown as a ‘fixed-fee’ elements.
Other aspects of the work to be provided by the
contracted legal firm would be done on a time-charge

basis.

Imagine that the same housing company appointed its
main repairs contractor on a price-per-property basis:
a fixed fee payable per year for every dwelling covered
by the contract, regardless of whether any repairs
were done. Some dwellings had no repairs; others

had frequent and significant repair needs. The aim-
was to balance the total costs over the year. While this
arrangement can work in theory, in practice it can also
be overwhelmed by a sudden need for hugely expensive
major repairs to a significant number of properties.
Therefore certain types of repair were excluded from the
price-per-property model and reverted to a schedule of

rates approach. -

The ability of these models to deliver value for money
is heavily dependent on the reliability of the data on'
which the original assumptions are made. The price-
per-property repairs model requires accurate historical
data on the numbers and types of repairs across the, . - .
whole dwelling portfolio, so that historical averages

can be calculated. But it also needs information on the
number of new properties coming into the contract . -
from the development programme: For example, do
these hit the contract on day one, when they-are still
covered by a builder’s warranties, or only-in year three
when those warranties have expired? And information
is required about any major renewal and refurbishment
programmes that might reduce certain repair types (e.g., -
rewiring or heating system renewal). 3

1 e o bt o 2 Dt e i it il it
it e WG T e At A e SR v G P e T SRR

Case study

L

ey | ol

SRR R

:
|
b
i
3
§
&
i
!

SR R ST T, 2 S R SN TS

R S

bl s e s LAt R vk
-

The advantages and disadvantages of using fixed pricing are summarised in

table 3.18 which indicates that the disadvantages outweigh the advantages. The

inflexibility of the model suggests that it is not really suitable for anything other

than those circumstances where the requirements can be established quickly and

firmly, and where the contract is of short duration, ~
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Time needed to fully specify exactly what is
included and excluded in the price.

The Impact of changes to the supplier's cost base is
not fed through to the purchaser. If costs diminish,
the supplier will benefit from this, and If costs rise,

the purchaser will benefit.

Assumptions, for example, on the balance of
high-cost/low-cost items not being met, could
lead to disputes.

Potential for quality issues if the fixed price is too
low - supplier will deliver down to price.

» Budget/income certainty - prices are fixed up front
and should not change.

.The impact of changes to the supplier's cost base is
not fed through to the purchaser. If costs diminish,
the supplier will benefit from this, and if costs rise,
the purchaser will benefit.

Table 3.18 Advantages and disadvantages of fixed pricing arrangements

Remember
 Fixed pricing and schedules of rates can be combined within a

single contract to cover different aspects of the supply.

Cost-plus and cost-reimbursable pricing
arrangements

The terms ‘cost-plus’ and ‘cost-reimbursable’ are used interchangeably. The
premise is that the price moves with costs. To understand cost-plus pricing, itis

# necessary to understand how cost impacts on price. As already stated, there are
other influences on price, but cost is the biggest.

Understanding cost impacts on price

”Eal All prices are set in the context of cost. A supplier that is tendering or negotiating

for a contract must know its cost-base, i.e. what it will cost to produce the goods or

Fixed cost services it has to deliver. Those costs are a combination of fixed costs which do not
?O;‘Jst; g;i!;';imarsn change in response to short-term changes in the volume of production, and variable
I S . s i
. ety costs which fluctuate as production increases and decreases (see figure 3.6).

term irrespective of
production volumes

Variable costs

Costs that change Total

directly in line with cost

the output of the

organisation Ct;st Variable

cost

Fixed cost

No. of units produced

,
Figure 3.6 Fixed and variable costs
r
For the contract to be sustainable, the supplier must at least break even. It must
at least cover its costs. For it to be worthwhile, it must make a profit: income
176
|
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must exceed costs. Prices must be set to ensure that one or other of these things -
(preferably profit) is achieved. Once the value of the number of units sold exceeds

the cost of producing them, the supplier is making a profit (see figure 3.7).

Sales

Break even Costs =

No. of units

Figure 3.7 Break-even point. Note that costs do not start at zero since fixed costs have
to be met even at nil production

Once the break-even point is reached, the fixed costs are covered. If the supplier
can produce and sell more, it only needs to charge for the variable costs. In
practice, many suppliers charge for all units at a price which covers both fixed and
variable costs. This means that above the break-even point, the part of the price
charged for fixed costs is additional profit. It is this ‘extra’ profit which enables
suppliers to provide ‘special offers’ either for a short time or to certain clients.
These might be offered at a price that would not cover the fixed costs if applied to

all of their production.

Remember

Purchasers need suppliers to make a profit in order for
contracts to be sustainable, but that profit should not be
excessive. Understanding supplier mark-ups and margins
can help purchasers determine whether they are getting a
reasonable deal. l

Despite all of the work that purchasers put in to designing the structure of the

price schedules for both schedule of rates and fixed-fee arrangements, the actual

pricing of them remains largely within the control of the supplier. Purchasers

can reject all available offers on the basis of price, but they cannot accept a price

that is not offered. Suppliers determine their prices on the basis of calculated or ll

assumed costs, plus an additional element for hoped-for profit.

The difference between costs and income is profit. Mark-up is profit as a Mark-up
percentage of total costs. Profit margin is profit as a percentage of total sales Profit as a percentage
value. For a given amount of profit, the mark-up will be greater than the profit of costs

margin. For example, assume a product costs $1000 to make and sells for $3000. Margin

The profit is $2000. This means the mark-up is $2000 as a percentage of $1000: Profit as a percentage
$2000 of sales value

$1000 x 100 = 200%. The profit margin is $2000 as a percentage of $3000:

$2000 - P o

$3000 x 100 = 66.67%. A supplier’s overall profit margin will be reported in its

income statement.

When the cost base changes in a fixed-price or schedule of rates contract, the
mark-up will either grow or shrink as a direct result. If costs go up, the mark-up
shrinks. If costs go down, the mark-up grows. In most contracts the impact of that
will accrue entirely to the supplier. This gives suppliers an incentive to manage
their costs through their own purchasing and contract management activity, but
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there will always be issues outside of their control, e.g., currency fluctuations, the
global price of crude oil and so on.

i From the purchaser’s perspective, this will not be of great interest unless the
supplier’s profit shrinks to a level where the contract (or even the supplier)

. becomes unsustainable. Purchasers do not want suppliers to make an excessive
profit, but they do need them to make a profit in order that they stay in business
and keep supplying. |
If the supplier starts to make a loss, it will become disputatious (disputing even
small matters) or ‘claim happy’ (looking for every opportunity to claim extra fees)

3 or it will cut corners on quality. In the worst-case scenario the supplier could go
bankrupt. None of this is good for the purchaser. At the very least there will be
additional contract management costs, at worst it will be necessary to re-tender or

renegotiate a whole new contract with a new supplier.

Use of cost-plus pricing/cost-reimbursable pricing |

There is an alternative which addresses some of these issues: the cost-plus
pricing model.
In this model the price is set on the basis of cost, plus an agreed profit mark-up:

+ Cost + (cost X % mark-up) = price

+ Assume the product costs $70 to produce and the parties agree a 5% mark-up. ]

« Then the price would be: $70 +($70 x 5%) = $70 + $3.50 = $73.50. The price
would be $73.50. ‘

* This simple illustration assumes that the price per item is constant, which it is not.
The more items are produced, the lower the cost per unit becomes. As fixed costs
are spread over a higher volume of output, the fixed cost per unit declines.

2 In practice, therefore, arriving at the agreed ‘cost’ figure may prove the stumbling

block to agreeing a cost-plus pricing approach. To reach such an agreement
there needs to be a large degree of trust and open-book accounting between
the parties. The supplier has to be able to demonstrate the following to the

purchaser’s satisfaction.

