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Abstract

Many nationa and internationa instruments have been concerned with building an
effective procurement system. In this context, particular procurement issues, such as the
implementation of secondary policies, the review mechanism to address complaints,
provisions on electronic procurement or rules governing privately financed projects, have
receved an in-depth examination. However, the particular analysis of those issues in the
context of World Bank-funded procurement has been given amost no attention in the
literature. Discussing such issues in the context of World Bank procurement involves special
consideration because of the status and character of the organisation and the specia nature of
the relationship between the Bank, the borrower, and private parties involved in the
procurement process.

This thesis proposes to offer a critical anaysis of the World Bank procurement
system in two specific respects, namely enforcement mechanisms and secondary policies.
There are two main objectives in this study. The first one is to examine the current position in
respect of those two issues, since there is no literature that offers a significant anaysis of
these points. Once it is determined what the current position is, this study will offer a critique
of the rules and suggestions for reform, based on the particular character of the World Bank
procurement system.

In terms of the first subject, several options for establishing a complaints mechanism
are considered. Since none offer a wholly satisfactory answer for the particular needs of the
World Bank procurement system, this study has tried to offer a conciliatory suggestion
whereby the current system of suppliers’ complaints would be strengthened by a more formal
review mechanism. Regarding the analysis of secondary policies, it is suggested that the
current provisions could be improved in three man ways, namely, through a review of the
policies set in the Guidelines; through greater use of nationa policies, and by providing

further scope for implementing international standards.
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CHAPTER | —-THESISOVERVIEW
1 Introduction

The World Bank has as its main objective the reduction of poverty in its client countries.
Recently, the Bank has concentrated its efforts on reaching the Millennium Development Goals
agreed by members of the United Nations in 2000. Those goals include among other things, the
eradication of extreme poverty, promotion of gender equality, improvement of environmental
sustainability and further development of an open, rule-based, predictable, non-discriminatory
trading and financia system. The means to achieve its objectives is through financialy assisting
low and middle income member countries in building policies and infrastructure for a stable and
sustainable devel opment. The assistance is usualy given by loans or grants, which are attached to
a specific project. The projects financed by the Bank involve not only reforming economic,
financial and social policies, but also some practica actions such as building roads, educating
people, protecting the environment, etc. The major ingtitutions within the World Bank providing
financial aid to client countries are the International Bank for Reconstruction and Devel opment
(IBRD) and the International Development Association (IDA). Together these organisations
provide low-interest loans, interest-free credit, and grants to developing countries.

Following the Bank’s Articles of Agreement, the interest in procurement derives from
the need to ensure that the resources will be alocated for the purpose for which the loan was
granted, and also that this will be done in an efficient way (Articles of Agreement, Article 11,
Section 5 (b)). The procurement procedure will be carried out by the member country that is
implementing the project but the Bank will have the role of closely supervising the process to
ensure that the procurement goals are achieved. The aiding ingtitution is, therefore, concerned
with the effective application of the money granted and usually requires the use of its own rules
on public procurement. Recently the Bank adopted a more structural approach by changing its
policy and stating that “the main thrust of the Bank’s current procurement work is to move from
the traditional role of reviewing contracts to building capacity of World Bank borrowers.” This
statement is in line with the Bank’s policy for the 21st century, where the importance of
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establishing the strengths and weaknesses of developing countries to put in place policies and
structural reforms can be observed, which can provide the basis for strong growth.

The World Bank is not the only financing institution which imposes specid rules on
procurement for financed projects. In fact, most international financing institutions will insist on
the use of their own rules, as opposed to the borrower’s nationa rules, when procuring goods,
works and services in financed projects. However, the World Bank Guidelines stands out as its
rules have provided a model for many of the other institutions®. Moreover, while most of the
other internationa institutions have a regiona character, the World Bank provides funds for
countries from North to South, and from East to West. In fact, the Bank has 184 member
countries at the moment, most of which are digible to receive loans or grants. Therefore, the
World Bank procurement rules might face particular challenges imposed by its implementation

on awide range of political structures and legal backgrounds.
2  Objectivesof thisstudy

Given the importance of the World Bank Procurement Guidelines, there is already some
academic literature2 and a vast number of documents published by the World Bank and by other
parties interested in procurement opportunities3 offering guidance on the procurement procedures
followed in financed projects. Nonetheless, an in-depth examination of particular procurement
issues that have received attention in the context of national systems and other internationa
instruments - such as the implementation of socia policies, the review mechanism to address

complaints, provisions on electronic procurement or rules governing privately financed projects -

! For example, the procurement rules of the OPEC and Japan’s Overseas Economic Co-operation rules for
aid-funded projects were heavily influenced by the World Bank Model. Westring and Jadoun, (1996).

2 See for example, Tucker in Arrowsmith and Davis (eds) (1998); Arrowsmith, Linarelli and Wallace
52000); Westring (1991); Tucker (2001); Hunja (1997).

See for example, World Bank, Guide to International Business Opportunities in Projects Funded by the
World Bank, (Washington D.C., World Bank) (1997), World Bank, Bank-Financed Procurement Manual,
July 2001, World Bank, List of Currents Standard Biding Documents, Procurement Technical Notes,
Standard Forms of Contract, and other procurement documents, are available at the World Bank web site at
www.worldbank.org. Also see Department of Foreign Affairs and International Trade — Canada,
Comparison of AfDB and World Bank Procurement Procedures, http://www.infoexport.gc.ca/docs/view-
e.asp?did=5974& gid=119 as in 22/02/02, OECD, Strengthening Procurement Capacities in Developing
Countries OECD/DAC - World Bank Roundtable International Benchmarks and Standards for Public
Procurement System, Paris January 2003 at http://www.OECD.org (C).




has not been previoudy undertaken. This thesis proposes to offer a critical analysis of the World
Bank procurement system in two respects, namely enforcement mechanism and secondary
policies. There are two main objectives in this study. The first one is to examine the current
position in respect of those two issues, since there is almost no literature that offers an analysis of
the state of law regarding the World Bank procurement system. Once it is determined what the
current position is, this study will offer a critique of those rules, using the methodology
elaborated further below.

Enforcement has been chosen from various areas needing further analysis for various
reasons. Firstly, as will be argued in Chapter V, for any procurement regulation to be effective
and to inspire confidence, an enforcement system is needed. All interested persons need to know
that the rules will be followed in practice and that any breach will either be corrected or will
trigger the accountability of the people involved. However, it seems that the World Bank’s
procurement regulations do not provide for a clear form of complaint mechanism which requires
accountability for conduct during the procurement process. The Bank’s policy, which — as
explained in Chapter IV — is to leave complaints to be addressed under the enforcement
mechanism available in the borrower’s national system, seems inadequate to guarantee that the
Bank’s objectives of economy, efficiency, transparency and development will be achieved.
Moreover, the application of external procurement rules might bring additional practical
congtraints to the contracting agency, since besides dealing with unfamiliar rules, it might also
need to take into account the interaction of the external procurement rules and other national
regulations influencing the procurement process. For alegal researcher this subject is particularly
challenging because of the specia considerations that will need to be given to the particular
character and status of the World Bank procurement rules. The particular framework in which the
relationship between the Bank, borrowers and bidders develops means that the design of the
enforcement system presents special difficulties and that it is not possible smply to adapt model
rules designed for national systems, but there is a need to take special account of the presence and

interaction of the national and international actors involved.



The choice of considering the possibility of using secondary policies under the Word
Bank system results from some additional factors. The first and most important drive for this
choice is that despite the widespread use of secondary policies within national systems and the
relevance of the debate over their use under different international procurement agreements, this
issue has not been examined in the literature within the World Bank procurement context. The
analysis of the application of secondary objectives in projects financed by the World Bank is
particularly interesting given the number of client countries and the specia relationship that is
established with the loan agreement. There are two main issues that arise in this context. The first
is the possibility for borrowing countries to use their procurement as a means of promoting their
socia or other secondary objectives at their own discretion, either based on purely domestic
policies or on international agreements to which the borrower is party. Borrowing countries
might, for example, be part of international agreements on environmental protection or be
compelled by local laws to provide some guarantees that minimal labour standards will be kept in
government contracts. In those cases is there scope in the guidelines to accommodate such
requirements? The World Bank procurement regulation does not have clear rules addressing
those issues. Even when there is a specific rule, such as applies in the case on national
preferences (as explained in Chapter VII), there is a margin of discretion that might bring
inconsistency and a lack of transparency to the application of the rule in different borrowing
countries. A second issue is the question of whether the World Bank should seek to leverage the
procurement powers of borrowing countries to support or promote policies of the Bank itsdlf,
through secondary uses of that procurement power. Given the amount of resources involved in
financed projects, and since some of the issued pursued by secondary policies, such as protection
of the environment, development of infant industries or protection of labour rights, are
recognised by the Bank as important development targets, there is a question of whether the Bank
should use procurement as a means to adopt some standard practicesin al its financed projects.

The choice of concentrating the work of the thesis in these two particular aspects derives
from the doubt as to whether in these areas the system that has developed has given sufficient

attention or adopted adequate solutions to take into account the particular character of the people
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involved in this peculiar procurement system. The relationship between the Bank, borrowers and
bidders/contractors is not ordinarily drafted by the national law of the borrowing country, but
there are national and international rules that will interact to define a specific procurement
environment. The additional dimension of this relationship poses a challenge for this study.

It is expected that this work will provide a contribution to the legal literature in the
procurement field and guide governments, lawyers, private entities and al the agentsinvolved in
the World Bank procurement area, both by its examination of the current provisions that apply in
this area and by identifying problems and options for reform. It is hoped that in this way this
study will contribute to the enhancement of the World Bank’s recent strategy and will help
developing countries to build (or to restructure) solid legal frameworks in procurement as one of

the bases of their effective development.

3 Method

The method adopted for achieving the proposed objectives was mainly a comprehensive
library-based study involving the analysis of primary and secondary literature. In order to
complete the first objective, namely, the examination of the current rules, the researcher looked at
the procurement regulations and other internal rules of the Bank relevant to each of the issues
examined. This included the World Bank’s operationa policies and procedures, country
procurement reports, and also other literature drafted by the Bank or by other organisations on
business opportunities in World Bank financed projects. The analysis of the secondary literature
at this point was seen as an interesting vehicle to practical constraints that could not be easily
identified by the analysis of the primary material.

In order to elucidate the legal framework in which the procurement rules apply, the
research will also have to take into account international law rules. This would involve the
examination of primary and secondary materia applicable to international organisations and to
their relationship with states and private parties. Treaties defining the scope and powers of the
Bank, the agreement between the borrower and the Bank and the rights and duties of third parties

that are involved in the procurement process are some of the things that will have to be examined.



Although no qualitative or quantitative work was undertaken, there was, however, the
opportunity to interact with some of the people involved in World Bank operations. During those
meetings no formal interviews or questionnaires were used, but rather, people were encouraged
to talk freely about practical constraints experienced in enforcing the rules or in accommodating
secondary objectives. Those meetings have aso contributed to a better understanding of the
practical context in which the rules are applied. Moreover, the discussion has also contributed to
the second objective by helping to identify and understand the possible advantages and
disadvantages of adopting some of the different approaches and models discussed in this thesis.

The critique proposed as the second objective of the thesis ams at two main things.
firdtly, to identify deficiencies in the current rules and, secondly, to consider the arguments for
and against various possible aternative approaches that might be adopted. The critique was
drafted based on the primary materials and on the academic literature on regulating public
procurement. This critique will aso refer to existing experiences in national and international
systems which can illustrate the problems involved in the issues analysed in each Chapter.
Solutions adopted in different procurement systems, and the reasons behind them, were aso
considered when these could be regarded as embodying solutions that might provide a useful
approach. The value of those possible solutions was considered, taking into account the particular
context of the World Bank rules and the justification behind the Bank’ s regulation.

The methodological approach adopted in the critique does not use a predefined set of
standards. In order words, it is not the aim of the critique to establish a predefined framework and
assess the World Bank procurement rules against it. Instead, the author examines several models
found in the procurement literature which could provide for different solutions. In this context
concepts adopted in national and international systems are use as examples rather than accepted
standards.

The choice of the materid used as examples of the literature in regulating public
procurement has been a careful one. Three main procurement regulations provided a significant
contribution to the analysis undertaken in this work; namely, the United Nations Commission for

International Trade Law (UNCITRAL) Mode Law on Procurement of Goods, Construction and
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Services; the Word Trade Organisation - Government Procurement Agreement (GPA), and the
Procurement Directives of the European Community (EC).

The UNCITRAL Moded Law has been one of the major contributions for several reasons.
Firstly, one of the major factors that make the procurement rules stated in the Model Law
relevant worldwide is the fact that it reflects the wide representation of the United Nations®. The
Model Law was formulated to assist al states, including devel oping countries and countries with
economies in transition®. Unlike other international agreements liberalising procurement trade,
the UNCITRAL Model Law is not only concerned with the opening procurement for foreign
competition, but it also provides a rather comprehensive framework for the establishment of
procurement legidation®. In practice this agreement has helped mainly transition and developing
economies to set national procurement legidation or to reform their existing laws according to a
liberal approach’.

The Model Law is aframework agreement and states can depart from its guidance when
setting their procurement regulations. Moreover, the Model Law provides for alternative choices
in drafting a procurement system. This flexibility of the Model Law meansthat it is able to reflect
differences in regulatory policies deriving from a wide rage of lega cultures, and even to take
into account some political constraints that other international agreements try to avoid. Although
this pragmatic approach might mean that in some instances the optimal choice will not be
achieved, the Model Law can in those cases ensure that such policies can be implemented in the
least damaging way. In other words, the Model Law provisions and guidelines to enactment will
try to balance the tension between the “pragmatic” and the “ideal” procurement solutions.

The discussion in achieving this balance on the enforcement provisions and the scope of

the use of secondary policies illustrates the sensitivity of those issues, especialy for developing

* The UNCITRAL is a subsidiary body of the General Assembly of the United Nations with the general
mandate to further the harmonization and unification of the law of international trade. UNCITRAL texts
are adopted by the United Nations Commission on International Trade Law, a body with 60 elected
member States representing a wide range of geographic regions. Developing countries play an active role
in both drafting and adoption UNCITRAL texts.

® See Report of UNCITRAL on the work of its 26th session (A/41/17), para 217.

® See comparison made by Arrowsmith, (2004) ().

" See for example, Lemke and; Piselli, both in Arrowsmith and Trybus (eds) (2003). Also see further
examplesin Arrowsmith (2004) (a).



countries. However, for the analysis undertaken in this work, the specia characteristics of the
relationship between the Bank and borrowers should be kept in mind. The economic power of the
Bank might be enough to overcome some of the constraints despite the sensitivity of the issues
when defining national procurement policies. Therefore, although the Model Law options could
provide some interesting tools to address the issues dedt with in this thesis, in the specific
context of the World Bank there might be other forces influencing the choice of the moddl.

Ancther factor that influenced the choice of the Moddl Law as one of the main systems
used in this thesis is the support given by the World Bank to its provisions. In fact, when helping
to finance the reform of the procurement system of borrowing countries, the Bank has insisted on
the use of the Model Law as a guide for reform. The adoption of practices stated in the Model
Law by client countries might influence the adequacy of the World Bank procurement regulation.
For example, if most client countries have strong national enforcement systems, the World Bank
could rely on them for procurement in financed projects. On the other hand, if weak systems
prevail, the Bank might have to adopt other forms to address complaints in financed projects. The
advantages and disadvantages of both approaches will be further assessed in Chapter V.

The GPA and the EC Directives have adso been chosen as important examples
throughout this work. In fact, those are mgjor international agreements that have much stricter
rules in regulating public procurement® and which have a wide membership. The EC Directives
now regulates public procurement in 25 states while the GPA has a membership of 37 states—a
guarter of the WTO members. Although it is correct to say that membership of the GPA includes
EC gtates and mainly developed countries, it accounts for a significant portion of the world trade.
In this sense, the rules adopted in those agreements could be regarded as relatively widely
accepted. Moreover, despite the fact that most World Bank borrowers are not members of those
agreements, the resistance to adopting the GPA provisions and the arguments of developed and

developing countries, especialy regarding the provision on enforcement and on secondary

8 The procurement provisions in the NAFTA also have the same character but since they were inspired in
the GPA and that membership is mainly composed by members of the GPA, the NAFTA will not be
considered separately.



policies, could aso provide significant contributions for this work. Another aspect arising from
the wide applicability of those agreements is that consideration has been given to the suitability
of the rules by a variety of different states. Such states may have had different traditions and
regulations regarding public procurement and their processes in adopting them might provide a
rich source of information.

