
Krista Karli-lvanto

CENTRALIZED COST AND RISK

MANAGEMENT IN A DIVERSIFIED

PORTFOLIO OF CONTRACT

GUARANTEES

HELSINKI SCHOOL OF ECONOMICS AND

BUSINESS ADMINISTRATION

ACTA UNIVERSITATIS QECONOMICAE HELSINGIENSIS

A-,157



1. INTRODUCTION

1.1 OBJECTIVES, RESEARCH METHODS AND DATA
COLLECTION / 5

1.1.1 THEORY S 5
1.1.2 EMPIRICAL ANALYSIS - 6
1.1.3 SUMMARY ' , 7

1.2 LIMITATIONS OF THE THESIS 7
1.3 STRUCTURE AND OVERALL DESCRIPTION 9

1.3.1 OPERATIONAL FRAMEWORK 9
1.3.2 THEORY ' 10
1.3.3 EMPIRICAL ANALYSIS 11
1.3.4 SUMMARY 11

PARTI.

OPERATIONAL FRAMEWORK

2. INTRODUCTION TO CONTRACT GUARANTEES

2.1 DEFINITION 13
2.2 THE MANAGEABLE INTERNAL AND EXTERNAL

FACTORS INVOLVED IN USING CONTRACT GUARANTEES 17
2.3 CONTRACT GUARANTEES RELATED TO THE PROJECT LIFE CYCLE 19

2.3.1 TENDER GUARANTEE 20
2.3.2 ADVANCE PAYMENT GUARANTEE 21
2.3.3 RETENTION GUARANTEE 22
2.3.4 PERFORMANCE GUARANTEE 23

' 2.3.5 MAINTENANCE GUARANTEE • , 24
2.3.6 SECURITY DEPOSITS AND STANDBY

LETTERS OF CREDIT 25
2.3.7 GENERAL GUIDE LINE FOR USING CONTRACT GUARANTEES 26

2.4 CONTRACT GUARANTEES CATEGORIZED ACCORDING TO THE TYPE OF
GUARANTOR'S PAYMENT OBLIGATIONS

2.4.1 DEFINITION 28
2.4.2 ON-DEMAND GUARANTEE 28
2.4.3 LIMITED DEMAND GUARANTEE ^_ ' 29
2.4.4 GUARANTEE ISSUED ON THE BANK'S OWN LIABILITY 30

2.5 CONTRACT GUARANTEES CATEGORIZED ACCORDING TO CUSTOMER'S
REQUIREMENTS 31

2.5.1 GOVERNMENT OFFICES AND'STATE OWNED COMPANIES 32
2.5.2 PRIVATE COMPANIES ' 32

2.6 CONTRACT GUARANTEE REQUIREMENTS CATEGORIZED ACCORDING TO
THE REQUIREMENTS OF DIFFERENT COUNTRIES AND LOCALLY USED LEGAL
SYSTEMS

2.6.1 NORTH AMERICA AND CANADA . 33
2.6.2 SOUTH AMERICA 34
2.6.3 EUROPE - r- 35
2.6.4 NORDIC COUNTRIES <s . 36
2.6.5 SOUTH & EAST ASIA AND PACIFIC 36
2.6.6 THE MIDDLE EAST 37



IV

2.6.7 AFRICA 38

2.6.8 EASTERN EUROPEAN COUNTRIES AND RUSSIA 38

2.7 DIFFERENT STRUCTURES OF ISSUING A CONTRACT GUARANTEE 40

2.7.1 LOCAL ISSUANCE STRUCTURE - - 41
k y

2.7.1.1 CORRESPONDENT STRUCTURE 41

2.7.1.2 "DIRECT" ISSUANCE STRUCTURE 43

2.7.2 "REAL" DIRECT ISSUANCE.STRUCTURE 45

3. THE UNMANAGEABLE EXTERNAL- FACTORS INVOLVEDIN USING
CONTRACT GUARANTEES 48

3.1 RULES, REGULATIONS AND A COMMON BUSINESS PRACTISE FOR
CONTRACT GUARANTEES 49

3.1.1 ICC UNIFORM RULES FOR THE DIFFERENT TYPE OF SECURITIES 50

3.1.1.1 DEMAND GUARANTEES 50
3.1.1.2 CONTRACT BONDS - 52
3.1.1.3 CONTRACT GUARANTEES ^ 53
3.1.1.4 DOCUMENTARY CREDITS " 54