* Exactly what the input costs are

«  Whether they are fixed or variable

« How the variables normally move (what the mathematical relationship is
between unit increases in production and unit decreases in cost; these
relationships are rarely straight-line)

« How much control the supplier has over them and that they are exercising that
control (a key concern for the purchaser has to be that if the supplier knows its
costs are covered it loses the incentive to ensure costs are kept to an optimum

low level)

Table 3.19 sets out the advantages and disadvantages for the purchaser and the
supplier of using this model, and it suggests that the advantages are weighted in

favour of the supplier.

Lack of certainty over supplier cost
fixed profit mark-up - knowledge that | base: how 'real’ is the data sharing?

[ ]
the supplier is not making excess Needs accurate data and a strong
profit. degree of trust between the parties.




particularly if the purchaser is a major
customer of the supplier.

All costs are covered - it cannot make

a loss.

Guaranteed profit levels aid forward
planning and may assist small
companies in accessing cheaper
credit.

Easy to justify price increases.

‘Advantages fort e supplier__|

directly into the price paid, with no
room for negotiation (no ‘pain share’).

Supplier has no incentive to manage

“"Disadvantages for the supplier

Profit is limited, cannot gain from cost
efficiencies.
Cannot leverage market advantage to
charge a higher price.

Cannot refuse price reductions in
response to input cost reduction.

Table 3.19 Advantages and disadvantages of cost-plus pricing

Remember

control cost.

Cost-plus contracts place all of the risk of increased costs on
the purchaser, and so there is no motivation for the supplier to

CHAPTER 3 Key clauses that are included in formal contracts

Check

Describe the key features of cost-plus pricing. Using your own

figures produce a worked example.

The use of indexation and price
adjustment formulae

The preceding paragraphs have hinted that there may be a need or a desire on the

part of either the purchaser or the supplier to change the prices during the life of
a contract. The longer the life of the contract, the more likely this is to be the case.

There are a number of possible approaches to this.

« The contract could unequivocally state that prices are fixed for the duration
and there are no possible grounds for adjustment.

+ The contract could remain silent on the matter, not providing any grounds or
mechanisms for adjustment but not ruling it out altogether.

« The contract could state circumstances in which price adjustment will be
considered, but leave the nature of the adjustment open for free negotiation

between the parties.

» The contract could state circumstances in which price adjustment will be
permitted and describe how such adjustment will be calculated.

+ The contract could allow for automatic periodic adjustment of pricing by linking

to a specified price index.

179
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[a]z]

Indexation

The linking of a
payment (beita
price, a salary or
some other due
payment) to an index
and the adjustment
of the payment in line
with the movements
of the index

Price index

A way of showing the
percentage change
in prices over a given
period, based on a
starting year (the
base) which is taken
to be equivalent to
100%. Indices above
100 indicate a rise;
‘indices below 100
indicate a fall

Base year

The starting point for
an index, at which
point the index is set
to 100
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Each option has advantages and disadvantages which are summapsed in
table 3.20. To better understand some of those advantages and disadvantages
it is worth looking at some of the comman indexation and price adjustment

formulae used in various types of contracts. |

Indices in practice
As s often the case, it Is necessary to start with some definitions. In this case, it Is
important to read and understand the definitions in the order that they follow.

Indexation’ means the linking of a payment (be it a price, a salary or some other
due payment) to an index and the adjustment of the payment in line with the
movements of the index. Thus, if the index increases by 5% so does the payment.

If the index reduces by 3% so does the payment.

An ‘index’ or ‘price index' is a:

‘ ‘ percentage number that shows the extent to which a price
(or a ‘basket’ of prices) has changed over a period (month, quarter,
year) as compared with the price(s) in a certain year
(base year) taken as a standard.* , ,

It is not a ‘price’ but a measure of change in price against a set starting point. The
index will have a base year which is a notional starting point. The index is always
set at 100 for the base year.

The two most widely used indices in the UK are the retail price index (RPI) and
the consumer price index (CPl). Both of these look at the movement in the total
price of a metaphorical ‘basket’ of goods commonly purchased by UK citizens.
However, it is not a simple total price movement calculation since goods which
are deemed to be more important (housing and food) have a heavier weighting
than discretionary purchases (tobacco, entertainment) when the price shifts
are calculated.

The percentage shift in the overall price of the ‘basket’ is what is commonly called |
the change in the ‘cost of living’. This provides a simple measure of the rate of i

inflation.

The difference between RPI and CP!I lies in what is included in each ‘basket’. For
example, the RPI includes VAT and other taxes and mortgage interest payments,
all of which are excluded from the CPI.

Already it is clear that the decision about which index to link the contract price
changes to will probably be important. As a general rule, RPl increases are greater
than CPI increases. So, if a contract is in the UK and a business wants to use
automatic annual adjustments to permit the contract payments to reflect changes
in the average price inflation in the country, there is a choice to make: RPI or CPI?

CPl would be the preferred option from the purchaser’s perspective, since it is
generally the lower of the two. The supplier, naturally, would prefer RPI,

The next question, however, is whether either of those indices is really appropriate
to the contract. Both are based on consumer/retail prices. For example, retail
prices have very little bearing on the cost of kitchen installations or the cost of
aircraft carriers. For these contracts it is necessary to look at indices that reflect
the change in prices for the major inputs into the products being purchased.

In the case of kitchens, the two big variables are the price of chipboard (for
which there are published index figures) and the cost of labour (again figures are




available, often at local level). In the case of th
steel will be important.

The price movements i
regular basis. Procurement profes
category management, are require
generalist procurement professionals need to b
the relevant data for individual contracts.

e alrcraft carriers, the global price of

n most commodities, raw materials, etc., are published on a
sionals, especlally those involved in specialised
d to keep a watch on these movements, More
e aware of how and where to find

Remember
If periodic price changes are to be linked to published price

indices, take care to ensure that the most appropriate index

is chosen. Using consumer price-related indices will not be
appropriate if the main input into the contract price is the cost
of labour, or the cost of one of the raw materials such as steel.

Apply
Look for indices that are relevant to the areas in which you
work or want to work. A general Internet search is a reasonable |

place to start, but trade magazines and the financial pages of

_————CHAPTER 3 Key clauses that are included in formal contracts

the press also carry useful information.

Once a suitable index has been established, the next question for the purchaser to

| ask is to what extent does a shift in that element of cost impact on the contract?

Consider the new kitchens and the price of chipboard. If there is a supply-only
contract (the supplier provides the kitchen units but the purchaser fits them) then
the shift in the price of chipboard will have a major impact on the supplier’s cost
base and therefore potentially on the price they expect the purchaser to pay.
However, if there is a supply-and-fit contract, far more of the cost of the new kitchen
is likely to be in the cost of labour rather than the cost of the units. So, in the first
case using the price-of-chipboard index makes sense, in the latter case, less so.

It may be that more than one index needs to be deployed: the chipboard price
index and the labour wage rate index. If this approach is taken some kind of
weighting will need to be applied to ensure that each indexation change is applied
pro rata to the proportion of that element in the total price.

So, if the materials cost of the supply-and-fit contract Is 30% of the total price for
a new kitchen, and the indexation element relating to kitchen units is an increase
of 5%, then that 5% is only applied to the 30% of the price relating to the kitchen
units and not to the total supply-and-fit price.

For complex projects the formulae would become complex.

Apply
Use the Internet to search for examples of price adjustment
formulae (one easily found version Is published by the Pakistan {

Engineering Council). Consider whether any of them are

appropriate for the sector you work in or would like to work in.