Since the EC Directives and the GPA are agreements reached with the mediation of
multilateral institutions, it could be argued that their provisions would reflect what could be
regarded as a good procurement system since political pressure from individual groups tends to
be minimised. This argument follows from the fact that political difficulties make ideal solutions
difficult in individua states or in the early stages of integration, but effective multinational
ingtitutions are designed to get round these vested political interests to bring about solutions that
are effective to promote a state' s overall well-being. Although such organisations might not bring
the ideal solutions for al instances, in genera they tend to draft how a procurement system
would look, in the absence of certain domestic vested interests. Whether those agreements will
work in practice will depend on severa factors, including the proper implementation of their
provisons. Thus the benefits and constraints perceived when implementing those agreements,
especialy regarding the provisions on remedies and secondary policies, might help to identify the
benefits and problems of having such provisions in the World Bank Guidelines.

One further reason lies in the fact that those agreements have been implemented over
some considerable time. The EC system in particular is a very longstanding system which has
been developed over a long period, and therefore could provide wider sources of interpretations
of its provisions, including case law material. The GPA, on the other hand, despite being a newer
system, by being part of the WTO system, might demonstrate the pros and cons of different
aspects, not only through the interpretation d its own provision but also in the interpretation of
other agreements. It is important to emphasise that this research does not make any judgment on
the efficiency of those systems or imply that they set lessons to be learned. All that is doneis to

use their practice, the abundant literature and critiques, and the aternative solutions presented,



for both systems to illustrate achievements and problems that might be experienced during the
implementation of some aspects of the procurement regulation.

The procurement regulations under other international agreements have aso been sources
for this work, athough to a more limited extent. This would include the procurement provisions
of the North America Free Trade Agreement (NAFTA), which were inspired by the GPA
provisions and whose members are mainly from the GPA’; the Asia Pacific Economic
Cooperation (APEC), which is a non-binding agreement that intends to provide a first step
toward procurement integration in the region, and therefore does not have significant institutions
that can overcome political vested interests'®; the Common Market for Eastern and Southern
Africa (COMESA) Principles on Government Procurement, which involves a non-binding
agreement that in order to promote trade tries to harmonise procurement rules in the regions
(pursuing the same rationale as the UNCITRAL Modd Law)""; and the Common Market of the
Southern Cone (MERCOSUR) Protocol of Public Contracting, which is an agreement reached in
2003 establishing general rules on public procurement, although so far it has not been clear how

member countries have incorporated those rules into their national procurement regulation™.
4  Outline

This work will be divided into eight mgor Chapters, which will be outlined in the
following paragraphs. This introduction is the first Chapter of the thesis and its aim is to clarify
the objectives of the work, the methodology used to achieve those objectives, and to give an
overview of the Chapters that will follow.

Before addressing the main objectives of this thesis, the following two Chapters will

provide background information which needs to be known and understood in order to appreciate

9 For further general information see Greenwold, (1994); Bovis, (1993). See specific Chapters for further
information on theissuestreated in the thesis.

19 For example, given the sensitivity of the issue the APEC provisions do not provide any form
of enforcement system. For full details see Asia Pacific Co-operation Forum, Government
Procurement Experts Group, Non-binding Principles on Government Procurement:
Transparency at http://www.apecsec.org.sg/committee/gov_non_binding.html; Brown (1999);
Arrowsmith (1998) (a)

™ For more information see Karangizi (2005).

12 For further information on public procurement in the MERCOSUR see Bizai and Gruskin (2004); Bizai
(2000); and Guimaraes (1997).
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the context in which the relationship between the World Bank, borrowers, and private parties
involved in the procurement process develops. Such information will set the foundation for
developing some of the arguments presented in later Chapters of the thesis. Following this line of
reasoning, the second Chapter starts with an analysis of the World Bank as an international
organisation, its congtitutional rules, powers and functions. In order to determine the legal basis
in which the procurement relationship develops, the legal background between the Bank and
other actors involved in the Bank’s operation is established. Principles, treaties and rules of
public international law applicable to international ingtitutions, the legal status of the Loan
Agreement between the Bank and the borrower, and the responsibility of the ingtitution towards
third parties are dedlt with in this Chapter.

The Bank’s concern with procurement will be the main subject of Chapter 1ll. The
objective of this Chapter is to determine what the Bank’ s policies regarding procurement are and
how they frame the legal relationship between the institution, borrowers and bidders. The general
procurement policy under project lending will be explained. However, a detailed explanation of
the rules and procedures will not be carried out in this work since there are studies and World
Bank documents that already do that. Moreover, development policy operations will not be
considered since the procurement guidelines usually do not apply.

After defining the context in which the procurement relationship develops, the following
Chapters will directly address the main research issues of this thesis, namely the enforcement
system and the use of secondary policy in procurement for financed projects.

Chapter 1V will aim to examine the enforcement provision under the current procurement
system. Not only are the provisions of the Guidelines on enforcement analysed, but also indirect
forms of review mechanism, such as the provisions on fraud and corruption and procurement
audits. Moreover, the accountability of the Bank towards bidders is examined.

In Chapter V, the research will criticaly anayse the enforcement system currently in
place. Some consideration will be given to issues that are seen as relevant when setting a review
mechanism, such as the role of private parties, burden of proof, stands to sue, speed of the

procedure and remedies. Finaly, severa models of review mechanism are mentioned, namely a
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formal complaint mechanism within the Bank; access of private parties to nationa review
mechanisms; international arbitration, and the creation of an “ombudsman” like mechanism, and
their advantages and disadvantages are assessed. It is tentatively suggested that that the Bank’s
procurement guidelines would improve if a more formal review mechanism were to be in place,
and that it could submit complaints not to one, but to severa review mechanisms, maximising the
advantages that each of them could bring.

Chapter VI will introduce the subject of secondary policies on public procurement. In
this Chapter the controversies underlying some of those policies will be examined, as well as
some models commonly used to pursue those policies under procurement procedures. It is
important to note that athough a wide range of policies could be implemented through
procurement regulations, this study will concentrate its discussion on polices under four major
headings, namely, economic development of sectors or regions, development of social groups,
environmental policies, and labour standards, since those are magjor issues for concern. The
analysis, which will be based on the secondary literature on public procurement, will point out
some of the strengths and weaknesses of each of the models mentioned in implementing policies
in each of the chosen sectors.

The following Chapter, Chapter VII, will am to examine the possibility of using
secondary policies under the World Bank’s current procurement system. Not only will the
contents of the rules be assessed, but also the models used in national and international
procurement regulations will be used to provide examples of how other systems have tried to
strike a balance between the various procurement objectives. Thiswill lead to an overview of the
current state of the rules and the identification of the areas that could be improved. It will be
determined that athough there are significant limitations on the use of national secondary
polices, the Guidelines have some provisions which could be used to implement secondary
procurement concerns.

Finaly, Chapter VIII will provide a critique on the current provisions and will offer some
proposals for the reform of the system. The proposed reform will consider the three different

facets of the use of secondary policiesin financed projects, namely, improvements to the current
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policies; the scope for further use of established national policies of the borrowing country; and
the possibility of the using the Bank’s procurement power to promote other policies. It will be
argued that there is some scope for improving the provisions in the Guidelines and that guidance
should be given on the precise limits of the provisions so that transparency could be improved
and discrepancies avoided. The possibility of using nationa policies should be carefully taken
into account and, if the Bank decides to alow them, their implementation should be limited to
what is required by nationa law. As to the Bank’s role in promoting secondary policies,
significant limitations will be found in the Bank’s charter. However, those limitations may not
preclude the use of international standards in procurement contracts. In this context, it is
tentatively suggested that the Bank could use its power to promote standards provided they

reflect policies pursed by the borrower in international agreements. The ultimate choice will

depend on the choices the Bank is prepared to make.
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CHAPTER Il —=THE WORLD BANK: SCOPE, POWER AND FUNCTION

1 Introduction

This Chapter defines the context in which the World Bank operates®. The study will start
with an analysis of the Bank as an international organisation, and of its constitutional
characteristics, powers and functions. As it develops the Bank’s distinctive features will be
identified, and the rules that could influence the legal relationship between the organisation and
the outside world will be pointed out. Within the field of public international law there will be
treaties and customary international law that helps to shape how the Bank operates, and
determines the extent to which it enjoys immunity from suit. This analysisis relevant since there
are principles and rules that might interfere with Bank-financed procurement™. Furthermore, as
the Bank carries out its purpose primarily through loan operations, the next step will be an
anaysis of the legal aspect of the Loan and Guarantee Agreements. Here will be defined the
specific framework of the relationship between the Bank and the borrower and, where applicable,
the guarantor. Moreover, the accountability of the ingtitution towards third parties affected during
the designing, appraisal and implementation stages of the project will be assessed. This is
important in considering the liability of the Bank for acts carried out by borrower states in the
procurement process that have been required or authorised by the Bank. Thus, this Chapter will
aim to set out the legal foundations for the discussion regarding the procurement provisions in
financed projects. In particular, the Chapter will provide a framework for determining the

attribution and responsibility of the Bank in the context of procurement.

2 TheWorld Bank Group — Financial Structure

The World Bank is a specialised agency of the United Nations created in 1944 as a result

of the United Nations Monetary and Financial Conference held in Bretton Woods (USA). At that

13 For the purpose of this work the expression ‘the Bank’ will refer to the IBRD and the IDA only, because
those agencies are the ones that are involved with providing funds for projects that require procurement of
goods and services by their borrowers through the Bank’ s Guidelines.

14 For further discussion on the relation between the World Bank rules and national rules see Chapter 111.
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conference its charter — the Articles of Agreement- were drafted by the forty five governments
present, and came into force on 27" December 1945. At that time the World Bank was the
popular name of the International Bank for Reconstruction and Devel opment, which was formed
with the purpose of providing loans to finance post-war reconstruction and economic
development. Today, the World Bank Group consists of five associated institutions. the
International Bank for Reconstruction and Development (IBRD), the International Development
Association (IDA), the International Finance Corporation (IFC), the International Centre for the
Settlement of Investment Disputes (ICSID) and the Multilateral Investment Guarantee Agency
(MIGA).

The World Bank is an institution created by an intergovernmental agreement, which has,
at present, 184 member states”™. For a new member state to be admitted, it first has to join the
International Monetary Fund™ and then be admitted by decision of the Bank’s Board of
Governors™. Also membership of the International Development Association (IDA), the
International Finance Corporation (IFC), the International Centre for the Settlement of
Investment Disputes (ICSID) and the Multilateral Investment Guarantee Agency (MIGA) are
conditional on membership of the International Bank for Reconstruction and Development
(IBRD). In general terms, the membership procedure requires subscriptions based on ‘quotas
which are determined based on the country’s Gross National Product, its current reserves and its
foreign trade prospects. In practice this will mean that the size of the ‘quota’ will be
proportionate to the economic size of each member, so that the wealthier countries pay more than
the poorer ones'®. All member countries are shareholders of the Bank™. Describing its procedures

for subscription, the Bank states that the capital subscription of a new member consists of two

5 The IBRD has 184 members, IDA has 165members, the IFC has 177 members, MIGA
has 164 members and ICSID has 140 members.

18 For more information on the IMF and its relationship with the World Bank Group see Sir Walters,
(1994); Horn, and Schmitthoff, (1982) page. 310; Efraim, (2000) Chapter IV and Driscoll, (1994). For a
recent analysis of the World Bank and IMF origins and contemporary functions see Mac Darrow, (2003).

17 Article 11, Section 1 of the IBRD Articles of Agreement.

18 The ‘quota’ in the IMF is determined according to the country’s financial standing in the world. (IMF
Articles of Agreement, Article Il Sections 1 and 2). It is important to note that the quota subscriptions are
sg/stemati cally adjusted to the economic reality of members.

P For deeper explanation of the subscription procedures see World Bank group at
http://www.worldbank.org/html/extdr/about/members/generalinfo.htm
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components. Thefirst is an obligatory subscription that the new member must subscribe to at the
time it joins the Bank. However, with respect to each share of this subscription, the member must
pay 0.60% of the price in US dollars in cash and 5.40% in the member's currency or in US
dollars. The balance of the price of the shares consists of callable capita®. The second
component, subscription to which is aso optional, consists of 250 shares with respect to which
no payment is due at the time of subscription. The total price of these shares is made up of
callable capital. All members of the Bank were offered to subscribe 250 ‘membership’ shares on
these termsin 1979 to avoid dilution of the voting power of the smaller members of the Bank asa
result of the 1979 genera capital increase. New members are also authorised to subscribe 250
shares on the same terms and conditions.”.

According to the Bank’s charter?, only 20% of the shares subscribed by member states
are in fact paid. The residual amount of the capita is not available for lending but remains as a
guarantee fund for the Bank’s own borrowing. In fact the Bank does not rely on contributions
made by its members but raises most of its funds from non-governmental sources. There are two
main ways in which funds are raised: the Bank borrows money from the international capital
market® or it sells portions of its loan to private investors. Under the Bank’s Loan Agreement the
borrower will issue bonds that relate to their debts, and those are sold in the market in order to
raise funds for further loans. Although out of the scope of this research, it can be foreseen that
there might be important lega issues related to the transference of rights and liabilities of the
Loan Agreement to private investors™.

The way in which the Bank’s financial and capital structure is drafted is crucia for the

understanding of the great autonomy enjoyed by this institution®®. The specia position of the

20 Al the shares of the Bank's capital stock are valued at $120,635 per share.

21 World Bank group at http://www.worldbank.org/html/extdr/about/members/generalinfo.htm

22 Article 2, Section 5 of the IBRD Articles of Agreement.

23 See Driscoll (1994).

24 See Broches, (1995), page 8.

%5 The position of the IMF and the World Bank and the International Finance Corporation are very similar
but it differs from other institutions such as the World Health Organisation.
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Bank, when compared with other specialised agencies of the United Nations®®, is reflected in the
agreement between the former and the latter”. The first Article of the Agreement not aily
recognises the Bank as a specialised agency of the United Nations but also states that “ By reason
of the nature of its international responsibilities and the terms of its Article of Agreement the

Bank is, and is required to function as, an independent inter national or ganization”?®

(emphasis
added). Another distinct provision is the one on Article I11. While other specialised agencies are
obliged to submit the recommendations made by the General Assembly or the Council to the
appropriate organ, the provision on the Bank’s agreement only requires from the institution “due
consideration to the inclusion in the agenda of items proposed by the United Nations’. Regarding
the administrative relationship between the UN and the Bank, the autonomy of the latter is
particularly striking. On Article X Section 3, the United Nations agrees that in the interpretation
of paragraph 3 of Article 17 of the United Nations Charter, which provides that the General
Assembly shall examine the administrative budget of the specialised agencies, it will take into
account that the Bank does not rely for its annual budget upon contributions from its members,
and that the appropriate authorities of the Bank enjoy full autonomy in deciding the form and the
content of the Bank’ s budget.

Another important consequence of the financial structure of the Bank is that it will not
enjoy al broad immunities from suit as do some other internationa organisations. Because of the
dependence of the Bank on capital markets, and since immunity from judicial processes can be

discouraging for private investors, the Bank’s charter on Article V11, Section 3 provides awaiver

of immunity and allows private parties to sue the Bank in municipal courts™.

3  Voting Power

Each member will appoint a Governor to the Board of Governors. The Board is the organ

of the Bank that holds the ultimate decision-making power. They decide on key policy issues,

%6 See Philippe and Pierre (2001) page 79-83, and White, (1996) page 153 when comparing the Bretton
Woods Organisations with the World Health Organisation. Also see Bergesen and Lunde, (1999).