3.2 BANKING NETWORK • 54

3.2.1 LIMITATIONS IN BONDING LINE 55
3.2.2 LIMITATIONS IN OPERATIONS 55

3.3 POLITICS 57
3.4 CULTURE 58

4. THE COMBINED PLATFORM OF THE MANAGEABLE AND THE UNMANAGEABLE
FACTORS INVOLVED IN USING CONTRACT GUARANTEES

4.1 THE TOTAL PLATFORM OF INVOLVED FACTORS 59
4.2 THE POWER OF THE MAIN CONTRACT 60

5. NATURE OF A BONDING LINE AND COST MANAGEMENT

5.1 LINE LIMIT AGREEMENT / 62

5.1.1 NATURE OF THE AGREEMENT AND THE LINE 62
5.1.2 PRICING OF THE LINE 63
5.1.3 DIFFERENT PRICING STRUCTURES WITHIN DIFFERENT

GUARANTORS 63
5.1.4 OBLIGATIONS OF THE PARTIES 64

5.2 REQUIRED SECURITIES FOR THE LINE

5.2.1 LETTER OF COMFORT 65
5.2.2 COMPANY GUARANTEE 66
5.2.3 GENERAL DEED INDEMNITY 66

. 5.2.4 COUNTER-INDEMNITY 67
5.2.5 CASH DEPOSIT < • ^ . 67

5.3 COST MANAGEMENT 68



V

6. NATURE OF THE RISKS AND RISK MANAGEMENT

6.1 UNFAIR CALLING , ' 71

6.1.1 DOCUMENTARY RISK . 72
6.1.2 COUNTRY RISKS 74

6.1.2.1 POLITICAL 74
6.1.2.2 COUNTERPARTY , 75
6.1.2.3 GUARANTOR • 75

6.1.3 CONTRACTUAL RISK 76

6.2 OPEN-ENDED LIABILITY 77
6.3 ASSIGNABILrrY AND TRANSFERABILITY 78
6.4. RISK MANAGEMENT 79

I '
6.4.1 RISK MANAGAMENT BY INSURING THE RISK 81

PART II
THEORY

7. INTRODUCTION TO CONTRACT GUARANTEES FROM RELATED THEORY POINT OF -

VIEW

7.1 OBJECTIVE AND DEFINITIONS 86

7.1.1 OBJECTIVE AND LIMITATIONS OF THE THEORY 86
7.1.2 DEFINITION OF TRUST 86
7.1.3 DEFINITION OF RISK AND COST MINIMIZATION - 87
7.1.4 DEFINITION OF AGENCY 88
7.1.5 DEFINITION OF CONTRACT GUARANTEES AND THE PARTIES

INVOLVED IN THE IN AGENCY THEORY FRAMEWORK 89

7.2. BASIC ASSUMPTIONS FOR THE THEORY USED AND MODIFIED 90
7.3 TOTAL FEE RELATED TO THE DIFFERENT ISSUANCE STRUCTURE 93
7.4- UNCERTAINTY IN THE TOTAL FEE PAID BY THE PRINCIPAL * 95