A final question for the purchaser is whether it wants to totally protect the supplier
against cost increases. There may be strategic reasons for wishing to do so in
particular cases, but generally that is not the purchaser’s concern. The purchaser
wants to be working with a supplier that has its own ways of dealing with input cost
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i o S,
increases. If most of the supplier's contragts have index-linked payment terms, its

incentive to manage costs 3nd seek efficigncies i I'nl1Ch reduced.

]

v Alterngtively the purchaser fould permit index-lipkeg price adjustments but not
at the full level of the index change. For example, rather than the adjustment -
heing at CP!, It could b;a CP| minus X%. So,if the CPlip 2% and the agreed contract
adjustpent is CPI minus 5%, then the contract rate upliftis:

2% - (5% of 2%) = 1.9%

Yet another approach might be to require any requests for price variation .to be
justified on a case-by-case basis, but to cap them by reference to a stated index

(see the sample clause in figure 3.8).

.5.01 There shall be no automatic annual adjustment of prices. Where a request for an
G adjustment is submitted by either party, it shall be accompanied by full details
B demonstrating the rationale behind the request.

-

In any event rates shall not be adjusted by an amount exceeding that calculated by
application of the movement in the Consumer Prices Index (CPI) (increase or decrease)
as published by the Office for National Statistics, or if such publication is discontinued
then whatever relevant document succeeds it. Base index for calculation purposes shall

be the index published for September 2014,
The rates will be confirmed or adjusted annually with the first review being in April 2015.

5.00 ANNUAL PRICE ADJUSTMENT l
!
I
|
|

The annual sum for Central Office Overheads will be assessed annually by the
Partnering Team and then adjusted {(increase or decrease) by an agreed sum, such
adjustment shall not exceed that calculated by the application of the movementin
the Consumer Prices Index (CP1) (increase or decrease) as published by the Office
for National Statistics, or if such publication is discontinued then whatever relevant |
document succeeds it. Base index for calculation purposes shall be the index published

for September 2014 Index. i
! The maximum annual increase for all parts of the contract will not exceed CPI as i

calculated in accordance with this clause (5.01). The Service Provider’s Profit percentage
as tendered shall be fixed (no adjustment) for the duration of the Term Programme. |

The Service Provider tendered percentage adjustment(s)and rates as described in the
‘Form of Tender' item 1 shall remain fixed for the duration of the Contract,

Rates will be 1st April 2015
confirmed or 1st April 2016
adjusted on: 1st April 2017
1st April 2018
1st April 2019

| 1st April 2020
1st April 2021

! And on each successive 1st April should the Term Partnership be
extended

Typical calculation of CPI adjustment applicable from the first anniversary date:

Example (only);

|
|
l Commencement Date 01.04.2003
. ’ 1st Anniversary Date 01.04.2004
’ Base Index September 2002 |
. . Base Index at September 2002 177.6 ;
' Index at September 2003 1826 {
- 182.6-177.6
| 1778 x100= 2.82% Movement Increase T
Bciiinsiic e oo, W o

Figure 3.8 Price indexation clause
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So far, it has been assumed that any movement in the index is upwards. This is
the normal trend, but there are occasions when inflation is negative: prices fall. As

the wording in figure 3.8 shows, allowance should be made for the contract price
adjustment to go in either direction. Suppliers will request price increases when
their costs rise, but equally purchasers ought to seek price reductions when those

costs fall. The contract wording needs to allow for this.

Advantages and disadvantages of using price
adjustment formulae

Table 3.20 looks at the advantages and disadvantages of each contractual
approach to price indexation and adjustment formulae and suggests where each

approach might be appropriate.

Suiale for

Approach to price | Advantages 1 Disadvantages
~adjustment g

Short-term contracts
which can be closely
specified and will have
limited or no variations.

No adjustment Fixed price gives budget | Inflexible.

permitted. certainty to purchaser, | o il zain and

income certainty to hne party w g o

supplier. the other will lose from
a change in cost base,

no facility to share

benefits.

May lead to claims and
disputes.

Could undermine N
sustainability of the
contract.

Supplier likely to quote
higher initial price to ¢
cover expected costs.

Contract 'silent’ - There is an implication | Claims (whether from = | Never recommended.
adjustments will simply | that no adjustments = | purchasing or supply. Contracts should alwé S:
be a matter for claim will be permitted and | side) can quickly seek to foresee likel :
and negotiation. this may discourage . escalate into disputes circumstances and :
the weaker party from | as the contract offers | cater for them
; seeking them, whichIs | no guidance on how to o
5 an advantage for the | proceed. | b1 4
‘ ftro_nger pahy: - % | Thelackofa s?)eciﬁed 1 W *
3 : | route to seekirig '- 1 ,
-' ! * | adjustment can result in’ | ; :
quality beihg ‘managed * | §
| down to price’, rather 7|3 2

e

than price being :
'Managed Up to quality’ | |
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Circumstances outlined,
but no calculatian
mechanism quoted.

-

RIS~
Circumstances and
mechanism described.

Automatic periodic

adjustment (e.g.,
annually).

A e

Clearly limits the
gircumstances in

which discussions are
possible - thus',avolgllng
time wasted on those
where no change will be
considered.

Flexibility in calculating
the change could
provide a greater gain
for the party with more
bargaining power or
better negotiators.
Clearly limits when
adjustment will be
considered.

TNTRE

Clearly states how such
adjustment will be
calculated.

Contractual and legal
certainty for both
parties.

Can be linked to _
contract-specific indices
or general economy
indices depending

on the nature of the
contract.

Supplier may quote
lower initial price
knowing that some
of the risk of cost
‘increases is covered.

e T T

g

I

Time may be wasted
debating appropriate
bases far the
calculation, prior to the
substantive discussion
on what adjustment is
actually sought.

Weaker negotiators will
lose out.

T T T
Relies on good market
knowledge to be able
to predict relevant
circumstances and plan
for them. 15

Failure to capture a key
influence could lead to
disputes.

Can distort prices if the
index chosen suggests
an impact that is not
actually felt by the
contracting party.

Reduces incentive for
supplier to control
costs.

Lase Mt i sk, i o

Budgetary certainty

for the purchaser.
Income certainty for the
supplier.

As normally linked to
broad based indices
such as the retail price
index or consumer
price index it can result
in unwarranted price
rises.

No incentive for the
supplier to reduce or
control costs.

A partially inequitable
approach that might
sult a party confident of
thelr ability to influence
future negotiations,
while willing to give
some ground to the
other party in order

to maintain the
relationship.

IR N R'-"""P'W?!“ A
Despite the limitations
this is the best option.
It relies on good
‘market'knowledge

but provides the mast
equitable approach to
satisfying the needs of
the purchaser and the

supplier.

Not recommended -
does not deliver value
for money.

1blé 3.20 Advantages and disadvantages of price adjustment formulae



Remember
Indexation is a useful way of predetermining price adjustments

by reference to an externally validated source of input cost
changes. Automatic indexation reduces the incentive fora

supplier to seek cost efficiencles.

The use of incentivised contracts

In the context of a contract, an incentive is an extra payment to encourage better
performance.

Any aspect of performance for which a KPI can be set could be considered for
incentivisation. The most common applications are in respect of cost control and

completion times.

Incentivising cost control

As indicated already, one of the problems with a cost-plus contract is that the
supplier has no motivation to control costs. This can be addressed by introducing

the concepts of target cost, target fee and sharing ratios. The fee is the amount

payable by the purchaser over and above the cost element.

Target cost is the estimated cost of the supply, which s agreed between the
parties at the beginning of the contract.