716 UNTS 341.

28 Article |, Section 2.

29 Given the significance of this issue there will be a separate section on this Chapter analysing it.
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determine the distribution of the IBRD’s net income and endorse financial statements and
budgets. The system of voting, however, is not based on one vote per membership but on the
number of shares that each member possesses. According to Article V, Section 3 of the Article of
Agreements, each member shall have 250 votes plus one additional vote for each share of stock
held. Therefore, the voting power is weighted on the sole basis of the financial contribution of
each member. The number of shares varies according to the economic size of each member so, in
practice, the largest industrial members® hold the greatest number of shares and have the greatest
influence on the Bank’s policies. One of the most important consequences of this voting
mechanism is the fact that de facto just one member, namely the United States, as the largest
sharehol der (16.87%)*", has the power to veto any changesin the Bank’s capital base and Articles
of Agreement®. It is also true that pooling the votes of other members can aso veto the decision
of the Bank requiring high mgjority - i.e. the European Union members. However, comparing the
position of the Bank with other international organisations that do not use the same voting
mechanism™ it can be seen that the Bank’s largest shareholder enjoys much greater power™. As
the Board of Governors is basically an organ orientated by international politics, and there is an
interest from wealthier members to determine policies that are seen as appropriate to address
development problem®, minor shareholders sdldom have an important stake in the decisions
taken by the Board. Nonetheless, it isimportant to note that the mgjority of decisions are taken by

consensus®®. Hence, the configuration of the system suggests that while the economic power of

30 United States, United Kingdom, Japan, Italy, Germany, France and Canada together hold about 45% of
the Bank shares. Other major shareholders include China, India, Russian Federation and Saudi Arabia.

3 For the number of shares and number of votes of each member see
http://www.worldbank.org/html/extdr/about/voting/kird.htm

32 8506 of the shares are needed to make such changes (Article V11 of the Article of Agreements).

33j.e. Although the UN Charter does not expressly foresee the veto in its voting procedures the requirement
of high majority provides a de facto veto power. However, unlike the Bank, the UN Charter grants the five
g)ermanent members of the Security Council the power of veto. See Efraim,(2000) Chapter V.

“ For discussion on the decision making mechanism in several international organisations see, Reinalda
and Verbeek (eds.), (2003). For the particular characteristics of the World Bank see Chapter 6, Woods,
Ngaire. Groupthink: The IMF, the World Bank and Decision Making Regarding the 1994 Mexican Crisis.
35 See MacBean, (1981), Chapter 2.

38 Consensus does not mean absolute agreement by all members in a formal voting procedures but rather
the will of the mejority expressed many times by no opposition to the decision taken. Commenting on the
same practice in the IMF Efraim (2000) wisely notes that: * The single voice heard with consensus often
conceals an uncomfortable coalition between dissatisfied parties repressing dissent and hiding behind a
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wedlthier members determines the control and policies of the ingtitution, minor shareholders are
willing to agree with the measures suggested by them in order to gain access to funds available
for loans at afavourable rate.

The Board meets only once ayear and the power to make decisions on a day-to-day basis
is delegated to the board of Executive Directors. The five largest shareholders® appoint an
Executive Director each, while 19 Executive Directors who are elected by group of states (or
constituencies) represent the other members®®. The 24 members of the board meet once a week
and have the power to decide, among other things, on the approval of loans and guarantees,

polices and strategies, borrowing and financia issues.
4  TheBank’spurpose

The purpose of the Bank is determined it the Article | of the Articles of Agreement:

The purposes of the Bank are:

(i) To assist in the reconstruction and development of territories of members by
facilitating the investment of capital for productive purposes, including the restoration
of economies destroyed or disrupted by war, the reconversion of productive facilities to
peacetime needs and the encouragement of the development of productive facilities and
resources in less developed countries.

(i) To promote private foreign investment by means of guarantees or
participation in loans and other investments made by private investors; and when
private capital is not available on reasonable terms, to supplement private investment
by providing, on suitable conditions, finance for productive purposes out of its own
capital, funds raised by it and its other resources.

(i) To promote the long-range balanced growth of international trade and the

maintenance of equilibrium in balances of payments by encouraging international

facade of unanimity. However, this compromise is very important in avoiding difficulties and overcoming
gotenti aly serious problems, thus ensuring the Organization’ s maximum efficiency’. (Op.cit. page 207).

" They are United States, United Kingdom, Japan, Germany and France.
38 China, Russia and Saudi Arabia, for example, have formed single-country constituencies and so each is
represented by an Executive Director.
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investment for the development of the productive resources of members, thereby
assisting in raising productivity, the standard of living and conditions of labour in their
territories.

(iv) To arrange the loans made or guaranteed by it in relation to international
loans through other channels so that the more useful and urgent projects, large and
small alike, will be dealt with first.

(v) To conduct its operations with due regard to the effect of international
investment on business conditions in the territories of members and, in the immediate
postwar years, to assist in bringing about a smooth transition from a wartime to a
peacetime economy.

The Bank shall be guided in all its decisions by the purposes set forth above.

The main way in which the Bank fulfils its purpose is through loan operations.
The Bank lends money only to developing countries®, as those are the members that are
more likely to encounter difficulties in borrowing money from private sources at
affordable conditions. The Bank is supposed to finance only productive projects or
programmes in the territories of its members, and loans are granted not only to member
governments but also to public or private enterprises. However, when the borrower is
not a member government, the loan must be fully guaranteed by the member
government in which country the project to be funded is situated™.

Although loan operation is the primarily way in which the Bank carries out its
activities, the Bank also performs some important tasks by giving economic and
financial advice. Within loan operations, the Bank discusses and helps the borrower
with preparation of the projects to be submitted for loan. At that stage, even though no

Loan Agreement is in place, the Bank already performs an important role*’. This

39 The IBRD focuses on middle income and creditworthy poor countries, while IDA focuses on the poorest
countries in the world. Operational cut off for IDA dligibility for FY 06 is $ 965 (2004 GNI per capita).
Thereisaceiling of $ 13.5 billion for borrowing.

“OArticle 11, Section 4.

1 The preparation and appraisal stages of the Project Cycle will be explained in Chapter I11.
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research will be primarily concerned with the loan operation of the Bank, since it is
under this function that the procurement rules will be implemented. However, as rights
and liabilities of the parties involved are addressed it is important to remember the
entire framework in which the Bank carries out its work. The advice and help given by
the Bank in the preparation stage might prove significant not only to the success of the
procurement process, but may also influence the development of the entire project.

The provisions in Article | cited above are the departure points to understand
the limits and objectives of the Bank’s operation. There are also some practical aims,
which derive from these provisions. As has already been mentioned, the Bank is a
financing agency, which has the purpose of strengthening economies and expanding
markets to improve the quality of life in its member countries, especially the poorest®.
It is worth emphasising that the Bank does not have a charitable character, but fulfils
its purposes by lending money for productive projects within the territory of its
members. Developing countries borrow from the Bank because they need capital,
technical assistance, and policy advice, and cannot usually get those from the general
international market at affordable conditions. The Bank believes that although only
developing countries are entitled to receive loans, its operation will benefit all members
since it will increase the global economic growth, providing better conditions for trade
and investment, higher incomes, fewer social tensions, better health and education, and
environmental protection®. It is also recognised that the Bank's member countries,
especially the developed countries, will also benefit from procurement opportunities
derived from World Bank-financed projects™. When combining the draft of Article 1
with those practical objectives it is possible to have a basic framework for the Bank’s

operation to which we should always refer.

2 Article | of the IBRD’s Article of Agreement.

3 See: Why do we need a World Bank? Web page at: www.worldbank.org/html/extdr/about/why.htmasin
02/08/00.

44 Seer The World Bank’s Role. web page at: http://www.worldbank.org/html/extdr/backard/ibrd/role.htm
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Hence, the World Bank can be defined as an institution concerned with the
actual implementation of projects and reforms, rather than one concerned with the
formulation of recommendations to member countries, or with activities of a
consultative, regulatory, quasi-legislative or quasi-judicial character®. It performs most
of its functions through contracts made with member governments, public and private

enterprises and also with private investors.

5 TheWorld Bank asan international organisation — scope and powers

The term ‘international organisation’ is generally used in the international law
literature to refer to those organisations that are primarily composed by states and are
usually created by a treaty®. In this context, ‘treaty’ can be defined as a written
international agreement entered by states’, which will establish the regulations and
powers of the organisation. It is this constitutive instrument that will determine the
organisation’s basic operational rules. In general, those entities will be given rights and
duties of their own, different from those of each and every member state, and will not
be subject to the authority of any single member®.

International organisations do not enjoy the same rights and powers as
sovereign states. Their capacity is restricted to the powers and functions conferred to
them by its members. The rights of states to create such organisations under
international law have been compared with the rights of individuals to group
themselves under companies and associations under domestic law®. Although this
seems a rough comparison, it is appropriate to understand the powers and limitations
that those institutions bear. If on one hand their freedom to act is restricted to what is

necessary to fulfil their functions, on the other hand, the interpretation of the

45 See Broches, note 24, p.4.

8 This is referring to intergovernmental international organisation as opposed to non-governmental
international organisations (NGO's) or multilateral public enterprises. See Sands and Klein(ed.) (2001)
page 16, Henkin, (1993), Chapter 5 and Seidl-Hohenveldern, (1998), page 6.

“7 \Vienna Convention on the Law of Treaties, Article 2, 1 (a), UNTS 331.

8 Seer Sands and Klein (ed.) (2001), paragraph 15-014, Schermers, and Blokker, (2004), White (1996)

page 33.
“9 Seidl-Hohenveldern, (1998) p. 4.
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constitutive instrument must be broad enough to enable them to perform their tasks in
practice.

The most important interpretation of the rights and duties of international
organisations and their legal personality was given by the International Court of Justice
in 1949 on the case Reparation for Injuries Suffered in the Service of the United
Nations™. In this case the International Court of Justice was asked to give an advisory
opinion on whether the United Nations could bring a claim against a state which was
responsible for injuries caused to a UN agent while performing its duties. There, the
Court stated: “Whereas the State possesses the totality of international rights and duties
recognized by international law, the rights and duties of an entity such as the
Organization must depend upon its purpose and functions as specified or implied in its

constituent documents and developed in practice”*

(emphasis added). Therefore, it can
be said that international organisations will have their rights and duties defined not just
by what is expressed in their charter but also by what is needed to fulfil their purposes
(implied powers) and by practices as consolidated under customary international law®.

Despite this wide interpretation of the rights and duties of international
organisations, it must be remembered that the charter plays an important role. In fact,
by determining the aims of the organisation, it imposes a limit to the extent to which an
organisation can act. Moreover, they might expressly forbid certain behaviour or
action, in which case the organisation will be bound to follow such a statement.

A good example of the limitations imposed by the charter of international

organisations can be seen in the decision of the International Court of Justice on the

case of The Legality of the Use of Nuclear Weapons in Armed Conflict, requested by

%0 1CJ Reports 1949 174. For a good discussion on the effects of the decision recognising the rights of

international organisations see Henkin, (1993) pages 348-356, Seidl-Hohenveldern, (1998) pages 3-37 and

5Almerasi nghe, (1996). For more specific discussion on the World Bank see Broches, (1995) pages 14-22.
Ibid., p.180.

%2 For the application of those source in the context of the World Bank see Mac Darrow, (2003).
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the World Health Organisation®. In that instance the Court refused to give an advisory
opinion on the question posed by the WHO because, according to its interpretation of
the charter, that question was not within the power granted by member states to the

institution. According to the Court “...international organizations are subjects of
international law which do not, unlike States, possess a general competence.
International Organizations are governed by the “principle of speciality”, that is to say,
they are invested by the States which create them with powers, the limits of which are a
function of the common interests whose promotion those States entrust to them. (...)
The powers conferred on international organizations are normally the subject of an
express statement in their constituent instruments. Nevertheless, the necessities of
international life may point to the need for the organization, in order to achieve its
objectives, to possess subsidiary powers which are not expressly provided for in the
basic instrument which govern their activities. It is generally accepted that
international organizations can exercise such powers known as “implied” powers.”>*
However, in the present case the Court found that to attribute to the WHO the
competence to address the legality of the use of nuclear weapon would be “tantamount
to disregarding the principle of speciality; for such competence could not be deemed a
necessary implication of the Constitution of the Organization in the light of the
purposes assigned to it by the member States” (emphasis added). Therefore, as an
intergovernmental organisation, the Bank will be limited to the powers granted to it by
member states. Such powers can be express or implied from the constituent agreement,

but will always be subject to what is necessary to achieve the organisation’s purposes

and objectives.

%3 |egality of the Use by a State of Nuclear Weapons in Armed Conflict (Request by the World Health
Organization for an Advisory Opinion), Advisory Opinion of 8 July 1996, taken from the web site:
http://www.icj-cij.ora/icjwww/icase.../ianw_ijudgment_advisory%20opinion 19960708.ht on the
11/02/01.

** bid. para. 25.
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The functions of international organisations will be performed by their staff,
and there is the possibility that those persons could commit an illegal act, either by
disregarding the limit of their functions or by breaching some of the international rules
they are subject to. In those cases, the organisation might be responsible for the
consequences of those acts to third parties. Under those circumstances the effects of an
ultravires act for the organisation and for its members needs to be considered. By ultra
vires act we mean an act that was performed in a different manner from what is
determined in the organisation’s constitutive document, but is still within the scope of
the functions of that organisation. The ICJ, in Certain Expenses of the United Nations™,
determined that in those instances the organisation is bound to third parties, and that
the fact that the action was taken by a wrong organ of the organisation is a matter of
the internal structure. Therefore, third parties’ rights will be secure, even if the
procedures and powers determined in the charter are not strictly followed.

Regarding the liabilities of member for those acts, the Court went on to say that
the expenses, although not authorised accordingly with the UN’s internal rules, were
still expenses incurred by that organisation and, therefore, members would be bound to
pay them. Therefore, it can be said that ultra vires acts bind not only the organisation,
as to third parties, but also affect member states in as far as they will have to fulfil the

expenses incurred by the organisation™.
6 TheArticlesof Agreements

It is now appropriate to turn to the World Bank’s Articles of Agreement and to
examine how this constitutive instrument frames the rights and duties of that
institution, and in what manner its functions should be performed. As mentioned above,
Article | of the Agreement defines the purpose of the organisation and therefore, can be

seen as the departing point to understand the Bank’s operation. Article 2 deals with

%5 1CJ Reports 1962,168.
%6 Also see ICJin the Reparation Case op. cit. at p.184.
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membership procedures and the Bank’s capital, and their importance has also been

stressed”’.
6.1 Standard of activities

Another very important article for the analysis of the Bank’ s operation is Article
I1, since it defines the rules to be followed under loans and guarantees agreements.
Under this provision it is worth highlighting some parts of Sections 4 and 5, which are
drafted as follows:

SECTION 4. Conditions on which the Bank may Guarantee or Make Loans

The Bank may guarantee, participate in, or make loans to any member or any
political sub-division thereof and any business, industrial, and agricultural enterprise in
the territories of a member, subject to the following conditions:

(iti) A competent committee, as provided for in Article V, Section 7, has
submitted a written report recommending the project after a careful study of the
merits of the proposal.(emphasis added)

(v) In making or guaranteeing a loan, the Bank shall pay due regard to the
prospects that the borrower, and, if the borrower is not a member, that the guarantor,
will be in position to meet its obligations under the loan; and the Bank shall act
prudently in the interests both of the particular member in whose territories the
project islocated and of the members as a whole.(emphasis added)

(vii) Loans made or guaranteed by the Bank shall, except in special
circumstances, be for the purpose of specific projects of reconstruction or
development.

SECTION 5. Use of Loans Guaranteed, Participated in or Made by the Bank

(a) The Bank shall impose no conditions that the proceeds of a loan shall be

spent in the territories of any particular member or members.