7.4.1 PARETO OPTIMALITY EXAMINATION

7.5 COST ASPECTS OF UTILITY MAXIMIZATION

7.5.1 PORTFOLIO-BASED UnLITY MAXIMIZATION IN TERMS OF
PRINCIPALS' COSTS • 105

7.6 TOTAL RISK LEVELS RELATED TO THE DIFFERENT ISSUANCE
STRUCTURES • 107

7.7 UNCERTAINTY IN THE TOTAL RISK LEVEL INVOLVED BY THE
PRINCIPAL 109



7.8 RISK ASTECTS OF UTILITY MAXIMIZATION
(THE INVOLVEMENT OF MORAL' HAZARD) 113

7.8.1 PORTFOLIO-BASED UTILITY MAXIMIZATION IN TERMS OF
PRINCIPAL'S RISK ' ' 1 1 9

s
7.9 ARE THE AGENTS ADDING VALUE IN THE ACTUAL TRANSACTION 121
7.10 CONCLUSION OF THE APPLIED THEORY 123

8. DIFFERENT ASPECTS OF CENTRALISED VS. DECENTRALISED MANAGEMENT
OF CONTRACT GUARANTEES 125

8.1 COST MANAGEMENT 126
8.2 RISK MANAGEMENT 128
8.3 TIME MANAGEMENT 130
8.4 OPERATIONS AND REPORTING SYSTEM 131
8.5 ADVANTAGE OF TRADE FINANCE LEVERAGE 133
8.6 THE IMPORTANCE OF THE CENTRALISED MANAGEMENT OF CONTRACT

GUARANTEES BY INVOLVED, PARTIES AND ANALYSED ISSUES 136

PART III
EMPIRICAL ANALYSIS

9. DESCRIPTION OF THE PROJECT CALLED

"THE GLOBAL BANK GUARANTEE CENTRE (GBGC)" 139

9.1 ANALYSING THE CURRENT SITUATION AT THE BINNING OF 1995 • 140

9.1.1 STRUCTURE OF DECENTRALISED MANAGEMENT
OF CONTRACT GUARANTEES 141

9.1.2 THE LEVEL OF THE COMMISSIONS CHARGED 143
9.1.3 THE LEVEL OF OUTSTANDING RISKS 145

9.2 STARTING UP THE PROJECT •

9.2.1 NAMING THE GBGC AND DEFINING THE FIRST PURPOSE "OF
THE CENTRE 146

9.2.2 OBJECTIVE SETTING AND TIMETABLE 146
9.2.3 SELECTING THE STRUCTURE FOR THE.GBGC 148
9.2.4 SELECTING THE KEY INTERNAL AND

EXTERNAL COUNTERPARTIES 150

9.3 PROJECT STRATEGY AND OPERATIONS / ^ „ 155

9.3.1 SELECTED STRATEGY FOR THE GBGC / • 1 5 5

9.3.2 PROCESS DESCRIPTIONS OF OPERATIONS 156
9.3.3 MATCHING THE SELECTED STRATEGY TO THE OPERATIONS 156

9.4 REPORTING AND CONTROL 156

9.4.1 SELECTION OF THE TOOL ' 157
9.4.2 SELECTION OF THE REPORTING SYSTEM 157
9.4.3 RISK MANAGEMENT AND CONTROL 158
9.4.4 COST MANAGEMENT AND CONTROL 160

9.5 DEVELOPMENT OF THE CONTRACT GUARANTEE PORTFOLIO OVER THE
PROJECT TIME . ^

8.5.1 COST DEVELOPMENT <s 162
9.5.2 IMPROVEMENTS IN RISK MANAGEMENT 165
9.5.3 UP-TO-DATE REPORTING AND CONTROL 166



VII

10. CURRENT SITUATION AND CONCLUSION 168

PART IV
SUMMARY

11. SUMMARY

11.1 SUMMARY OF THESIS 181
11.2 THE MAIN OPERATIONAL, THEORETICAL AND EMPIRICAL

FINDINGS AND IMPLICATIONS AS RESULTS 181
11.2 NEW APPLICATIONS AND SUGGESTIONS FOR FUTURE RESEARCH 183

REFERENCES , .' . 185

ANNEXES:
ANNEX 1: FIRST / ONDEMAND GUARANTEE SAMPLE, IRAN . 198
ANNEX 2: STANDARD OPERATING PROCEDURE 199
ANNEX 3: INTERNAL INSTRUCTIONS 213
ANNEX 4: PROCESS 216
ANNEX 5: BANK GUARANTEE APPLICATION FORM , 217
ANNEX 6: NAS & NCS COMMISSION CALCULATIONSPER 31.12.1996 218
ANNEX 7: SAMPLE OF REPORTS PRODUCED BY THE GBGC 219