The sharing ratio is the proportion of the cost/benefit which accrues to the
purchaser and the supplier. It is often different for costs over target and cost-
savings below target. For example, for above target cost the ratio might be
purchaser 80% : supplier 20%, while below-target it might be purchaser 60% :
supplier 40%. In this scenario the purchaser would be carrying a larger share of
the risk for overrun than the supplier but also retaining a greater share of the

savings if costs are retained.

The target fee is the amount that will be paid if the actual costs (which can be
proven) match the target costs.

The actual fee will be adjusted in proportion to the difference between the target
cost and the actual cost. The usual calculation Is:

Target fee + ((target cost - actual cost) x supplier share) = final fee

The final price then becomes:
Actual cost + final fee = final price

Implementing this approach creates a ‘cost plus Incentive’ contract, also known
as a ‘target cost’ contract or a ‘gain-share/pain-share’ arrangement. The last term
is a good description because in these types of contract the benefits (gains) of
good performance are shared between the suppliet and the purchaser, as are
the losses (pains) of poor performance. As well as rewarding good performance
and penalising poor performance, this type of arrangement recognises that the
purchaser has a role to play in enabling the supplier to perform well, e.g., by
providing clear instructions and responding promptly to queries.

CHAPTER 3 Key clauses that are included in formal contracts

Target cost
Estimated cost of
supply as agreed
between contracting
parties

Target fee

In a cost-plus

incentive contract,

the fee or profit 5
element which will

be paid if actual costs -
equal target costs

Sharing ratio

Within a cost-plus .
incentive contract,

the proportion of the
cost/benefit which

is allocated to the
purchaser and the
supplier
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Da;mglgano fg{ cost savings:
0% pu;chaser 40%supplier

If-the actual cost is $1100 (i.e. abovq target) then the
final fee is: N

$100 + {($1000 $1100) x 20%) = $80
And the final price is:
F $1‘|00+$80 $1180

- If the actual cost is $900 (i.e. below target} then the fnal
feeis:

$100 + ((1000 - 900)) x 40%) = $140
And the final price is: '
. $900 + $140 = $1040

Thus, if costs are kept below the target the supplier has
all costs covered and receives a higher fee. If they rise
above the target, all costs are covered but the profit

is reduced.
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2 To ensure that the focus on cost reduction does not harm the quality aspects,
it may be necessary to set a maximum fee. This would be that once costs had
reduced to a given point, any further reduction would not change the fee payable.

by

The supplier may wish to seek a minimum fee to ensure that some base level of
profit is achieved. If this is done, then the incentive is somewhat weakened as the
worst-case scenario for the supplier would be the equivalent of a normal cost-plus.

A further way of ensuring that costs are not permitted to be uncontrolled is to set
a ceiling price: a maximum that will be paid by the purchaser irrespective of cost.

Finally, a simple bonus payment can be offered if costs are kept within given
parameters over a specified period or reduced by a specified amount. The bonus
payment could be a stated fixed sum or calculated as a percentage of the savings
achieved. To ensure that such savings are achieved without reducing quality, such
bonus payments must be conditional on quality KPIs being achieved.

y Incentivising speed of delivery

Another key aspect of contract performance that can have significant impacts
for the purchaser is the speed of delivery, particularly on large projects such as
construction or engineering projects, or major ICT projects, or manufacturing

~ equipment renewals, The ability to take early delivery means that the benefits
of the new infrastructure or equipment start to accrue sooner. This has a direct
financial benefit for the purchaser.

Liquidated damages as a disincentive for late completion have already been
considered. The opposite would be a bonus payment for early completion. The
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a specific earlier target date, or an incremental bonus determined by how much
earlier than the contract due date completion is achieved. The disadvantage of the
former is that it is an all-or-nothing incentive. Once the earlier date is missed, the
incentive vanishes. It is only useful therefore if there is a particular reason to hit
the earlier date. If a new HR and payroll management system has to go live at the
beginning of a financial year for instance, once the system availability date which
would enable that to happen has been missed, any other time gains have no value.

payment could be structured one of two ways: either a single payment for meeting E

In most cases, the incremental bonus provides a greater incentive because it
remains in place right until the end.

An alternative approach is to allow for stage payments <en dash> a payment

of part of the total fee following the completion of set ‘work stages' or ‘project
milestones’. This can help to ensure momentum on a project as it relates directly
to the supplier’s cash flow. The value of the payments involved will determine how
much of an incentive this is. It works well where the payments are large relative

to the supplier’s turnover, but is less effective if the sums are relatively small.

Note also that in many sectors (construction, technical consultancy, software
development and installation are key examples) stage payments are the norm and
will not have an appreciable impact on performance. For lower-value contracts,
not making any payment until completion may be a stronger lever.

Incentivising other aspects of performance

The achievement of any KPI or contract performance outcome can be incentivised
via bonus payments, provided that a SMART target can be set for it. Care must

be taken as focussing on one aspect of delivery could be to the detriment of
another. For example, meeting targets for responsive maintenance of equipment
(attending to breakdowns) could result in routine servicing not being carried out
early enough or frequently enough, with the net result that more breakdowns
actually occur.

Such incentives should only be used where there is a real demonstrable - and
usually financial - gain to the purchaser in the improved performance. The bonus
payment then becomes a way of sharing the gains.

There is a danger that bonus payments can be used to drive quality above the
specified level, and mean paying extra for it. If those quality levels are necessary,
they should have been specified in the first place.

Other incentives

Other incentives include the potential for contracts to be extended or for better
payment terms (normally quicker payment) to be offered as rewards for good
performance.

Contract extensions

A contract may include the possibility of it being extended subject to certain
performance measures being achieved. ‘

This must be carefully thought through. Consideration must be given to what

level of performance needs to be achieved, whether it must be achieved across -
all KPIs or only some of them, how consistently it should be achieved (e.g., every
reporting period or averaged across the whole initial contract period), and whether
a weighted average of KPIs should be used in the event that some are more
important than others.
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You also need to think about whether the extension will happen automatically if
that level of performance Is achieved. For a pilot project, this would be sensible.
For example, a two-year trial of a service that meets the standard could be
extended for a further three or five years. For a normal contract, having an
automatic extension subject only to performance measures could allow it to drift
' away from the competitive marketplace, especially if that market Is innovative.

From the purchasing perspective, it makes sense for such contract extenslons to
be options that are conditional on performance. This would mean the purchaser

retaining control over whether or not to extend, but not doing so in the light of
poor performance.

From the supply perspective, an option to extend which may or may not be exercised
is not a strong incentive to perform above and beyond the contract minimum.

Accelerated payments

Some commentators suggest that accelerated payment terms (i.e. quicker
payment, for example, within 14 days of invoice rather than 30 days) can be used
to incentivise performance. In reality, this is administratively difficult to do at
contract or project level, unless you have a sophisticated software system that
automatically links performance data from the contract management system to
the payment terms in the purchase ledger accounting system. Making changes to
payment terms to reflect the latest performance statistics will create additional
administrative work for potentially limited reward for either the purchaser or the
supplier. It will also create uncertainty as to what payment terms apply at any
point in time, or to any particular invoice.

’ It is more feasible at supplier management level. This means looking at the
supplier's performance across a range of contracts over a longer period, and
applying the accelerated terms to all existing contracts. As a matter of practicality,
purchaser ledger computer systems are likely to attach payment terms at supplier

) level, not at contract level. This means it may not even be possible within an
organisation for different terms to apply to one supplier on different contracts.

Remember
Incentives should only be used where the improvement

 sought is of financial benefit (over and above the cost of the
incentive) to the purchaser. Examples are controlling costs
and speedier delivery.

Payment terms

Having looked at the various pricing mechanisms, consideration should be given
to what the contract has to say about payment terms.