57 See above.
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(b) The Bank shall make arrangements to ensure that the proceeds of any loan
are used only for the purposes for which the loan was granted, with due attention to
considerations of economy and efficiency and without regard to political or other non-
economic influences or considerations.(emphasis added)

(c) In the case of loans made by the Bank, it shall open an account in the name
of the borrower and the amount of the loan shall be credited to this account in the
currency or currencies in which the loan is made. The borrower shall be permitted by
the Bank to draw on this account only to meet expenses in connection with the
project asthey are actually incurred.(emphasis added)

Those provisions require from the Bank absolute commitment regarding the
evaluation and analysis of the projects and are designed to reassure members and
investors that the institution will only finance projects that comply with a certain
standard of economy and efficiency. Although the provisions do not ask the Bank to
guarantee the success of all the investments, they certainly determine that any proposal
should be analysed carefully, and that the Bank provides its services with a certain
quality and efficiency. It is difficult to define the extent to which the standard required
from the Bank goes, but given the qualification of the staff recruited and the dimension
of the projects’ impact within members, a high level of commitment and responsibility
is clearly expected by borrowers, investors, member countries and all those affected by
the Bank’s operations. Any action taken by staff members falling short of what is
required under the Article of Agreement, or departing from its limits, could bring

liability to the Bank for the consequences of their illegal or wrongful acts™.

%8 See Sands and Klein, (2001), Chapter 15. For the increased pressure over accountability of international
organisations for their acts see also Wellens, (2002).
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6.2 Limitation over political interference

Another significant provision is Section 10 of Article IV of the Articles of
Agreement. This rule has a negative command, which prevents the Bank from taking
into consideration the political character of the members when making a decision:

The Bank and its officers shall not interfere in the political affairs of any
member; nor shall they be influenced in their decisions by the political character of the
member or members concerned. Only economic consider ations shall be relevant to
their decisions, and these considerations shall be weighed impartially in order to
achieve the purposes stated in Article I.

As we have seen before, when the charter of an international organisation
expressly forbids the institution to perform in a certain way, the organisation has no
power to overcome these rules and decide whether or not to follow them. An express
negative provision limits significantly the operations of the organisation but, at the
same time, allows other parties to realise what functions and strategies the members
had in mind when deciding to create that organisation.

Shihata™® sheds some light on the interpretation of such provisions by drawing up alist of
activities considered to be prohibited by the Bank’s Articles. According to him, it should be of no
relevance to the Bank if the country concerned is a member of a particular political bloc,
professes a particular political ideology or follows a specific political system. “At any rate,
political choices, along with their underlying values and trade-offs are for each country to make;
the Bank’s concern is for the economic effects and resultant degree of efficiency in the allocation
of resources.”® However he qualifies this statement by saying that “economic considerations are
relevant to the Bank’s decision, even when they have political causes or origins.”®" Political
factors and events can only be taken into account if a clear and direct economic effect can be

established, and provided such economic effect is preponderant. Moreover, the Bank should not

%9 Shihata, (1991-2000) Also see similar interpretation of the Articles of Agreement given by Wadrzyk,
1999).

go Ibid. page 82.

%1 |bid. page 83.

28



act on behaf of donor countries in influencing the recipient country’s political orientation or
behaviour, nor base its activities on response to palitical pressure from a member or members, or
make its assessment on the possible reaction of any particular Bank member or members?.
Nonetheless, the Bank is free to acquire any relevant information about the politica situationin
its borrowing countries and to gain insight into the underlying social and cultural factors behind
each economic situation®. According to Shihata, acquiring such knowledge is not only legitimate
but essential for the Bank’ s ability to provide useful advice on policy reform in the economic and
social sectors.

The Bank has defined an economic factor, within the meaning of the Bank's Articles of
Agreement, as any factor that hasa“‘direct and obvious economic effect relevant to the [Bank's)
work®” . The Bank uses a three-part test to determine if the economic effect of a particular factor
in a Bank operation is ‘direct and obvious. The economic effect must be (1) clear and
unequivocal; (2) preponderant; and (3) when the issue is associated with political actions or flows
from political events, the economic effect “must be of such impact and relevance asto make [it] a
Bank concern”.®® However, as Bradlow accurately points out, without a temporal restriction the
interpretation of what congtitutes an economic consideration can include nearly al political,
social and cultural issues as they could impact on along term basis on the project financed by the
Bank and on the ability of the borrower to repay the loan®™.

Although the considerations above seem to be an accurate interpretation of the Article's
provision, it is also important to also bear in mind the strong influence that certain members have
in the decision-making process of the Bank. If on one hand it would be unlawful to take political

factors into consideration when deciding for or against lending to a particular member, on the

%2 |bid. page 84.

63 Shihata, (2000) (a).

%4 Bradlow, (1996).

%5 |bid, at page 60.

%6 See examples given by Bradlow, (1996) at page 61/62.
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other hand it is very likely that members with strong voting power could define policies that will

particularly favour some political wings®”.
6.3 Status and immunity provisions

We should now turn to the provisions in Article VII, which deals with the
status, immunities and privileges of the institution. From the beginning it determines
that those rules are necessary to enable the Bank to fulfil its functions, and each
member state must give the Bank the status, privileges and immunities set forth on that
provision®.

Section 2 of this Article establishes that the Bank has “full juridical
personality”. However, it does not define whether this juridical personality is possessed
under domestic or international law. Broches® argues that the language of Section 2
only indicates the intention of member countries to give the Bank juridical personality
under domestic law and not under international law. According to him, this statement is
supported by the wording of Section 1 which refers to the obligation of each member
state to recognise the Bank’s status within its territories. However, he also argues that
although a charter grant of ‘juridical personality’ to an international organisation does
not necessarily carry with it a grant of international personality, such international
personality can be implied from the charter since juridical personality under municipal
law does not exclude that under international law. Broches finds that the intention of
member states to award the Bank with international personality is found in other
articles which are drafted in such a language as to imply that the institution is a
separate entity from its members and has the capacity to create international rights and

obligations in relation to its members and with third parties. As an example he

67 Although staff can not be influenced by members in the preparation of projects, if there are divergences
it is the Board as a whole which will finally decide on the matter. Therefore members with stronger voting
power can ultimately decide on the approval of any particular loan. Particular influence of donor countries
in the economic policy of recipient country can be found in adjustment operations where the adoption of
free trade policiesis often attached to the loan by means of ‘ conditionality’ requirements.

%8 Article V11, Section 1.

% Op.cit. p. 18-22.
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mentions several sections in Article Il where ‘the Bank’ and not ‘the members’ is the
one who prescribes rules, terms and condition for subscription of new members.

Moreover, if we recall the functions of the Bank and the way in which it raises
the bulk of its capital, the Articles of Agreement must be understood as giving the Bank
juridical personality under both sets of laws. If the Bank’s juridical personality under
domestic law is granted expressis verbis in order to allow the organisation to exercise
its functions in the territory of each member state, the international personality can be
implied by the way the institution fulfils its functions. The Bank is an institution that is
able to create rights and obligations by agreement with other subjects of international
law such as states, and can demand the recognition of such rights and reparation for
their violation’. Moreover, the charter specifically provides for the relationship of the
Bank with other international organisations and foresees arrangement for co-operation
with such organisations™. In practice, the Bank has entered into many agreements,
which presuppose its juridical personality under international law’. Therefore there can
be little doubt that the Bank is indeed endowed with international legal personality.

Section 3 of Article VIl establishes the position of the Bank with regard to
judicial process. The charter provides as follows:

“Actions may be brought against the Bank only in a court of competent
jurisdiction in the territories of a member in which the Bank has an office, has
appointed an agent for the purpose of accepting service or notice of process, or has
issued or guaranteed securities. No actions shall, however, be brought by members or
persons acting for or deriving claims from members. The property and assets of the

Bank shall, wheresoever located and by whomsoever held, be immune from all forms of

0 The Loan and Guarantee Agreements are examples of such agreements.

L Article VI Section 7.

2 ex. Convention on the Privileges and Immunities of the Specialized Agencies 33 UNTS 261, the
agreement between the UN and the Bank defining the relationship between them 16 UNTS 341, among
others.
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seizure, attachment or execution before the delivery of final judgment against the
Bank.”

This provision is drafted in such away that it ensures that the Bank has protection against
actions brought by its member countries in their own domestic courts but, on the other hand, it
gives private parties the right to sue the Bank in municipa courts. Therefore divergences between
the Bank and its members will be solved either through internal procedures to the Bank’s
governing organs or by arbitration’®, while the rights and liabilities of the Bank and private
parties can be decided in municipa courts. Although members or persons acting for or deriving
claims from member cannot bring actions against the Bank, any other person affected by the
Bank’s operation could in theory sue the Bank. However, the interpretation of this rule seemsto
grant the Bank immunity from suit in certain circumstances, such as claims brought from
employees’™. In fact, the rule on Section 3 was meant to alow private investors with which the
Bank has entered into transactions under domestic market to have access to municipa courts
when a dispute arises’. This was supposed to encourage private parties and helps the Bank to
raise loanable funds. However it isimportant to note that this provision is not restricted to clams
for the enforcement of obligations arising out of borrowing and guarantees undertaken by the
Bank, but extends to other courses of action’.

Although there are very few judicial decisions on the interpretation of this rule of the
Bank’s Article of Agreement’’, there are some relevant decisions on a similar provision from
another development ingtitution. The United States Court of Appedl, in the case Lutcher SA.
Celulose e Papel v. Inter-American Development Bank”®, had to decide whether or not the Bank
enjoyed immunity from suit from a private borrower. The constitutive instrument of that

ingtitution provided in paragraph 1, Section 3 of Article XI:

3 Article 1X.

4 See Mendaro v. World Bank 717 F.2d 610 (D.C. Cir. 1983). For employees claim against the World
Bank see Gorman (2004) on International Administrative Tribunals.

75 See the Mendaro case, Broches, (1995) page 9, and Sands and K ein (ed.) (2001), paragraph 15-048.

75 See Lutcher SAA. Celulose e Papel v. Inter-American Development Bank 382 F.2d 454.

" Mendaro v. World Bank 1983 717 Fd2 618; Chiriboga v. IBRD, 1985, 616 F.Supp. 967; Morgan v.
IBRD 1990 752 F.Supp. 492 IBRD V. District of Columbia, 1999 No. 98-7055.

8127 U.S. App DC 238, 382 F.2d 454. For a summary see Henkin (1993).

32



“Actions may be brought against the Bank only in a court of competent jurisdiction in the
territories of a member in which the Bank has an office, has appointed an agent for the purpose of
accepting service or notice of process, or has issued or guaranteed securities|....]"

Like the World Bank Article of Agreement, Article VI, Section 3, the second paragraph
of the provision aso prohibited member states from bringing claims againgt the ingtitution. The
similarity of the provision is clear and it was the contention of the Inter-American Bank that such
a rule should be interpreted as a waiver of immunity only with lespect to suits brought by
bondholders, and other similar creditors and the beneficiaries of its guarantees. The defendant
argued that such a waiver was necessary to the effectiveness of the operation of the organisation,
but to extend the waiver to borrowers would be detrimental to its functions.

The Court did not agree with the Bank. It determined that the drafters were aware of the
immunity problem (as they expressly excluded member states as possible complainants) but
nevertheless decided under paragraph 1 not to specify the identity of the suitor. They have
actually designed a broad provision, which only establishes that actions may be brought against
the Bank in the courts of a country where the Bank has an office. The Court went further when
stating that the “provision for suit in any member country where the Bank has an office must
have been designed to facilitate suit for some class other than creditors and bondholders, i.e.,
borrowers; creditors suing to enforce bond obligations would more likely sue in United States
Courts.” The Court a'so compared the provision mentioned above with Article 50 of the Asian
Bank’s Agreement, which expresdy states to which cases the Bank is waiving its immunity.

The reasoning of the Court is also extremely relevant. The Court said that there was “no
reason to believe that suits by creditors are less harassing to Bank management, or less expensive
than are other kinds of suits. Just as it is necessary for the Bank to be subject to suits by
bondholders in order to raise its lending capital, it may be that responsible borrowers committing
large sums and plans on the strength of the Bank’s agreement to lend would be reluctant to enter
into borrowing contracts if thereafter they were at the mercy of the Bank’s good will, devoid of

means of enforcement”.
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Therefore, it can be deduced from the arguments of the Court in this case and from the
similarity of the provisions of the Inter-American Development Bank’s Agreement and the
IBRD’s Agreement, that the Bank can be sued by borrowers for breach of their agreement, at
least in US courts. However, it is important to define in which situations the waiver of the Article
of Agreement will apply. In interpreting the Inter-American Development Bank charter and in the
light of the Lutcher decision, the United States Court of Appeal for the District of Columbia’®,
stated: “While the provision might be read to establish a blanket waiver of immunity from every
suit not expressly prohibited elsewhere in the Articles of Agreement (only suits by members are
expressy prohibited), we reject that reading in Mendaro v. World Bank, [...]. Instead, we
adopted atest for determining when, in the context of a particular suit against the Bank, Section 3
should be construed as a waiver of immunity: “Since the purpose of the immunities accorded
international organizations is to enable the organization to fulfil their functions, applying the
same rationale in reversg, it is likely that most organizations would be unwilling to relinquish
their immunity without receiving a corresponding benefit which would further the organization’s
goas’. [...] [Therefore] the Bank’s immunity should be construed as not waived unless the
particular type of suit would further the Bank’s objectives’. Based on this decision it is possible
to affirm that actions can be brought against the Bank provided that their course of action will
improve the Bank’s operation®.

The consideration of US cases is important since the head office of the Bank is in the
United States, and therefore those are the courts in which the Bank is more likely to be sued. In
this context, consideration must be given to the US International Organizations Immunities Act.

This legidation aso makes reference to the congtitutive agreement of the institution and,

" Janet E. Atkinson v. The Inte-American Development Bank, October 9, 1998 at

http://search.cadc.uscourts.gov/I SY Squery/IRL44EA .tmp/2/doc or 38 ILM (1999) 91
8 The analysis of the situations where the Bank should be accountable for its acts will be considered later
in this Chapter.
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therefore, it is the interpretation of the clause waiving the Bank’s immunity that will define the
situations where a suit can be brought®.

International organisations can also expressy waive immunity in any specific situation.
Under the Bank system, for instance, the Loan and Guarantee Agreements provide in its General
Rules that the dispute arising out of that agreement should be solved by arbitration®”. Moreover,
the Bank accepts challenges in certain aspects of the project such as environmental impact
through its Inspection Panel. As will be explained this Panel, athough part of the Bank
organisation, was set up to ensure accountability in Bank operations and therefore is awarded
sufficient independence to be able to evaluate the impact of the operations in certain areas.

When discussing the privileges and immunities enjoyed by the Bank it is also
important to consider the Convention on the Privileges and Immunities of the
Specialized Agencies, approved by the General Assembly of the United Nations in
1947%. The immunities granted to international organisations are based on the
recognition that they are needed in order to allow those institutions to fulfil their
functions without the interference of municipal courts and administrators®. Article 34
of the Convention states:

“The provisions of the Convention in relation to any specialised agency must be
interpreted in the light of the functions with which that agency is entrusted by its

constitutional agreement.”

81 The US Code, title 22, Section 288a (b) reads as following: International organizations, their property
and their assets, wherever located, and by whomever geld, shall enjoy immunity form suit and every form
of judicial process as is enjoyed by foreign governments, except to the extent that such organization may
expressly waive their immunity for the purpose of any proceedings by the terms of any act. In the same
decision mentioned above the Court decided that the immunity granted to international institution was
based on the absolute theory, despite the changes on the bases of the immunity granted to foreign states
grestrictive theory). For discussion on which theory applies see Oparil, (1991).

2 Section 10.04 of the IBRD General Conditions applicable to Loan and Guarantee Agreements (dated
May 30, 1995 as amended through October 6, 1999). Such General Conditions will be discussed alater.
8333 U.N.T.S. 261.

84 For a comprehensive analysis of privileges and immunities enjoyed by international organisations see
Bekker, (1994). Also see Sands, and Klein (ed.) (2001), paragraph 15-034 et seq. and Schermers, and
Blokker, (2003).
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Although this provision might sound as a limitation to the immunities granted to
international organisations, they in fact seem to enjoy broader immunities than those
granted to States®. Article 4 of the Convention provides the following:

“The specialized agencies, their property and assets, wherever located and by
whomever held, shall enjoy immunity from every form of legal process except in so
far as in any particular case they have expressly waived their immunity.” (emphasis
added)

If this provision were applicable to the Bank it would not be possible to bring a
claim against it whatever the cause of action. However, the Bank has waived its
immunities by stating in the Annex VI of the Convention that the provision of Article 4
should be replaced by the same rule stated in Article VII, Section 3 of the Articles of
Agreement. Such rule has been interpreted as constituting a waiver of immunity from
suits “arising out of its external commercial contracts and activities” but still covering
the institution against claims arising out of their internal operation®. As mentioned
above, the application of this rule is not restricted to cases where there is a dispute
between the Bank and private investors, but will extend to all courses of actions that
furthers the Bank’s chartered objectives.

Article VIl also makes provison for immunity of the Bank’s assets from seizure,
attachment or execution. Section 3, second part, provides as follows:

The property and assets of the Bank shall wheresoever |ocated and by whomsoever held,
be immune from all forms of seizure, attachment or execution before the delivery of final
judgement against the Bank.

This provision does not determine an absolute immunity, but merely states the conditions

under which measures of executions can be carried out on the Bank’s properties and assets. It

8 States are nowadays subject to the restrictive theory of immunity while it is still uncertain whether
international organisations will enjoy restrictive or absolute immunity. See Italian cases and doctrinal
supporters of the restrictive theory mentioned in Sands, and Klein (ed.) note 26 paragraph 15-046. For the
position on United States courts see footnote n. 81.

8 Mendaro v. World Bank 717 F.2d 610 (D.C. Cir. 1983).
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also should be noted that the Bank has waived its immunity from execution only againgt judicial
decisions, retaining an absolute immunity against executive or legidative actions (Section 4).

Although the Bank has narrowed its immunity from jurisdiction and from execution, it
still enjoys other broad immunities generally given to internationa organisations, in particular to
the specialised agencies of the United Nations®’. Article VII provides for immunity of the Bank’s
archives (Section 5), freedom of the assets from restrictions (Section 6), privilege for
communication (Section 7), immunities and privileges of officers and employees for acts
performed in their officia capacity (Section 8) and immunity from taxation (Section 9). Section
10 requires each member to take all the steps necessary in its own territory to make such rules
effective. Most of those immunities are also covered by the Convention on the Privileges and
Immunities of the Speciaized Agencies mentioned above.

A particularly important immunity is the one regarding immunity of archives, as they
could interfere with the ability of possible complainants in providing proof of their claim. Even
more significantly, the immunity of archives could lead to a limitation on the administration of
justice either at anationa or international level. Therefore it has been argued that unless thereisa
compelling reason related to the independence and functioning of the organisations, there is duty
on international organisations in disclosing information held by them in proceedings in which
they are parties™.

Any amendments or alterations of the Articles of Agreement are only allowed in the
terms defined in Article VIII. The acceptance of three-fifths of the members with 85% of the
voting power is required in order to put in place such aterations. As commented above, one of
the consequences of the voting mechanism in place a the Bank is that in practice the largest
member has power of veto over those decisions. Nonetheless, the amendments made so far were

determined by consensus.

87 For comparison with other international institutions see Sands, and Klein (ed.) note 26 paragraph 15-044
—15-052.

8 See International Law Association, Accountability of International Organisations Berlin Conference
(2004) Final Report. Also see Reinisch, (2000).
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6.4 Dispute settlement

Findly, it is important to look at the provision in Article IX of the Agreement, which
defines the rules to settle disputes on the interpretation of the provisions of the charter. This
provison does not provide for an externa authority to address the disputes, but determines that
they should be submitted to the Executive Directors with one appeal to the Board of Governors.
The Article isworded as follows:

(a) Any question of interpretation of the provison of this Agreement arising
between any member and the Bank or between any members of the Bank shall be submitted to the
Executive Directorsfor their decision. (...) (emphasis added)

(b) (...) any member may require that the question be referred to the Board of
Governors, whose decision shall be final.

As compared with other international organisations, such as the United Nations, it can be
seen that there is no reference at any point to an independent court such as the International Court
of Justice, but the internal decision taken by the Board of Governors is fina®. According to
Broches” the decision to adopt this provision was taken because it was understood that the Bank
operates in a very technical and specialised field and therefore, the interpretation of its charter
should be left to members through their representatives. However, both the Board and the
Executive Directors would vote according to the weighting system in place, and distortion could
be seen if a member with a negligible number of shares argues againgt the interpretation given by
a member with a greater number of shares. Although in theory this provison could lead to
controversy, it must be noted that most of the interpretations given by the Executive Directors
have not been appealed to the Board. They also have not arisen from a dispute between members

and the Bank, or between members, but derived from the Bank’s operational needs™.

8 The International Monetary Fund also has asimilar provision (Article XX1X).

% Opcitp. 11

91 See example cited by Broches where the Executive Directors had to interpret the words ‘the same
treatment’ n Article VIl Section 7 to include treatment with respect to rates. International Bank for
Reconstruction and Devel opment and International Monetary Fund v. All America Cablesand Radio et al .,
F.C.C. Docket No. 9362.
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The disputes that will be solved by the interna organs of the Bank are the ones arising
from the interpretation of the Article of Agreement (the condtitutive instrument of the institution)
and not any dispute. As will be explained, disputes arising between the Bank and member states
or other public or private enterprises under the Loan Agreement will be solved by arbitration by
express clause of the contract entered by the parties”.

Article IX provides for one situation when the dispute should be taken to arbitration®:
whenever there is a dispute between the Bank and a former member or any member during
permanent suspension of the Bank. In those cases the tribunal will be constituted of three
arbitrators, one appointed for each party, and an umpire who, unless agreed otherwise, will be the

President of the International Court of Justice™.

7 TheWorld Bank Loan Agreement — legal character and governing law

In order to establish the legal position of the Bank in relation to borrowers and
third parties involved in the procurement process, it is vital to understand first the legal
character of the Loan Agreement and determine its governing law. The Loan
Agreement is the document that will define the framework in which all the
relationships related to the project will develop. Therefore, it is necessary to determine
the status that such an agreement will have, and the rules that could be used to solve
problems of interpretation and validity if they arise.

Commercial contracts usually include a choice of law rule established by the
contracting parties. Thisis done in order to prevent future conflicts between the parties
becoming even more difficult to solve given the divergences on the methodology or
rules that will be applied when interpreting its terms. For World Bank projects the need
to define such parameters is even more evident given the wide range of people that will
be involved in projects of such dimensions. The Bank rules could be challenged not

only by borrowers but by member countries that are the major lenders, and by third

92 |BRD General Conditions Article X, Section 10.04. The General Conditions will analysed further below.
93 H

ArticleIX (c).
9 Arbitration under those circumstances has never happened.
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parties affected by the impact of the projects on issues such as the environment, the
displacement of people, etc®.

As a lender institution it is likely that the Bank would choose a system of law
that can guarantee its position if the borrower eventually defaults payment or ignores
the agreement with the Bank on how the money should be spent. Subjecting the
agreement to a system of law different from the borrower’s national system seems, in
this context, a logical decision. Imagine, for example, that when the repayment of the
loan is due the governmental control changes to a group that is hostile to international
investments made by development institutions such as the Bank. In this case, if the
Loan Agreement was submitted to the national system the project could be in serious
jeopardy, and the Bank could even face default. This could cause instability to the
financial position of the Bank, and international Ienders could redraw their applications
with regard to Bank projects.

Apart from the need to guarantee repayment of the principal, the Bank also
needs to ensure that its own rules related to issues such as procurement are followed.
As we have seen, the Bank is concerned not only with the application of the funds in
the specific project but also with the effectiveness of such implementation. As Head
correctly says, “if the World Bank loan agreement could be construed as being subject
to local law, some public sector Borrower (government or public-owned enterprises)
might try claiming that obligations undertaken in such an agreement — for example, the
obligation to follow certain procedures, rules for the procurement of goods, or to
refrain from applying loan proceeds to payment of taxes on goods imported into the
country for use in projects financed by the Word Bank — are void because of
inconsistency with the local law. If on this grounds the Borrower were to stop

following the World Bank’s procurement guidelines [...], financial support for the

% Third parties can challenge the Bank’s projects through the Inspection Panel. See Chapter I11. For a
report on early cases see Umafia (ed.), (1998). For cases until 2002 see The Inspection Panel Annual
Report (2002); for recent cases see Panel Reports available at http://wbIn018.worldbank.org/ipn/. Also see
Shihata. (2000) (b).
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World Bank itself could crumble”®. So, which set of rules can the Loan Agreement rely
upon?

The Loan and Guarantee Agreements themselves do not offer a clear statement
on this issue. Usually the Agreements will incorporate a set of standard terms called
General Conditions, which are designed to apply to loans made by the World Bank, and
deal with issues such as repayment, loan suspension and cancellation, arbitration and
effectiveness. Section 10.1 of those rules, under the heading of ‘effectiveness of the
agreement, establishes the following:

“The rights and obligations of the Bank, the Borrower and the Guarantor under
the Loan Agreement and the Guarantee Agreement shall be valid and enforceable in
accordance with their terms notwithstanding the law of any State or political
subdivision thereof to the contrary. [...]"

The rule cited above, unlike most choice of law clauses, has a negative character. It does
not establish a set of rules upon which the contract should rely, but states that the agreement will
not be subject to any national system. Broches, analysing this provision, explains that although it
is not a straightforward provision, it should be read as reflecting a choice for the international
law. In alecture given in 1959, this author said that the Loan Agreement between the Bank and a
member state are to be governed by internationa law, and would have the status of ‘treaty’. The
Loan Agreement between the Bank and state-owned enterprises, athough not having the status of
treaty, would exclude the application of the national law in a choice of law provision®’.

An extensive line of reasoning supports the position adopted by Broches. Before
concluding that the Loan Agreement formed between the Bank and a member country is
a treaty, Broches ascertains the World Bank’s international personality and its treaty
making capacity. He then turns to the issue of whether the agreement is governed by
international law. He acknowledges that the rather strange draft of this provision

reflects the legal uncertainty, present in 1947, related to the personality of international

%Head, (1996).
97 See Broches, (1995). His position, however, is not free from criticism see Detter (1965).
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organisations and their legal capacity. However, he concludes that the effect of the
provision is greater than just ‘de-nationalizing’ the governing law of the agreement; it
in fact “subjects [the loan agreements] in all respects to international law”*.

As to the loan agreements concluded between the Bank and other entities, such
as a state-owned enterprise, Broches concludes they do not have the status of a treaty
since the borrower does not have international legal personality. However, in these
instances, he argues that the application of international law is justified since the loan
agreement between the Bank and the state-owned enterprise is seen as a part of the
negotiations undertaken between the Bank and the member government leading to the
Guarantee Agreement, and both contracts should be understood as a unity. The reasons
for this explanation run as follows: according to the Section 4, Article 111 of the
Articles of Agreement, the Bank requires the Loan Agreement to be subjected to the
Government Guarantee Agreement. Therefore even when the Bank lends directly to a
entity other than a member state the loan relationship always involves contractual
agreements with a member government, which are governed by international law.
Moreover, under the Guarantee Agreement the guarantor’s obligation is “as a primary

obligor, and not as a surety merely”®

, making the guarantor a joint co-debtor.
According to Broches, because the obligations arising out of the loan and the guarantee
agreement are interdependent, it would be inappropriate to consider them separately.
Although being a logical solution, this leaves the loan agreement between the
Bank and non-members in an awkward position since the set of rules that will regulate
such contracts is not clear. Head™®, however makes a valid criticism on the position
adopted by the World Bank. He affirms that the use of public international law by

parties who were not subjects of international law, although difficult to defend in 1959,

is now well accepted and, in the light of the evolution of those concepts, he suggests

%8 Note 97 page 33.
9 Note 97 page 38. Also see Amerasinghe, (1996).
190 op cit.

42



that a clear approach to the legal framewak in which the loan and guarantee
agreements are based is to be preferred. This opinion echoes the opinion of other
authors. Delaume', for example, argues that since international persons when
contracting with each other can choose to submit their relationship to international or
municipal law, they should enjoy the same autonomy when contracting with domestic
law persons. Moreover, when considering Section 10.01 of the Bank’s General
Conditions, he clearly states that “the Bank might be better advised to reconsider the
problem and to provide, firmly and in a positive way, that its loan/guarantee
agreements, whether concluded with a member country or not, are always subject to
international law’*®.

This line of reasoning seems to have influenced other development ingtitutions.
Comparing the provision of the World Bank with the ones adopted by the European Bank for
Reconstruction and Development (EBRD), Head points out that the EBRD expresdy states that if
a dispute under the Loan Agreement is subject to arbitration, public international law will be
applied by the tribunal®®. Moreover, the EBRD Standard Terms and Conditions carefully define
which particular sources of international law should be applied, in order to avoid the many
uncertainties that can arise in interpreting substantive Loan Agreement provisions™®. By adopting
this clear statement the EBRD does not need to distinguish the legal status of loans made to
member states from those made to non-members. This positive approach reflects the great

development of the international law and the emphasis on the autonomy of the parties in

O1pelaume, Issues of Applicable Law in the Context of the World Bank’s Operations, in Horn and
Schmitthoff, (1982).

102 | bid. page 323.

103 section 8.01 of the EBRD’ s Standard Terms and Conditions.

104 Section 8.04 (b) (v) of the EBRD'’ s Standard Terms and Conditions reads as follows:

(v) The Law to be applied by the arbitral tribunal shall be public international law, the sources of which
shall be taken for these purpose to include: (a) any relevant treaty obligations that are binding reciprocally
on the parties; (b) the provisions of any international convention and treaties (whether or not binding
directly as such on the parties) generally recognised as having codified or ripened into binding rules of
customary law applicable to states and international financial institutions, as appropriate; (c) other forms of
international custom, including the practice of states and international financial institutions of such
generality, consistency and duration as to create legal obligations; and (d)applicable general principles of
law.
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choosing the governing law of their agreements'®®. As Head accurately states, the body of public
international law is now considerable enough to work as the governing law for the development
banks public sector loan and guarantee agreements *°.

There is still some controversy over whether entities or other subjects of international
law could completely exclude domestic law in their agreements. Broches has stated that “the loan
agreement between the bank and the non-government borrower, being an agreement between a
subject of international law and an entity which does not possess that quality, is certainly not an
agreement governed by intentional law”'®". More recently Linarelli affirmed that “the [EBRD]
and non-sovereign parties to its loan agreements may not be in the position to exempt wholly
their agreements from municipal law, since dl sides to the transaction may not be subjects of
international law”'%®. Moreover, in international transactions between private lenders and private
borrowersit is accepted that although the parties could choose international law as the governing
law of their agreements, there are some limitations on the parties’ autonomy'%.

However, under the particular circumstances of the World Bank’s Loan Agreement,
whereby one of the parties is dways an international ingtitution, deemed to be a subject of

international law, and where the borrower’ s obligation is always guaranteed by a sovereign state,

105 For a long time, certain types of contracts between states and private parties - for example the oil
concession- have included provisions submitting the contractual relationship to international law. See
Texaco v. Libyan Arab Republic 55 ILR 389.
198 This would include rules on treaty interpretation, (such as the Vienna Convention on the Law of
treaties); on the binding character, formation, validity and performance of both treaties and contracts
(principles could be taken form the UNIDROIT Principles of International Commercial Contracts, from the
United Nations Convention on Contracts form the International Sales of Goods or even the CISG), and
commercial and financial terms used in international transactions (such as the International Chamber of
Commerce, INCOTERMS). This would also include rules and customary practices of development
institutions in general (such as Procurement Guidelines). The Bank’s formal interpretation of its own rule
could also be relevant (such as Operational Manual). For more references see Head (1996) footnote 131
until 136 and Darrow (2003) Also see extensive literature in the Lex Mercatoria especially regarding
transactions between States and foreign private persons (See, i.e. Delaume, (1989). Decisions and practice
from international courts or arbitration can also be relevant. Arbitration concluded under the ICSID can be
particularly relevant since it specifically relates to international investments and economic development
reements.
197 Opt. Cit. Page 38.
108 | inarelli, (1995).
109 See Mettala, (1986).
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which are aso such subjects, it is appropriate to provide for the complete submission of the
agreement to international law™*°.