. Clauses relating to payment must be directly cross-referenced to those relating to
price and how actual payments are calculated. The payment terms clauses look at
when and how payment is to be made.

They will include the following.
A * Documentation required
* VAT and other taxes
* Payment period and how it is calculated

* Disputed invoices and pay-less notices




-VAT and other taxes

1
2

« Treatment of retentions

+ Remedies for late payment
Table 3.21 shows the various Issues and things to consider in respect of
payment terms.

| contract covered by a different legal system).

4 As most payments will be subject to VAT, sales and/

1 or other taxes, these should be clearly identified on

| the invoice. Any other necessary breakdown of the

1 costs being invoiced must also be clearly shown. The
4l section on pricing schedules considered how costs

{ may need to be allocated. There is no point doing this
A in the calculation schedule if it is not then shown on
A the invoice.

-l Contract and/or order reference numbers must be
{ shown.

i The list of required content for invoices, including how
4 the invoiced amount should be analysed, should be set
4| outin the contract.

4| Some commentators will argue that this level of detail

; | does not need to be set out in the contract. However,

4 inadequate invoicing is a major barrier to good spend
4 analysis. This can be vastly reduced if contracts require
4| specific information to be on every invoice and give a
l right to refuse payment of any invoice that does not
% provide it (and if contract managers then exercise the

| The actual format of the invoice cannot be dictated,
| but the relevant information can. It can be provided as
| an accompanymg schedule if necessary

| requirement.

| taxes are included in prices quoted. It also avoids any
| potential disputes regarding liability for such taxes.

)| On construction projects in the UK, regard should also

il Websites will have any relevant information, ;‘.'!l

No payment should be made without a valid invoice
that complies with local laws (and the laws of the
contract-governing jurisdiction if it is an international

right).

VAT sales tax, msurance premIUm tax and the like: it " l!’

is generally the case that all contract sums are quoted
exclusive of such taxes. The taxation rate may change -
during the contract period. Neither the purchaser nor
the supplier can influence it and payment is a legal _-';

Payment terms clauses should simply confirm that
such taxes may be due and that all sums quoted are
exclusive of them.

This gives-clarity that there is no assumption that the

o
*

==
=

Eami

be paid to the Construction Industry Scheme (CIS),

which is a special facility for dealing with income tax
due from labour-only subcontractors. The detail of this *
is beyond the scope of this book. The government's taXa

‘.l:':.f .
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‘ay-less notice
formal notice under
contract stating that
n invoice will only

e paid in part and
iving the reasons

thy the lower

mount is being paid

| needs to be taken if requests for payment need to be

| period is also taken into account. There should be

W a stated period for the request to be validated (and

‘Wl approved for invoicing) and a separate payment period
# running from the date of invoice. However, this is not
4 always the case.

| Thought must be given to what the payment period
4 is. Purchasers will want long periods, suppliers will
| want short ones. In the EU, 30 days has been set as the
* & maximum on public sector contracts and all subcontracts
il in public sector supply chains. Discounts may be
| available if shorter periods are agreed to or achieved.

Consideration should also be given to the organisation’s
& own internal processes. Do not agree to a seven-day

&l payment period if payment approval processes are

4 such that it cannot physically be done in that time.

x d As always with payment, or any other period listed
#l in a contract, it is important to be clear whether

:  : days. If working days are indicated, a definition must be
& provided of what is not a working day. This is normally
| weekends and national holidays

D:sputed invoices: not all mvouces s will be'accurate’

| and correct. Occasionally there will be mistakes. With
-| unethical suppliers there may even be deliberate

| attempts at fraud. Invoices must be checked carefully
| by those approving them for payment. From the

=] contractual point of view, there must be a process for
| rejecting fully disputed invoices. This will normally be

; done in writing. The contract should state a maximum

R days is the norm.

: could be because only a part of the amount invoiced

| the full amount. It could be that liquidated damages
| are being deducted from the amount invoiced. In

| amount will be paid, what that lower amount is, how it

The payment period is the time between the invoice
date and the actual payment being made. Care

validated (by a contract administrator, for example)
prior to being invoiced, to ensure that the validation

references to ‘days’ mean working days or calendar

o T . ’{" 8 L e P fl bt IR

time period within which this must be done. Fourteen

Pay-less notices: in some cases the invoice may
not need to be rejected entirely, but the purchaser
may have reason to not want to settle it in full. This

is disputed and it would be inequitable to withhold

either case, the supplier must be notified that a lower

is calculated and the reasons for doing this. The main
reasons for doing this are accounting ones: it keeps
the audit trail clean. Everyone can see how and why
the payment did not match the invoice. To ensure it
is done - and done promptly - it is helpful to have a
contract clause setting out exactly what is needed, and
the deadline for doing so. Five days before the due
date for payment is used in some contracts,




| Remedies for late
- payment

——

is withheld for a specific period in case of defects.
| The contract must set out what the proportion is and

4 time period will vary depending on the nature of the
A purchase.

A heeds to be followed in order for the retention to
A be released. This may include an inspection and/or
| certification that there are no defects evident.

4 Retentions are normally shown on the invoice

4 calculation, but as an ‘above-the-line’ deduction, i.e.

¥ they are not actually being invoiced at that point. If the
A contract allows for a retention, the amount concerned

4 is not due for payment until the end of the retention

A period. That will be the tax point and the point at

| which it can be invoiced. Showing it on earlier invoices
4 is an accounting convention and helps to keep a clear

| audit trail of payments due.

4 Retentions are not therefore covered by pay-less
41 notices.

| time when they do not have access to those funds for A

| payment by the purchaser. This is normally by way

| actually due. B : .

A retention is a proportion of a payment due that

how long it may be held for. Both the figure and the

The contract must also set out the process that

5 R T ST T 2 T P P
Payments which are not made on time create cash flow™
problems for the supplier. They may not be able to
make debt repayments on time or may need to borrow ;
additional funds. At the very least there is a period of
investment purposes.” ‘1 e PR e
Accordingly, the contract must set out what remedies - ?
are available to the supplier in the event of late

of interest which can be charged on top of the sum

The amount of interest capable of being charged may
be an implied term under statute law. For example,

in the UK the Late Payment of Commercial Debts
(Interest) Act 1998 states that if no other figure is given
in the contract the interest rate shall be the Bank of
England Base Rate + 8%. So if the base rate is 0.5%
(which it was in 2017), the contract interest rate will

be 8.5%, If the base rate is 7.5% (as it was in 1998), the |
contract interest rate will be 15.5%. " B

Given that the base rate is outside of the control of
the parties, it is better for a specific interest rate to be |
stated within the contract. ?

Most other legal jurisdictions do not have similar
statutory provision, so the contract must lay down

___—————CHAPTER 3 Key clauses that are includ
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what is permissible. . . oo o i s s ‘
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fable 3.21 Things to consider in respect of payment terms clauses

ed in formal contracts

Retention

A sum of money
withheld from
payment for a fixed
period of time to be
used to cover any
costs associated wit
remedying defects

h

that are not corrected

by the supplier
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Apply
If you are likely to be working on construction projects,

| research the requirements of CIS. If you are based outside
the UK, Investigate whether similar schemes operate In your

; country.
) SR i IS I R T ewmmmwwwm‘
! hapter Summary SRR, !

) |« Express terms are those precisely described in the text of contracts ’
whereas implied terms are not written down but will be assumed to exist, i

either through custom and practice or because of laws which state that

such assumptions will always be made.

" |« Standard terms of business can be’ heipful in avoiding long and

[ complicated contract forms. However, their use can lead to uncertainty
as to whether or not they apply in a particular case. This is especially true 1
where a battle of the forms arises (supplier terms and purchaser terms
taking precedence through a sequence of forms overriding each other). ‘
They are concise in nature and carry a risk of missing key elements that 1
might apply in particular mrcumstances They are not appropriate for 1
complex contracts.