This statement does not mean that domestic law is of no relevance for the loan
transaction. In fact, the World Bank’s Genera Conditions expressly refer some issues - such as

manner of payment™**

- to the domestic law of the borrowing country. Even more relevantly, it is
accepted that domestic law is applicable to determine whether the congtitutional and other formal
requirement relevant for the validity of the contract have been fulfilled. Given the diversity of
lega systems among member governments, the Bank formally requires satisfactory evidence that
the execution and delivery of the Loan or Guarantee Agreements has been duly authorised or
ratified in accordance with the law of the member country concerned. Only after such evidenceis

given would the Bank declare the loan effective*

. The practice of dépecage in those instancesis
not only acceptable, but also desirable in order to give full efficacy to the agreement™?.

The concern with the lega status and the governing law of the Loan and Guarantee
Agreements derives from the fear that member states may eventually default on payment or adopt
domestic legidation that significantly interferes with the implementation of the Loan
Agreement™. However, it must be remembered that until now no member country has ever
defaulted on payment of World Bank loans, nor has there ever been an arbitration procedure to
solve problems related to the agreement. The reason for that is not that disagreements on the
interpretation and implementation of the agreement have never happened, but that they are
usually resolved by consultation and negotiation between the Bank, borrowers and guarantors™.
It seems that the political and economical consequences of challenging or defaulting are greater

than borrowers and guarantors are prepared to bear. In fact, as member countries are dependant

on the World Bank for so much of their financing needs, it is a rare government that would risk

110 see Broches (1995), Linarelli (1995), Mettala (1986), Delaume (1982) opt.cite.

M1 Article 1V, Section 4.07 of the General Conditions.

112 General Conditions Article X11, Sections 12.01 and 12.02.

113 This practice also occurs under inter-governmental loans and even under international transactions
between states and private parties or between private parties only. See Delaume (1982) and Mettala (1986).
114 See example given by Head (1996).

115 See Delaume (1982), page 323.
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an end to further lending from the Bank or other international sources. Nonetheless it should be
recognised that a clear choice of law clause can provide greater certainty and predictability to the
application and construction of the terms of the agreement*®.

To sum up, it is possible to affirm that the Loan Agreement and Guarantee Agreements
concluded between the Bank and member states will, in an eventua dispute, certainly be
interpreted as an international agreement governed by international law. On the other hand, the
agreements entered into between the Bank and entities other than states are also subject to

international law by express choice of law rule on their contract.

7.1 Legal consequences of the governing law for the content of the agreement

and itsinterpretation

The UN Convention on the Treaties Concluded Between States and International
Organizations or Between Two or More International Organizations brings important provisions
on the interpretation of treaties. Those rules are understood as a codification of customary
international law, and therefore are a source of internationa law that can be used in interpreting
the loan and guarantee agreement*’. Article 31 States that a treaty should be interpreted taking
into account its terms, the context in which it was drafted, any subsequent agreement or practice

118

between the parties and also any relevant rule of international law ™. This rather comprehensive

116 See Auerback, (1993).

17 There is an extensive literature on the Law of treaties, see e.g. Brownlie, (2003). See nuclear weapon
case (judgment of M. Koroma and M. Weeramantry).

118 Article 31 reads as follows: General rule of interpretation

1. A treaty shall be interpreted in good faith in accordance with the ordinary meaning to be given to the
terms of thetreaty in their context and in the light of its object and purpose.

2. The context for the purpose of the interpretation of a treaty shall comprise, in addition to the text,
including its preamble and annexes:

(a) any agreement relating to the treaty which was made between all the parties in connection with the
conclusion of the treaty;

(b) any instrument which was made by one or more parties in connection with the conclusion of the treaty
and accepted by the other parties as an instrument related to the treaty.

3. There shall be taken into account, together with the context:

(& any subsequent agreement between the parties regarding the interpretation of the treaty or the
application of its provisions,

(b) any subsequent practice in the application of the treaty which establishes the agreement of the parties
regarding its interpretation;

(c) any relevant rules of international law applicable in the relations between the parties.

4. A special meaning shall be givento aterm if it is established that the parties so intended.
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provision establishes the framework for the legal interpretation of the agreement in the event of a
dispute.

The provision on Article 27 of the Convention also deserves attention since it forbids
both international organisations and states from invoking provisions of their interna law as an
excuse for failure to perform their obligations under the treaty™*®. As mentioned above, this can
be seen as a guarantee that no dteration to the political structure of member countries would
influence their obligation in relation to the agreement concluded with the Bank. This brings
credibility to the loan operations and an incentive for private investors to rely on such
agreements.

Not only the agreements entered by the parties and rules in internationa conventions are
part of the international law applicable to the relationship between the Bank and the borrower and
guarantor. Other sources of international law might have a relevant role in interpreting and
applying the loan and guarantee agreements. Article 38 (1) of the Statute of the International
Court of Justice determines the law that should be applied by the Court when solving
international dispute. Despite being only binding on the ICJ, such Article is generally accepted'®
as the point of departure for discussions and application of international law. Therefore, it is
worth mentioning its text:

The Court, whose function is to decide in accordance with international law
such disputes as are submitted to it, shall apply:

i) international conventions, whether general or particular, establishing rules
expressly recognized by the contesting States;

ii) international custom, as evidence of a general practice accepted as law;

i) the general principles of law recognized by civilized nations;

19Article 27 reads as follows: Internal law of States, rules of international organizations and observance of
treaties: 1. A State party to a treaty may not invoke the provisions of its internal law as justification for its
failure to perform the treaty. 2. An international organization party to atreaty may not invoke the rules of
the organization as justification for its failure to perform the treaty. 3. The rules contained in the preceding
paragraphs are without prejudice to article 46.

120 see Brownlie (2003) and Malanczuk, (1997) Chapter 3.
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iv) subject to the provisions of Article 59, judicial decisions and the teachings
of the most highly qualified publicists of the various nations, as subsidiary means for
the determination of rules of law.

The draft of the provision does not establish the order the Court has to follow
when deciding a case based on international law. The Court could, for example, draw
on general principles before applying conventions and customs'®*. It is possible that the
four sources of international law are needed jointly to solve the dispute. Although the
authority and legal quality of all sources should be recognised, it must also be
mentioned that when treaties are formed they will override any customary rules
between the parties (a special law prevails over a general law). However it is possible
that over time treaties could be overridden by customs (a later law repeals an earlier
law)'?,

Customary law and general principles of law are very hard to distinguish in
practice since both of them require wide acceptance by a representative majority of the
principal legal systems in order to have an obligatory character. Nonetheless, it could
be said such principles usually arise from parallel recognition of certain basic rules
applied in similar situations, without the need of a legislative act either in national or
international levels'”. They are, however, binding laws that will be identified by a
comparative law study and adapted by an international judge or arbitrator to the
specific needs of international relations.

Examples of general principles of law being applied by international courts

124

include™ the recognition of liability for negligence (although conditions for the

125

determination of negligence may vary)™>, responsibility (for every injury of right the

2 qarris, (2004).

122 peter Malanczuk (1997).

123 see Mosler, (1995), pp. 511.-527.
124 | piden.

125 | biden. P.519
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law gives a remedy)?®

and reparation of damages caused by illegal acts (such
reparation should go as far as possible to “wipe out all the consequences of the illegal
act and re-establish the situation which would, in all probability, have existed if the act
had not been committed”. This will also include lucrum cessans)**’. Moreover, there are
some principles related with the application and interpretation of treaties such as those
defined in Articles 31 to 33 of the Vienna Convention on the Law of Treaties, that are
recognised not just by the parties of that agreement but also as customary international
law'?®, Also, when Article 26 of the Vienna Convention requires good faith in the
creation and performance of legal obligation, such rule is regarded as one of the basic
principles of law whatever their source'”®. Procedural rules can also be part of
international law and recognised as a general source. To this extent the | CJ recognises
that often the injured party will find difficulties in furnishing direct proof of the facts,
giving rise to state responsibility and therefore, in those cases, a more liberal approach
towards circumstantial evidence is necessary. According to the Court “this indirect
evidence is admitted in all systems of law, and its use is recognised by international
decisions’*®. Given the particular circumstances of the loan and guarantee agreements

it might be possible to extend such principle to situations, giving rise to the

responsibility of international institutions.

8 Loan Agreement — dispute resolution

Three main types of dispute resolution have been commonly adopted in

international commercial contracts'™. The first type provides that potential

controversies will be referred to courts either from one of the party’s jurisdiction or

126 Decision given by the German American Mixed Commission in the Lusitania Case (RIAA, vol. 7, p.32,
at p.35)

12PDecision given by PCIJ in the Chorzéw Case (Factory at Chorzéw, Merits, Judgement No. 13, PCIJ
Series A, N0.17 (1928) pp.47-53

128 Those provisions are repeated at the UN Convention on the Treaties Concluded Between States and
International Organisations or Between Two or More International Organizations, which, as mentioned
above, is also recognised as part of customary international law.

129 See Nuclear Tests Cases | CJ Reports (1974) p.268.

130 Corfu Channel Case ICJ Reports (1949) p.18.

131 See Park, (1998), Delaume, (1989), Delaume (1985), and Zimbler, (1986).
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from a major money centre such as London or New Y ork**>. The second type refers the
dispute to arbitration, under the terms and conditions specified by te contracting
parties. On the third type disputes are referred to arbitration according to the rules
established under the ICSD. Under the World Bank’s Loan Agreement the dispute
resolution system adopted by the parties is arbitration, as provided in the General
Conditions, Article X, Section 10.04. The clause reads as follows:

“Any controversy between the parties to the Loan Agreement or the parties to
the Guarantee Agreement, and any claim by any such party against any other such party
arising under the Loan Agreement or the Guarantee Agreement which has not been
settled by agreement of the parties shall be submitted to arbitration by an Arbitral
Tribunal as hereinafter provided.”

The following subdivision provides an extensive explanation of how the arbitral
tribunal will be set up, how it is supposed to reach its decisions, and to what extent the
parties are bound by its decisions. In particular letter (h) states that “each party shall
abide by and comply with any such award rendered by the Arbitral Tribunal in
accordance with the provisions of this Section”. Therefore the dispute resolution
system design under this contractual clause implies not only the consent of the parties
to settle their dispute out of court, but also that they agree to be bound by the result.

The strength of an arbitral award must be determined from the outset. Thisis a
form of dispute resolution that is legally binding on the parties, in contrast to some
other forms of dispute resolution - such as mediation and conciliation - which do not
possess this characteristic. Moreover, in many jurisdictions arbitration awards are
recognised and enforced™® subject only to a limited numbers of defences related to

procedural matters, such as the validity of the arbitration agreement, the opportunity to

132 Auerback, (1993).

133 See Convention on the Recognition and Enforcement of Foreign Arbitral Awards, (1958) 330 UNTS 3
as supplemented by the European Convention on International Commercial Arbitration (1968) 484 UNTS
349 to which 123 countries are parties.
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be heard, and the limits of the arbitral jurisdiction.*** Regarding the appropriateness of
arbitration as a choice of dispute resolution under the loan and guarantee agreements, it
IS appropriate to say that as an international agreement where the parties might fear the
other side’s judicial system, arbitration serves to level the playing field and therefore
can be regarded as an adequate policy. Moreover, as interpretation of terms and
conditions that are particularly characteristic of multilateral development institutions’
lending activities might be necessary, an arbitral tribunal can provide the adequate
level of expertise.

The parties to the agreements are those who are entitled to require an arbitral
procedure. This means that the Bank, the borrower or the guarantor can in the event of
a dispute rely on the arbitration clause present at the General Conditions applicable to
the Loan and Guarantee Agreements. However, the theory of privity of the contract
states that only the parties of the contract are allowed to rely on its clauses and demand
the recognition of rights derived from it. Even if it is recognised that exceptions to the
theory are allowed under some legal systems, it is also true that questions on standing
to sue will appear in cases based on the liability towards third parties from harm caused
by the implementation of the contract. Even more importantly, the legitimacy of the
arbitral tribunal could be raised in tort cases where third parties are involved.

Another important feature to be considered is the possibility of enforcement of
the arbitral tribunal’s final decision. Firstly, on both sides of the Loan and Guarantee
Agreements are States and an international organisation. This could give rise to
sovereign immunity or ‘act of State’ defences for member countries, or international
institutions immunities defences, especially if enforcement in a foreign jurisdiction
(different from the member country involved in the dispute) is needed. In the US, for

example, the Act of State Doctrine generally prevents national courts from questioning

3% pid. art. V.

51



a foreign government’s behaviour concerning assets within its territory™. Therefore, if
for instance the borrower restricts payment of foreign currency obligations and justifies
this action as a state action needed to protect domestic economy this could interfere
with the loan repayment. In private loan obligations creditors have been able to avoid
application of the Act of State doctrine by manipulating the situs of the debt'®. This
means that courts may deem the debt to be located outside the territory of a country
imposing the exchange controls. However, when enforcing arbitration awards, rather
than judicial decisions, some countries, such as the US, have eliminated the Act of
State as a possible defence™’.

As to defences based on sovereign immunity, they are subject to some
exceptions. In most legal systems the sovereign immunity granted in foreign court
covers only ‘public’ acts rather than ‘commercial’ acts™®. To characterise an act as
public or commercial it isimportant to determine the nature of the act*®®. In this context
Loan and Guarantee Agreements are seen as commercial transactions and therefore will
not allow sovereign immunities defences'®. Moreover, in some legal systems to rely on
sovereign immunity defences in actions to enforce an arbitration agreement or to
confirm an arbitral award is much more difficult given the treaties regulating
arbitration clauses. This reinforces the adequacy of arbitral awards as a means of
dispute resolution in Loan contracts.

Another good argument against defences based upon immunities is the fact that,
by agreeing to submit a dispute to an arbitral tribunal, the parties — both the Bank and
member countries - have waived their immunity from suit and therefore should not be

allowed to defend themselves on these grounds when enforcement in finally needed.

135 park , (1998).

136 1pid,

137 Federal Arbitration Act (1994) 9 U.S.C. § 15.

138 Restrictive doctrine. See Oparil, (1991).

139 1pid,

140 gee for United States, 28 U.S.C. § 1603 (d), for British regulation see State Immunity Act, 1978 ch. 33
§3(3) (b).

141 See for United States, (1994) 28 U.S.C. § 1605 (a), for British regulation see State Immunity Act, 1978
ch.33809.
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However, the clause on enforcement under the Loan Agreement has a very
peculiar provision. It reads as follows:

(k) “If, within thirty days after counterparts of the award shall have been
delivered to the parties, the award shall not be complied with, any party may: (i) enter
judgment upon, or institute a proceeding to enforce, the award in any court of
competent jurisdiction against any other party; (ii) enforce such judgment by execution;
or (iii) pursue any other appropriate remedy against such other party for the
enforcement of the award and the provisions of the Loan Agreement or the Guarantee
Agreement. Notwithstanding the foregoing, this Section shall not authorize any
entry of judgment or enforcement of the award against any party that isa member
of the Bank except as such procedur e may be available otherwise than by reason of
the provisions of this Section.” (emphasis added)

Despite the difficult draft of the provision Delaume correctly explains that
“enforcement will be possible only to the extent permissible under the relevant
domestic immunity rule’**?. This means that by agreeing with the arbitration clause
member countries have waived their immunity from it and are subjected to the
arbitral court. Nonetheless enforcement against them is restricted to what is allowed
under municipal law of the country where enforcement will take place. Therefore,
although the contractual rights on dispute will be subjected to the arbitral tribunal,
which will base its decision on international law, the enforcement of arbitral decisions
will depend on the domestic law of the forum where proceedings are brought, and
which will decide on issues of sovereign immunities.

If an arbitral award needs to be enforced against the Bank, it seems that the
borrower, or the borrower and the guarantor, can institute proceedings in any court of
competent jurisdiction*®®. Therefore, the arbitration clause in relation to awards

rendered against the Bank serves as a waiver of the Bank’s immunity from the

142 Delaume, (1985).
143 Broches (1995) page 52.
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jurisdiction of domestic courts even in actions brought by member countries. This
constitutes an exception to the charter rule prohibiting member governments from

bringing actions against the Bank™**.