. Standard forms of contract reduce both the werk required and the risks
associated with writing every individual contract from scratch. They ensure
that all key elements of likely risk, responsibility and liability are covered
as they are designed to operate in a particular sector, Suppliers operating
in the relevant sector will be familiar with them; however, many standard
forms have been heavily influenced by supplier bodies and therefore

! may not adequately cover purchaser risks. Amending standard forms

F f risks introducing conflicts between clauses and the possrblhty that cross-

é,,’,_ . references become confused or meamngless . g

|}
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£ * Key contract terms lnclude wording in respect of liability, indemnity and
insurance, subcontracting, guarantees and liquidated damages. Liability
clauses set out which party is legally responsible if a particular failure
occurs. Indemnity clauses state the extent to which they are required

to compensate the other party for such failure. Insurance is a means

of transferring the cost risk of indemnity to another body, namely an
insurance company. Requur:ng insurance to be in place reduces the risks
to both parties. s

T TR R

| * Subcontracting needs to be controlled to ensure that legal requirements
' and reputational risks are effectively managed.

. * Guarantees are assurances that the product will perform as specified
i over a given period and give the purchaser a direct course of action in the
. : event of failure,

* Lliquidated damages are most commonly used in respect of late
completion. They are not a penalty, but a pre-agreed means of restitution.,
They must be a genuine esumate of the loss that WI" be incurred if ,

, ¥ completion is late, =

- e ———
5

* Contracts should also include clauses relating to labour standards and
i _ other ethical sourcing issues. Labour standards relate to the terms and
conditions of employees, Minimum standards have been internationally

| o

»
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agreed under the auspices of the ILO, particularly in respect of the
right to free association and collective bargaining, ending compulsory ;
and enforced labour, ending child labour and removing discrimination q
between workers on the grounds of ethnicity, race, religion, gender,
disability, etc. Other ethical issues include environmental concerns, social
impacts, the use of conflict minerals, together with fraud and other forms 1
of corruption in tender processes. Including contract terms relating to j
these areas sends a signal, but they will only be effective if they can be
enforced. Enforcement should not necessarily be the first response when
issues are discovered: working with suppliers to improve the situation will

have a better long-term impact. ¥

There are various approaches to pricing. |
o Schedules of rates set out definitive rates against precise deliverables. ,_]
They are very detailed and auditable, but can be resource intensive to '.';-4
manage. There are risks if not all future needs can be anticipated. 3

o Fixed-fee approaches are useful where the delivery is standard and
never changes, but can also be used where the variations are such that = |
an overall balance will be achieved.. Gt

o Cost-plus pricing ensures that the supplier will make a profit despite.
changes in its input costs (raw materials, components, labour), thus
reducing the buyer’s risk of supplier failure or poor performance in the
event of falling profits. However, it means that the buyer is takingona | J
greater share of the risk of such cost increases. ,

Cost control and speed of delivery (as well as many other aspects .
of contractual compliance) can be incentivised positively by the use
of bonus payments and gain-share/pain-share schemes, where the
benefits accruing to the purchaser are shared with the supplier. Other
mechanisms, such as penalties, liquidated damages and the like, act
as disincentives to non-performance. Both approaches need to be
supported by contractual key performance indicators and targets, with
agreed contractual responses (benefits or remedies) when such targets.
are not met, are met or are exceeded. . e : ; %)

Clauses relating to payment terms should cover the following.

© Documentation required (any particular information that needs to
be included on invoices, any supporting documentation for cost-plus
payments) -

© How VAT and other taxes are to be treated sl

° The payment period (i.e. the date between invoice and payment) and
how it is calculated (calendar days, working days, issue date, receipt
date, etc.) |

© What will happen in the event of an invoice being disputed, including
processes for part-payment if only part of the claim is disputed

© Whether retentions are to be held and if so how much, for how long
and what needs to happen in order for them to be released

© Supplier remedies in the event of late payments - usually a claim for
interest on the debt. This is often set down in law.
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End of Chapter Assessment

Explain the differences between standard terms and model contracts.
Describe the circumstances in which each is used appropriately.

Describe the link between terms relating to liability and those covering
indemnity. Analyse the connection between these and terms relating to

insurance.
How can labour standards be incorporated into contracts? Explain any
issues that might arise from doing so.

Describe the target cost model and explain how itis used to incentivise
cost control.
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Ad-hoc purchase
An item bought for a single and non-recurring use
or purpose

Alternative dispute resolution (ADR)

Any method of resolving a dispute between

two parties which does not involve court action,
including escalation to higher levels of authority,
mediation, adjudication and arbitration

Articles of incorporation
The legal document creating a commercial company
and setting out its purpose

Base year

The starting point for an index, at which point the
index is set to 100

Battle of the forms

A series of forms such as orders, delivery notes, etc.,
issued in sequence by purchaser and supplier, each
containing terms that appear to override those on
the previous document

Bespoke
Niade or provided especially for a specific end user

Bribery

Tne promise, offer or giving of financial advantage
to someone in the expectation that they will
improperly perform their functions, or to reward
them for having done so; also accepting such a
premise, offer or advantage (whether or not the
function is improperly performed)

Category
A group of goods or services that have shared
characteristics

CIsG

The Vienna Convention on Contracts for the

International Sale of Goods, a United Nations treaty

seeking to harmonise contract terms for the sale of
oods between different countries

Closed system

A system or process that, once started, does not
llow new entrants. A framework agreement might
ave multiple buyers and multiple suppliers, but
nce set up, no additional buyers or suppliers can
eaddedtoit

ode of practice (CoP)

set of written rules explaining how people
orking in a particular profession should behave,
ometimes related to particular professions, they

may equally relate to anyone working In a given
environment or carrying out a particular function

Collusion

Where two or more potential suppliers (or the
purchaser and one or more suppliers) secretly
co-operate to undermine the competitiveness of a
tender process

Conflict minerals

Metals and minerals sourced from areas where
their mining is used to finance armed conflict and is
linked to human rights abuses and corruption. The
most commonly recognised ones are tin, tungsten,
tantalum and gold

Contracting State
A country which has signed the Vienna Convention
on CISG

Corruption

A wider term than bribery, includes any improper
performance of function in return for some kind of
advantage which may or may not be financial, e.g.,
facilitation payments, nepotism (favouring of family
members), or career promotion. Both the providing
and receiving of the advantage are corrupt practices

Debt-bondage

A person'’s pledge of labour or services as security
for the repayment of a debt or other obligation,
where there is no hope of actually repaying the debt

Defects
Any aspects of delivery that do not match the
specification

Defendant
The person defending a claim brought against them

Developing economy

A national economy which is generally held to
be still developing its industrial base, financial
institutions and economic infrastructure

Diminished capacity

A person's inability to enter a contract, e.g., because
they are a minor, are suffering from mental health
issues, or are under the influence of drugs

Direct call off
The act of placing an order under a framework
agreement without having further competition

Disincentive
Something which discourages a particular action
or behaviour
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Downstream
The supply chain that the organisation feeds into,

from product to end user

Draft (a contract)
The formal drawing up of a contract, formulating

the words and clauses

Drafter (of a contract)
The person(s) who design(s) and develop(s) the
contract wording

Estimate
A supplier's best guess at what the price will be. It

has no legal standing

Express terms
Contractual terms which are specifically stated in

contract documents

Five Rights

The original ‘Five Rights’ of procurement are
traditionally: the right quantity, the right quality, at
the right time, from the right place, at the right price