9 Responsibility towardsthird parties

As mentioned above, the immunities and privileges granted to internationa organisations
are based on the need to secure their functions. However, the expansion of the activities
performed by those organisations inevitably will lead to risk to third parties'*. The Bank, for
instance, will conduct its operations in a large number of member states, and will enter into a
legal relationship not only with those states but also with other international organisations and
with individuals'*®. In this context, it is natural that on the implementation of its activities, it will
receive allegations that the organisation is responsible for violations of either its contractua or its
non-contractual obligations. It is the awareness d this potential risk that brings us to a vita
guestion: in what situations, if at all, should the Bank be held accountable for its acts?

The attribution of responsibility to an international organisation can be based
first, in its international legal personality. According to the Reparation case one of the
features that will derive from the capacity of possessing rights and liabilities under
international law is the duty of bearing international responsibility in certain cases.
Specifically, the Court affirmed that the United Nations “is a subject of international
law and capable of possessing rights and duties... it has to maintain its rights by

n 147

bringing international claims’™'. Moreover, the Court has drawn attention to the

responsibility of the UN for the conduct of its organs and agents'*®.

144 1bid. 53,

145 gee remarks made by Bradiow as chairman of The Accountability of International Organizations to
Non-State Actors at the American Society of International Law Proceedings (1998). For a deep discussion
on the responsibility of International Organisations see Hirsch, (1995). For environmental accountability
see Rodgers, (1990). For remedies see Wellens (2002)

148 Eor further discussion on the accountability of the Bank under financed projects see Chapter 1V

147 Op.cit. page 179.

148 As the International Court of Justice has observed, “the question of immunity from legal process is
distinct from the issue of compensation for any damages incurred as a result of acts performed by the
United Nations or by its agents acting in their official capacity. The United Nations may be required to bear
responsibility for the damage arising from such acts’. Difference Relating to Immunity from Legal Process

54



The main objectives of attributing responsibility to an international institution is
to prevent further breaches of their obligations and to provide some form of remedy to
the injured party. The challenge, however, is defining a balance between these aims and
giving international organisations some freedom to perform their obligations'*. The
Committee on Accountability of International Organisations of the International Law
Association has established some guidelines, which were understood as crucial to
determine the standards by which the performance of international organisations should
be evaluated*®. According to them, the operation of the institutions should be measured
based on principles of good governance, objectives and principles common to all
international organisations, objectives and principles common to particular categories
of international organisations, specific objectives and principles of individual
international organisations as laid down and elaborated in their primary and secondary
rules, both of a substantive and procedural nature, the applicable law and practice of
international organisations demonstrating a certain pattern of conduct>".

Further developing the content of such measures it was suggested™ that the
principle of good governance would include transparency in both the decision-making

process and the implementation of institutional and operational decisions, a large

of a Special Rapporteur of the Commission on Human Rights, |.C.J. Reports 1999, p. 62, at pp. 88-89, para.
66.

149 See International Law Association, Taipei Conference (1998), first report. In its report the committee
pointed out that the rules “will have to keep the balance between preventing the necessary autonomy in
decision-making of international organisations and guaranteeing that international organisations will not be
able to avoid accountability” at p. 602.

150 The International Law Association has consultative status, as an international non-governmental
organisation, with a number of the United Nations specialised agencies. Its objectives, under its
Constitution, include the "study, elucidation and advancement of international law, public and private, the
study of comparative law, the making of proposals for the solution of conflicts of law and for the
unification of law, and the furthering of international understanding and goodwill”. The Associations
objectives are pursued primarily through the work of its International Committees, and the focal point of its
activities is the series of biennial conferences. The conferences, of which 69 have so far been held in
different locations throughout the world, provide a forum for the comprehensive discussion and
endorsement of the work of the Committees. The Association works principally through its International
Committees. They are established to undertake research and to prepare reports on selected areas of
international law (public, private or commercial). In the biennial conferences the reports are discussed and
considered by the membership and other interested parties in attendance. The documents issued by this
institution although not legally binding represents a wide range of scholars from a number of different
nationalities. Therefore, they are regarded here as a guide to the new developments on the issue.

151 See International Law Association, Taipei Conference (1998), first report.

152 See International Law Association, London Conference (2000), second report.
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degree of participation in the decision-making process, access to information to all
potentially concerned and/or affected by the decision at stake, a well functioning
international civil service, sound financial management and appropriate reporting and
evaluation mechanisms.

Besides the principle of good governance, specifically mentioned among the
principles common to international organisations were the principle of good faith, the
principle of constitutionality, the principle of institutional balance, the principle of
supervision and control, the principle of stating the reasons far decisions or a particular
course of action, the principle of procedure regularity, the principle of objectivity and
impartiality, and the principle of due diligence™. Therefore, it can be said that
international organisations are expected to operate according to those principles and
any departure from them could, in general, give rise to the organisation’s liability.

In its final report the Committee also developed the framework in which the
potentially affected parties could bring their claim®*. Firstly, it was recognised that
“every international wrongful act entails the international responsibility of international
organisations”. On the explanation of such terms, it was determined that there is a
‘wrongful act’” when by action or omission the international organisation breaches an
applicable international obligation. Such an act or omission must be attributed to the
international organisation and must be characterised under international law, regardless
of the legality of the act under the internal law d the organisation. Moreover, the
international obligation must be actual, so a breach will only occur if the international
organisation was bound by the obligation at the time the act or omission occurred. It is
also recognised that the conduct of organs, officials and agents are attributed to the
international organisation provided that they are acting in their official capacity.

However, there are some difficulties in defining a clear link between the

wrongful act and the attribution of responsibility to an international organisation for

153 See International Law Association, Berlin Conference (2004), final report.
154 Although the Committee acknowledged their need, such development was left to alater stage.
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such an act. According to Hirsch, international institutions can be held responsible
when there is a control link between the illegal act and the organisation.™. There are
cases where the organisation will direct its members to act according to decisions taken
by the organisation’s organs™®. In those cases, it may be doubtful as to whether the
organisation or the member, or even both, is responsible for the consequences of an
illegal act. In this context it is important to determine the extent to which the member
had discretion to apply the illegal measure. If the member state has had the freedom of
whether or not to implement the decision, then it should bear the responsibility. On the
other hand, if the national authorities did not have discretion on whether to adopt the
measure, then the organisation is the one responsible for the consequences of the illegal
act'™’.

However, it is possible to have cases where both will have a significant
contribution to the decision-making process, which will, ultimately, justify joint
responsibility between them. As an example of this situation, Hirsch cites cases where
the organisation authorised a member to adopt a particular measure in accordance with
its internal law. He emphasises that when the permission or approval is significant for
the implementation of the measure there should be joint responsibility*. It is submitted
that this rule, based on the control exercised by each subject, is appropriate, since it

strikes a balance between the need to ensure compliance by members with the

155 Hirsch, (1995) p.62/63 (noting that international institutions can be held responsible when it can be
established a control link, an institutional link or aterritorial link). The ILA also adopted the control link as
the basis for attributing responsibility. It says “control over the organs and individuals by a subject of law
is the basis for attribution of acts or omissions by such organs and individuals to the subject of law
exercising control”. Final report page 29. Also see the ICJ judgment on the Military and Paramilitary
Activitiesin and against Nicaragua (Nicaraguav. United States of America) Merits, Judgment, |CJ Reports
1986, p. 4, where it used the notion of “effective control”.

156 ike, for example, when the member states have to implement an EC Regulation.

157 1f, however, the decision manifestly violates principles of international law, member states should be
bound not to follow them or be held jointly responsibleif they do. See Hirsch (1995).

158 Op.cit. p.85.
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organisation’s decision and, at the same time, provides the necessary incentive for both
subjects not to violate third parties’ legal rights™°.
The second concern of the ILA report is with remedies against international

organisations™

. Although it was recognised that there might be limitations on remedies
for non-state third parties, the right of remedies was recognised as a general principle
of law. In fact, not only should some kind of remedy be available, but also such
remedies must be “adequate, effective and in the case of judicial remedies,
enforceable”. Moreover, parties that could be affected by the implementation of the
international organisation’s activities must be informed of the remedies available to
them.

The lack of some form of remedies was seen as a denial of justice. However, it
was established that not only judicial remedies such as the award of damages would
count as remedies, but that political and administrative measure could also be
recognised as alternative measures. Therefore in some instances the best remedial
outcome might be the apology expressed by the executive head of the organisation or
the implementation of new guidelines to prevent future breaches.

Regarding complaints brought by non-state parties, it was specifically suggested
that international organisations should consider resorting to a less formal mechanism
such as mediation, or some kind of ad hoc mechanism such as the establishing of an
ombudsman office. However the ILA report made clear that the need for judicial review
should not be undermined, and international organisations were urged to limit their

immunity from suit under domestic courts to what was needed for the fulfilment of

their functions. This statement follows the increased claim for accountability of

159 The European Court of Justice has some interesting decisions on the strength of this control link under
Loan Agreements concluded by the EBRD. Case G 395/95, Geotronics v. Commission of the European
Communities, (1997) ECR 1-2271 Société Louis Dreyfus & C'® v. Commission of the European
Communities Case 386/96, judgement of the Court on the 5 May 1998, (1998) ECR [-2309 Those cases are
discussed in Chapter 1V.

160 |LA Fina Report, Part Four. For a comprehensive debate over remedies against International
Organizations see Wellens (2002).

58



international organisations before non-state parties. As Reinisch correctly explains, “it
seems crucial that the vindication of “civil right and obligations” of private parties vis-
a-vis international organisations themselves is sufficient guaranteed” ***. In fact, it was
advanced that limitations on international organisation immunities should be mirrored
to limitations applied to state immunities with reservations regarding the functions of
some organisations™,

There is some debate on whether damage should be regarded as an essential
element of responsibility'®. The International Law Commission, for example, did not
include damage as an essential element of international organisation responsibility™.
By citing the ICJ, the Commission said that the “question of immunity from legal
process is distinct from the issue of compensation for any damages incurred as a result
of acts performed by the United Nations or by its agents acting in their official

18 However t should be remembered that the determination of damages

capacity
might be essential for the adoption of the appropriate remedy and for the award of
compensation. Under the draft of the convention on State responsibility this is
acknowledged under Article 31 where states are compelled to provide full reparation

for the injury caused by the wrongful act'®®.

161 Eor further explanation of the role of national courts see Reinisch, (2000).

162 The International Law Commission has been considering the issue of responsibility of international

organisations; see first report of the Special Rapporteur (A/CN.4/532), considered at Report of the
International Law Commission on the work of its fifty-fifth session, Chapter IV (2003). For discussion on
sovereign immunity under state |oans see Wood, (1995), Chapter 13.

163 There are some treaties that require the element of damage as a precondition for the determination of

responsibility, e.g., Article 263 (3) of the UN Convention on the Law of the Sea on the liability of states
and international organisations for damages caused by pollution of the marine environment.

164 Article 2 of the International Law Commission’s Draft on International Organizations' Responsibility
and commentary of the Commission on this article adopted at the fifty-fifth session (2003), Article 2 reads
as follows: There is an internationally wrongful act of an international organization when conduct
consisting of an action or omission:

(a) Is attributable to the international organization under international law; and

(b) Constitutes a breach of an international obligation of the international organization.

165 See comments on page 47.

166 Article 31 reads as follows:

Reparation

1. The responsible State is under an obligation to make full reparation for the injury

caused by the internationally wrongful act.

2. Injury includes any damage, whether material or moral, caused by the

internationally wrongful act of a State.
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Under the Bank’s system, proof of damage has not been required when
determining the requests that could be brought to the Inspection Panel. Although a
close analysis of the Inspection Panel system will be undertaken later, it is worth
mentioning here that clause 12 of the Resolution establishing the Panel does not require
from the complaining party proof of actual damage of their rights but only potential
damage. What the complaining party must demonstrate is “that its rights or interests
have been or are likely to be directly affected by an action or omission of the Bank as a
result of afailure of the Bank to follow its operational policies and ... provided in all
cases that such failure has had, or threatens to have, a material adverse effect.”
(emphasis added)

Hence under international law it is possible to say that damage, although an
important element in establishing the reparation of the injury caused, is not necessarily
a precondition of attribution of responsibility. When an international obligation is
violated the wrongdoer is already responsible for this act™®. In this context damages

will be important to the evaluation of the appropriate remedies and compensation due.
10 Applicability of international principles of accountability to the World Bank

For the Bank to be held accountable under the Loan and Guarantee Agreements
it is necessary to prove that an unlawful act has occurred and that such an act is
attributed to the Bank. Schlemmer-Schulte suggests that the analysis of the Bank’s
accountability should be divided into three parts; the recognition of the accountability
of an international organisation, its liability under domestic law, and its international
responsibility under international law'®®, The first concept is based on the recognition

that accepting accountability in certain instances can actually improve the performance

167 See comments of the International Law Commission on Article 2 of the draft on Responsibility of States
for internationally wrongful acts, noting that the Permanent Court of Justice in Phosphates in Morocco
affirmed that when a state commits an internationally wrongful act against another state international
responsibility is established “immediately as between the two States’. Phosphatesin Marocco, Preliminary
Objections 1938 P.C.1.J,, Series A/B, No. 74, p. 10 at p.28.

168 See Sabine Schlemmer-Schulte in discussions held during the panel The Accountability of International
Organizations to Non-State Actors at the American Society of International Law Proceedings April 4
1998, 92 ASILPROC 359.
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of the organisation'®. As the author describes, “when applied to international
organisations, the concept [of accountability] developed into a call from many sides,
especially those outside of the organization, to develop a process to monitor
development assistance so that the mission of international organizations, specifically
development organizations, would improve and could be checked externally. [...] This
acceptance enables the Bank to better serve its members and address development
situations affecting people in the member countries”. This line of reasoning has in fact
motivated the creation of the Inspection Panel, which is an organ of the Bank in charge
of receiving complaints from affected people in member countries where the Bank
finances projects, and checking on whether the staff have violated internal policies
when designing, appraising and implementing the project™.

Regarding the legal liability of the institution under domestic law, there are also
some relevant considerations. Firstly, the Bank’s immunities from suit must be
considered. As mentioned before, such issues could be overcome by a waiver, and in
fact the Articles of Agreement have provided such a waiver if the action passes the test

of furthering the Bank’s objectives'’

. Secondly, actions under domestic law must be
based either under a contractual relationship or on liability in tort. On both grounds the
affected party will have to prove that its rights have been (or will be) violated by an
unlawful act of the Bank. The difficulty lies in the fact that the project itself is
implemented by the borrower, who subcontracts with other firms. The Bank, therefore,

does not cause direct harm to the people affected by the project. However, if it is

established that in fact the Bank has control over the borrower’s actions, then the

169 Also see Reinisch, (2000).
170 As will be seen later, the Inspection Panel does not deal with complaints arising under the procurement
g{)cess. For accountability over human rights claims see Darrow, (2003).

See Medaro, Lutcher and Atiknson cases, notes 74, 76, 79.
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unlawful act might be attributed directly to the institution or jointly to the bank and the
borrower' ",

International responsibility of the Bank can arise if the institution is found to
have violated its duties under international law. In this case the Bank will be held
accountable for its actions or omission. Such violations can originate from the non-
compliance by the Bank staff with the Bank’s internal policies and procedures, or from
the breach of international law. In those instances the principle of good governance
requires the Bank to consider the substance of a complaint with all necessary care and
to give a reasoned reply. Thus, there should be some form of review mechanism that
provides an effective response to aggrieved parties and some form of remedial
outcome. The lack of such a mechanism could be seen as a denial of justice which will
be a breach of law on its own. At the moment, the Bank, as many other international
organisations, does not have such a review mechanism in place. However, the growing
pressure over international organisations to recognise accountability for their actions
might trigger new developments in this direction. This is the natural course, especially
if the Bank acknowledges its actual interference in the various parts of the project as a
casual link between the Bank’s financing activity and the harm caused to people

affected by the project.