Fixed cost
A cost that remains constant in the short term
irrespective of production volumes

Force majeure

An exclusion clause that relates to things which

are not only outside the control of the parties, but
which by their nature are unforeseeable. The term
normally includes such events as natural disasters,
civil unrest and war - but where these things are
frequent occurrences and/or could arguably be
foreseeable, they may not be covered in a particular
contract for that very reason

Forwarding agents
Specialists in organising the transportation of goods
for others

Framework agreement

A formal agreement between two organisations that
Jis intended to become legally binding in the event
that a contract is created

GATS

General Agreement on the Trade In Services, an
international agreement regulating barriers to the
provision of services between different countries.
Similar to GATT, but only applies to services, with
the purpose of encouraging international trade in
services

GATT

General Agreement on Tariffs and Trade, an
international agreement regulating barriers to
international trade, such as quotas and tariffs (a

payment on goods being imported). Only applies to
the trade in goods, with the purpose of encouraging
international trade in goods

General Data Protection Regulation (GDPR)
European regulation which sets out how personal
data must be managed, applying to any data
relating to any person in the EU, whether they are
a European citizen or not, and to all organisations
doing business in Europe, regardless of the
nationality of the business ownership

Geographic information system (GIS) mapping

A means of storing, retrieving, managing, displaying
and analysing data in relation to its geographic

or spatial context. It can be used for any kind of
data (qualitative or quantitative) mapped in layers
which can range from global/international down to
precise locations within buildings, depending on the
parameters set and the needs of the data users

Globally harmonized system for the
classification and labelling of chemicals (GHS)
An international standard for labelling hazardous
substances

Implied terms

Contractual terms that exist but are not written
within the contractual documentation, i.e. the law of
the land

Incentive
Something which encourages a particular action or
behaviour

Incoterms®

Series of commercial terms published by the
International Chamber of Commerce, covering
the allocation of costs and transfer of risks
between buyer and seller, The various options are
abbreviated to three-letter codes

Indemnity
A security or protection against loss, usually by way
of financial recompense

Indexation

The linking of a payment (be it a price, a salary
or some other due payment) to an index and
the adjustment of the payment in line with the
movements of the index

Ineffective contract term
A term in a contract which cannot be legally enforced

Insurance

An arrangement where a fee is paid to one party
(the Insurance company) so that it will accept the
risk and meet any costs that would normally fall
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to the person who has the legal liability for them.
Effectively the risk is transferred from the person
with the legal liability to the insurer

Intention to create legal relations/to be legally
bound

Intending that an agreement should be capable of
being enforced via the courts

SO
nternational Organization for Standardization
WWW.iS0.0rg)

Legal certainty
The ability to predict how a court will decide a
atter of dispute

etter of intent

etter issued by a purchaser indicating that they
ntend to accept a tender, usually subject to certain
reconditions having been met, such as obtaining
ny legal or financial consents

evel the playing field
ake action to remove an advantage or
isadvantage that only applies to some parties

iability
eing legally responsible for something

argin
>rofit as a percentage of sales value

vark-up
Profit as a percentage of costs

Varket leverage

\nother term for buying power, the ability of a
yurchaser to strongly influence the outcome of
‘ommercial negotiations

Aini-competition

\ limited tender exercise, usually only on price,
inder the rules set out in a framework agreement;
inly suppliers appointed to the framework are able
o take part

lon-disclosure agreement

. promise not to share information that could be
Iseful to competitors and therefore harmful to the
ompany that owns it. Also called a confidentiality
greement or memorandum of understanding

ff-the-shelf

. product or service which has been designed by
ne supplier and is delivered in standard form, with
e purchaser unable to influence or change any
spect of the design or quality. Sometimes also
lled out-of-the-box solutions

Offeror
Person making an offer

Pay-less notice
A formal notice under a contract stating that an

involce will only be pald in part and giving the
reasons why the lower amount Is being paid

Plaintiff
The person bringing a legal claim

Precedent
A court judgment which is binding on future legal
decisions

Price index

A way of showing the percentage change in prices
over a given period, based on a starting year (the
base) which is taken to be equivalent to 100%.
Indices above 100 indicate a rise; indices below 100
indicate a fall

Price schedule

Sometimes this is called a ‘fee schedule’ when it
applies to professional or consultancy services. Itis an
appendix to a contract setting out what the prices are

Pricing for risk

Increasing the price quoted for goods or services to
include an element of insurance against having to
remedy errors

Project management

Initiation, planning, execution and control of inter-
related pieces of work, normally carried out by a
team of people, to achieve a specified aim by a
specified time

Public (or state) sector
Service organisations run by the government and
usually funded by taxes

Quotation

Sometimes called a quote, this is a firm price offer
obtained via a formal or informal process; normally it
only relates to price on the basis of indicated quality

Rescission of contract

An equitable remedy that seeks to place both
parties in their pre-contractual position, as though
the contract had never existed

Retention

A sum of money withheld from payment for a
fixed period of time to be used to cover any costs
associated with remedying defects that are not
corrected by the supplier

Right of set-off

The ability of a purchaser to deduct debts that are
owed under one contract from payments that are
due on a different contract
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Rules of interpretation

In a legal context, a set of principles which have
evolved over several hundred years, which define
how law courts will interpret contracts. One of

the primary rules is that words will have their
normal everyday meaning, unless there is a specific
definition provided within the contract itself. In
commercial contracts where a level of legal and/
or professional knowledge can be assumed
(rather than between a business and a private
individual), the courts may infer what a reasonably
well-informed person of a given status in a given
profession would have understood by the wording

Schedule of rates
An itemised list of component parts within a lump-
sum contract, or a list of individual products, giving

a price for each unit

Schedule of rates

An itemised list of component parts within a lump-
sum contract, or a list of individual products, giving
a price for each unit. Note that the rate may be
different for different order volumes

Sector
A division of the national or international economy

(e.g., manufacturing sector, health sector, financial
services sector)

Service level agreement (SLA)

An agreement between the provider and the user
of a service that details what performance and
quality will be provided; this agreement is legally
enforceable if it is referred to in a contract

Sharing ratio

Within a cost-plus incentive contract, the proportion
of the cost/benefit which is allocated to the
purchaser and the supplier

SME

Small- to medium-sized enterprise, normally
defined by turnover or number of staff. For
example, the EU definition is a firm with fewer than
250 employees and an annual turnover less than
€50 million and/or a balance sheet of less than

€43 million. A quick online search will reveal the
parameters that apply in other parts of the world

Social value

The output from a contract that benefits society
at large, rather than the purchaser or end user
(sometimes also called community investment or
corporate social responsibility)

Specific performance
This is where a court orders a party in breach of
contract to perform exactly what it is required to do

under the contract. Specific performance might be
ordered in addition to damages. The remedy exists SO

that parties to a contract cannot simply get out of their

obligations by accepting the financial cost of damages

Standard
A document which sets out agreed minimum

technical parameters for a product or service

standard terms and conditions

Basic terms and conditions of business governing
transactions that do not have a definitive contract,
usually designed to be included in form documents

such as orders

Strict liability
A liability that exists without proof of wrongdoing

Subcontract
A contract that sits below, is directly linked to and is

partly governed by a higher contract to deliver part
of the requirements of that higher contract. There
can be several layers.of sub- and sub-subcontracts

Subject to contract

Heading used on letters, particularly in land
transactions, to indicate that matters are still being
discussed and that the letter must not be taken as a
formal offer or an acceptance of any terms referred

to within it
Supply base

The group of suppliers that a purchaser actually
contracts with

Supply market
All potential suppliers capable of delivering a
requirement

Target cost
Estimated cost of supply as agreed between
contracting parties

Target fee
In a cost-plus incentive contract, the fee or profit

element which will be paid if actual costs equal
target costs

Tender
A bid obtained via a formal process; normally (not
always) it includes quality variables as well as price
aspects

Term contracts
Contracts written to last a period of time and
include agreed terms

Time Is of the essence

A legal term used In contracts to underline the
importance of timely delivery. Time is of the
essence if failure to supply in accordance with

199



L

lossary

le contract terms has a significant impact on the
urchaser’s ability to perform its normal functions.
mg is not of the essence if the late delivery has
mited or no impact. On a purchaser’s standard
rms, time will almost certainly be stated to be ‘of
e essence’. In negotiated contracts, depending

n the nature of the supply, suppliers may seek to
igue that it is not of the essence

tle to goods
gally recognised ownership

ansitional economy

national economy which is moving from being a
ate-controlled economy to a full market economy
£., ex-Soviet Union countries)

nsparency
erating in such a way that everyone can see the
ions performed

stream

supply chain providing inputs to an
panisation’s production, from raw materials
rough to components, etc.

Utilities sector
Normally includes energy supplies, water and
sewage, and telecoms networks

Variable costs
Costs that change directly in line with the output of
the organisation

Version control table

List of dates of publication or agreement of each
version of a specified document, together with the
key changes since the previous edition

Vienna Convention
The United Nations Convention on the International
Sale of Goods

Waiver
A considered and deliberate decision not to apply
normal rules
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types 166-192

privity of contract 37

procurement contract comparisons 65

procurement specifications 75-101

product quality 118

product range 94-95

product/service compliance 118

products liability 151

professional indemnity insurance (PIl) or Pl cover
151

project management 76-78, 198

promises 37
Provision of information 30

public (or state) sector 5
public procurement 65, 85
public/products liability 151
public sector contracts 98-99

purchasers 97, 132-139 L

Q

qualitative assessments 103

quality 57,76,113, 118

quantity, Five Rights of purchasing 76
quotations 3-8, 119, 198

R

Ramsgate Victoria Hotel v. Montefiore (1866) case 31

range of products 94-95

ratio decidendi 140

recitals 18

Rees (1966) case 37-38

regulated procurement 65, 85

rejection of contract 32

reliability 92,118

requests for quotation (RFQ) 3-4, 6-8

requirement standardisation 93-95

rescission of contract 55, 198 .
response times 118

retail price index (RPI) 180

retentions 189, 191, 198 :
RFQ see requests for quotation

205



Index

rights
5 Rights of purchasing 76, 197
right of set-off 159, 199
* terms and conditions 138
third party rights 37-39, 127-128
risks
assets hiring/leasing contracts 68
commercial contract legal issues 48-49
fixEd-pricing arrangements 174-176
liability 149
one-off purchase contracts 58
* specifications 88-89, 93
standards in specifications 88-89
standard terms and conditions 137
Roscorla v. Thomas (1842) 36
Rose and Frank v. JR Crompton and Bros Ltd
(1925) 41
Routledge v. Grant (1828) 31
RPI see retail price index
rules of contract formation 28-43
agreement between parties 35-36
rules of interpretation 45, 199
RWE Npower Renewables Ltd v. | N Bentley Ltd
(2014) 46

S

sale of goods, CISG rules 52
samples, specifications 81
schedule of rates 25, 168-169, 175, 177-178, 199
schedules
contract documentation 19, 22-26
gxpress terms 129
pifecedence clauses 45
f pricing 22,167-172,175,177-178
scoping stage questions, specifications 77-78
scores 106-107
sections of specifications 89-92
sector, definitions 79, 199
service compliance 118
service level agreements (SLA) 15-16, 110-116, 199
service quality 118
iervices
contract comparisons 64-70
contract documentation 1-28
set-off, right of 159, 199
ietting targets 106-108
iharing ratios 185, 199
thoe Lane Parking (1970) case 132
hortcuts, specifications 81-82
ilgnce 53
impkins v. Pays (1955) 41
imple one-off purchase contracts 56
ingh and Kaur (2014) 47
inglecompany departments/divisions 114
ite lists, maps and plans 23
iLA see service level agreements

06

small-to medium sized enterprises (SME) 89, 99,
199
SMART targets 107-108
SME (small-to medium sized enterprises) 89, 99, 199
social issues
formal contract clauses 165-166
social responsibility 21-22
social value 97,199
specification criteria 95-99
Southend-on-Sea Borough Council 114
specifications
codes of practice 85-89
contract documentation 8-11, 23
designing 10-11
drafting 76-85
key performance indicators 107-108
one-off purchase contracts 57
procurement content analysis 75-101
standards 81, 85-89
standard terms and conditions 137
types 8-10
specific performance 31, 199
speed, quotations and tendering 7-8
speed of delivery 186-187
stability, key performance indicators 12
stakeholder consultations 78
stand-alone agreements 116
standard forms 45
standardisation 17, 93-95
standards 81, 85-89, 142, 160-166, 198-199
standard schedules 170-171
standard terms and conditions 16-20, 23, 132-139,
199
statements 53-54
Stewart v. Casey (1892) 37
Stiletto Visual Programmes Ltd (1989) case 132
strict liability 148-149, 199
subcontracting 153-157, 166, 199
subjective assessments 103
subject to contract 33
sufficient consideration 38
supplier-defined service level agreements 111
suppliers
analysing legal issues 28-55
contract legal issues 1-55
contractual agreement comparisons 55-70
documentation legal issues 1-28
market dialogue development 76-85
standard terms and conditions 132-139
supplier’s staff 25
suppliers' terms 48-49
supply bases 93, 199
supply chains 23-24, 154-155
supply of goods 1-28, 52
supply markets 93, 199
supply of services 52



Index

T

target costs 185, 199
target fees 185, 199
targets, key performance indicators 13-14, 106-
108
taxes 188-189
Taylor v. Laird (1856) 31
technical specifications 8-10
technical supports, key performance indicators 118
templates 16-20, 23
tenders 2-3, 5-8, 35, 200
see also invitation to tender
term contracts 60-64, 72, 168, 196
see also contract terms
terminations 138
terminology
price schedules 168-169
specifications 91
terms and conditions 15-23, 132-139, 199
third party rights 37-39, 127-128
Thomas (1842) case 36
Thornton v. Shoe Lane Parking (1970) 132
tiers, subcontracting 153-154
time
Five Rights of purchasing 76
specifications 91-92
time is of the essence clause 137, 200
title, specification sections 90
title to goods 33, 200
tolerance against specifications 107-108
trade-body standards 85
transaction costs 121
transfer of liability 149
transfer of risk 149
transitional economies 66, 200
transparency 7, 200
Tweddle v. Atkinson (1861) 37
typical key performance indicator measures 117-
122
typical sections of specifications 89-92

u

ultra vires rules 42-43

United Nations Commission on Internatnonal Trade
Law (UNCITRAL) 49

United Nations Convention on Contracts for the
International Sale of Goods (CISG) 35, 49-52,
196, 200

unit prices 169

units of measurement 91

upstream supply chains 162, 166, 200

urgency, quotations and tendering 7-8

usability/user satisfaction, key performance
indicators 118

utilities sector 5, 200

V'

variable costs 176-178, 200
variation order 26-28

VAT 188-189

version control tables 90, 200

"Vienna Convention 35, 49-52, 196, 200

visits, market dialogue development 83-84

W

waivers 7-8, 200
warranties 57,92, 138
Williams (1957) case 130
withdrawal/revocation 31
With v. O'Flanagan (1936) 53-54
working hours 163
works
contract comparisons 64-67
insurance 151-152
packages (lots) 99
services contracts 64-67
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