172 Constructores Civiles de Cetroamerica SA. v. Hannah, 459 F.2d 1183. See further comments in
Chapter V.
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CHAPTER Il = THE WORLD BANK’'S CONCERNSWITH PROCUREM ENT
1 Introduction

As mentioned in Chapter 11, the IBRD was created at the end of the World War Il with
the purpose of helping in the reconstruction of Europe. Within the following years the IBRD
would expand its operations and today the World Bank is a multilateral institution whose main
purpose is to reduce poverty by promoting sustainable economic growth in its client countries. It
is important to note that the Bank was not created with a direct anti-poverty remit, but relies on
the fact that helping developing countries to become modern industrialised economies would
certainly raise the productivity, living standards and conditions of labour in those countries. The
wea thier members will also benefit from this process since they will be able to expand trade, job
opportunities and incomes, as well as enjoying the advantages of a better global environment™’.
It is also recognised that the Bank's member countries, especialy the developed countries, will
also benefit from procurement opportunities derived from World Bank-financed projects™*.

The IDA was established with the purpose of providing loans to the poorest developing
countries at a favourable rate’. The IDA funds come mainly from the wedthier member
countries and its loans are made only to governments. According to its Article of Agreement, the
IDA will further the development objectives of the IBRD and supplement the latter’ s activities.

The Bank’s assistance is provided mainly in the form of loans to specific predefined

projects”®. The loans are primarily given to governments and government agencies of member

173 See IBRD web site at www.worldbank.org/html/extdr/backgrd/ibrd/role.htm

174 In fact the United States, Germany, Japan, France, United Kingdom, Italy and Canada together
accounted for more than 57% of the total foreign disbursement of the Bank according to The World Bank
Annual Report 1999 (this figure does not include adjustment lending operations). US$ 3.5 billion were
disbursed by the IBRD and IDA as payments to donor countries for supplying on foreign procurement in
the fiscal year 1999.

175 Only countries with an average annual per capita income of $1,506 or less are eligible for IDA credits,
while countries with an average annual per capitaincome between $1,506 and $5,445 are eligible for IBRD
credits.

178 The Bank also provides development policy lending to support structural reforms in a sector or the
economy as a whole. However, since the Guidelines only apply to procurement under investment
operations, development policy lending will not be explained in this work.
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countries, but other institutions (such as state owned enterprises and private firms) can eventually
be awarded funding if they can obtain a guarantee from their government.

The World Bank Annual Report 2004 reveds that in that year the total IBRD and IDA
lending reached $20.1 hillion, comprising 245 projects distributed across various sectors in
different parts of the globe'””. It is important to note that the Bank only financed part of the total
cost of the projects " and its lending stimulated further funding from commercial banks and other
private agencies, as well as from the borrower governments. Therefore, the value of the
procurement opportunities that arise from projects funded by the Bank is significantly more than
the figure mentioned above.

The actual contract (or contracts) by which projects are implemented is concluded
between the borrowing country and private contractors. The Bank’s interest in procurement
derives from Article I1l, Section 5 (b) from the Articles of Agreement, which stipulates that the
funds it lends will be alocated only for the purpose for which they were granted, with due
atention to economy and efficiency. The aiding ingtitution is, therefore, concerned with the
effective application of the money granted and usually requires the use of its own rules on public
procurement.

This Chapter aims to explain the Bank’s policies regarding procurement under
investment operations, and how they frame the lega relationship between the institution, the
borrower, bidders and contractors. This Chapter will not aim to explain the detailed rules and
procedures but will provide a general overview of the World Bank’s activities and procurement

concerns.
2 Project Cycle

Before turning to the specific topic of procurement, it is worth analysing the way in
which the projects financed by the World Bank develop, and identifying the sort of opportunities

available for private firms.

Y77 The World Bank, Annual Report (2004), Summary of Fiscal 2004 Activities.
178 40% on average, according to The World Bank, Guide to International Business Opportunities (1997)
in projects funded by the World Bank (hereafter called GIBO).
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The Bark, in consultation with loca officias, regularly undertakes an economic study
and sector anadysis of each borrowing country’s needs in other to define an appropriate
framework for the lending programme, and a Country Assistance Strategy (CAS). The CAS
describes the Bank’ s strategy based on an assessment of priorities in the country and indicates the
level and composition of assistance to be provided. As part of the preparation process
consultations are held with members of the financial sector, civil society representatives,
industrial associations, representatives of the private sector, and other interested parties'’®. This
study serves as foundation from which specific projects are identified'®. Although the CAS is
prepared with the participation of the governments of borrowing states, it is not a negotiated
document and differences between the country’s own agenda and the strategy proposed by the
Bank are highlighted in the CAS document submitted for Board consideration™®".

All the projects funded by the Bank must comply with four pre-requisites. They must be
“technically and financially sound, produce acceptable rates of return, contribute to the country’s
economic growth and development and, be environmentally sustainable”'®. Little guidance is
given on the exact meaning of those words and in fact there are controversies on how the
acceptable standards should be accessed'™®. Over the years there have been significant changesin
the Bank’s development orientation and in the quality of the its lending™*, and therefore it is
difficult to establish an overal standard acceptable throughout the Bank’s history of project
lending. However, following the institution obligation under its Articles of Agreement, the Bank
has repeatedly emphasised its concerns with the income distribution, development of loca

resources and institutions, training of local personnel and environmental and human impact of the

% |t is possible to provide input to the CAS through the World Bank web site at

http://www.worldbank.org/html/extdr/casconsult.htm

180 The analyses of the borrower procurement system and possible suggestions of reform are also part of
the CAS. The Bank prepares a document called Country Procurement Assessment Report (CPAR) in which
it identifies the strengths and weaknesses of the borrower procurement system and defines a strategy to
make the necessary reforms.

181 For further information see http://www.worldbank.org/html/pic/cas

182 GI1BO page 6.

183 See Pohn and Dubravko (1992), Devarajan et al, (1997) and Wadrzyk, (1999).

184 see World Bank Annual Report 2001.
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projects®®. Moreover, the Bank has promoted a liberal market environment with emphasis on the
development of the private sector and has supported international free trade practices®. These
economic policies are based on the idea that they will contribute to the economic growth of
borrowing countries and also permit the adequate maintenance and repayment of the projects.
Every financed project follows awell documented Project Cycle during its lifetime. The
Project Cycle is the basic framework used by the Bank to design, prepare, implement and
supervise projects. For the whole duration of the Project Cycle the Bank and the borrower will
work together although they would have different and, sometimes, conflicting roles and
responsibilities™’. The Project Cycleis divided into six different parts: identification, preparation,
appraisal, negotiation and loan approval, implementation and supervision, and evaluation.
Identification: In the first part of the process, the Bank, based on its studies™®, will
identify reforms that are aso supported by the borrowing country. Where both share interests, of
the borrowing country will propose projects for the Bank’ s assistance. Although only the member
governments can propose projects, the identification of those can come from different sources
including other multilateral development ingtitutions or even private sponsors. After the
identification of the implementing agency, and after the Bank has designated staff to manage the
project, the Bank and the borrower undertake a feasibility study where key principles and
conditions of the project will be detailed. The Bank will assign a Bank-sponsored identification
mission to assist borrowers at this stage. The identified projects are published in the World Bank
Monthly Operational Summary (MOS), which is an important source of business opportunities
for firms with an interest in participating in the procurement process for World Bank projects.
The Bank aso publishes a Project Information Document (PID) which provides further details

about the identified project, such as its proposed objective, likely risk and timetable for approval.

185 See The World Bank Operation Manual.

188 See United Nations Publication, Africa Recovery, World Bank calls for better aid targeting, (1998) and
World Bank Operation Manual OD 8.60.

187 For updated information on the project cycle see
www.worldbank.orog/WBSITE/EXTERNAL/PROJECTS

188 projects begin to be identified at the CAS.
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Procurement planning aso starts at the identification stage. For each project proposed a
Task Team is formed. Each Task Team includes a procurement specialist (PS) or procurement—
accredited staff (PAS). The PS or PAS will evaluate the implementing agencies in order to
determine their ability to carry out project procurement and the risks associated with the
procurement operation'®®. The assessment will include many aspects of the procurement activity
including suitability of laws and regulations, organisation of the procurement unit, and support
and control systems including auditing and anti-corruption practices, record keeping, skills of the
staff involved, private sector assessment, etc. If deficiencies are identified, the Task Team will
formulate an action plan to strengthen the agency’ s capacity and reduce the risks'*°. It is expected
that the identification stage could last up to a year and a half***.

Preparation: The preparation stage aims to design a detailed proposal that will consider
various aspects of the projects. Based on the cost-benefit analysis, the best method to achieve the
project’s objective will be defined. The technical, institutional, economic, environmental and
financial issues facing the project will be studied, and aternative methods proposed. An
assessment is required of projects proposed for Bank financing to help to ensure that they are
environmentally sound and sustainable (Environmental Assessment)'®?. Although the
responsibility for preparation rests on the borrower, the Bank will also be involved at this stage to
ensure that the proper procedures have been followed. In some instances, the Bank aso provides
assistance to the borrower in preparing the project. Consultants could also be hired to carry out
this work, and the Bank will assist the borrower in financing this service, provided that it is
procured according to the Bank’s Guidelines.

Procurement planning will continue at the preparation stage. The PS or PAS will assist
the borrower in preparing the optimum contracting strategy for the project. During this study the

PS or PAS is instructed to take into account any technical or management constraints that the

189 see World Bank Office Memorandum (1998).

190 Operational Manual BP 11.00 and the Bank-Financed Procurement Manual.

191 The  World Bank website Resource  Guide: Project Cycle at
www.worldbank.org/WEBSITE/EXTERNAL/PROJECTS/PROCUREMENT

192 Potential harm to the health, productive resources, economies and cultures of indigenous people are also
identified by the Indigenous People Development Plan.
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borrower may be facing™®. The procurement plan drafted a this stage will cover the list of
appropriate contract packages, the overal project procurement programme, including timing of
the contracts, the optimum method for procuring the necessary goods, works and services, the
required Bank standard bidding documents and the institutional arrangements necessary to carry
out the procurement**,

Appraisa: In the third part of the project cycle the proposa prepared by the borrower
will be analysed by the Bank. This is a magjor review of all aspects of the proposal. The Bank
staff, under the supervision of the Task Team Leader, will reassess the technical, financial,
economic, socia, environmental and institutional impacts of the project. The types of goods,
works and services necessary for the accurate implementation of the project will also be
reviewed. Contractors looking for opportunities in financed projects should be aware that the
Project Information Document will be updated at this stage.

Thisis an important phase in procurement terms since this is the time when the project’s
arrangements are firmed up and the borrower, under the Bank’s supervision, will develop a
procurement plan and insert any agency-strengthening action plan into a coherent overall project
strategy*®. As part of the procurement plan the Bank and the borrower will agree on the
particular contracts for the goods, works and services required to carry out the project during the
initial period of at least 18 months™®. The Bank and the borrower will also agree on the methods
for procurement of such contracts and the standard bidding documents to be used in the project.
The General RFocurement Notice (GPN), required by para. 2.7 of the Procurement Guidelines

197

will be issued at this stage™". Another responsibility of the PS or PAS in the appraisal stageisto
draft the Bank’ s procurement supervision plan. Based on the assessment of the contracting entity

made at the identification stage and the level of risk and institutional weakness encountered, the

193 Bp 11.00 paragraph. 3

194 | id. For comments on the relevance of packaging for this work see Chapters VIl and V111

195 Operational Manual BP 11.00 number 5 (c)

196 A procurement plan is required by the procurement Guidelines para 1.16 and should be updated
annually or as needed throughout the duration of the project.

197 |f there is advanced procurement under the proposed project, the GPN is issued at earlier stages of the
project.
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PS or PAS will propose the levels of prior and post review and the frequency of any required
procurement audit %,

All the details of the project will then be outlined in the Project Appraisal Document,
which is available to interested parties after the loan is approved™. In particular the procurement
section will address issues such as the estimated costs and methods of procurement, the
assessment of the implementing agency’s capacity to implement the project, together with any
corrective measures, an assessment of the compatibility of the borrower’s national procurement
regulations with the Guidelines (in cases where National Competitive Bidding will be
required®®), a defined procurement timetable and procurement supervision plan, and a brief

description of the borrower’ s system of recording procurement information®®”.

Negotiation and loan approval: During the next stage, the negotiations between the

borrower and the Bank will be intensified in order to arrive at the loan agreement. Procurement is
also included in the negotiations and the Bank will require the adoption of the Bank’s Guidelines
when procuring goods, works or services in projects financed by the institution*®”. Where
National Competitive Bidding is used, the Project Appraisal Documents should discuss the
compatibility of the borrower’s procurement regulations and procedures with the Procurement
Guidelines and explain any changes or waivers required for discussion in the loan negotiations™”.

It is interesting to note that the Bank requires the adoption of the Guidelines regardless of the

198 Operational Manual BP 11.00 number 5 (a) and World Bank Office Memorandum (1998).

199 I n development lending operations the Bank will issue a Program Document which sets out the Bank’s
appraisal and assessment of the feasibility and justification for the program.

200 National Competitive Bidding is the competitive bidding procedure normally used for public
procurement in the borrowing country. It is usually used in cases where the product being procured is
unlikely to attract foreign trade. To be acceptable under the Bank’s financed procurement those rules must
the reviewed and nodified to comply with the Bank’s procurement objectives and must be broadly
consistent with the provisions on International Competitive Bidding. Any modifications will have to be
included in the Loan Agreement. See Guidelines Procurement under IBRD Loans and IDA Credits May
2004 rule 3.3.

201 Bank-Financed Procurement Manual, July 2001, Section 8.3.1.

202 Bank-Financed Procurement Manual, Chapter 1 Section 1. When the contract is to be financed by the
borrower or by other lenders, other procedures might be followed provided that the Bank is satisfied that
these procedures are economical and efficient and do not jeopardise the successful implementation of the
project.

203 jdem Section 8.3.1 (iii).
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assessment previously made of the contracting agency®®*

. Discussion on procurement issues will
involve mainly thresholds, contract packages and financial issues (especialy in cases of joint
finance). The Regional Procurement Adviser must clear any changes made in this stage®”. After
agreeing with all the details, the Loan Agreement is submitted to the Executive Directors of the
World Bank for approval and, when signed, the document will become legally binding on both
parties.

Implementation and supervision: It is a the implementation stage that the procurement
procedure and the actual contract will often take place. The borrower will be obliged to follow
the procedures agreed in the loan documents rigidly, and the Bank will not only supervise this
activity but will be caled many times to approve the draft of the advertisements, bidding
documents and final award. The disbursement of the loan is aso conditional on the actua
fulfilment of the procurement plart®. The PS or PAS will evaluate the borrower’s procurement
actions in order to ensure compliance with the provisions in the Loan Agreement. Problemsin the
procedures are reported to the Task Team Leader and to the regiona procurement advisor, and
correction or revisions of the procurement plan might be suggested®®’. On the completion of the
project the Bank will issue an Implementation Completion Report containing the results and
ng the operation.

Most of the opportunities for private firmswill arise at this stage. On the implementation
of the project, companies from all countries will have the chance to bid for contracts varying in
Szeand value.

Evauation: Finadly the Bank will evaluate the actual results of the project and compare

them with what was expected at the beginning®®. The causes of eventual successes and failures

will be identified and lessons for the future will be identified. The project review is undertaken

204 No exemption is given in the procurement Manual to agencies that are found to have sound procurement
practices.

205 Operational Manual BP 11.00 number 6.

206 Operational Manual OP 12.00 number 1.

207 Operational Manual BP 11.00 number 7. The Bank’s Report on the Status of Project Execution (SOPE)
is now made available to the public.

%8 The audit prepared by the Operations Evaluation Department will entail a review of the project
completion report and also the preparation of a separate report to be submitted to the executive directors
and to the borrower. Those reports are not released to the public.
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by the Operations Evaluation Department, which selects for performance assessment projects that
offer the potentia for further learning (either because of particularly good or bad performance).
About one in four of the completed projectsis selected for a Project Performance Assessment™®.

It is clear from this description that unlike a commercia bank, the Bank is not merely a
lender but is deeply involved in choosing, planning and guiding the implementation of its
projects. Therefore, it seems that the Bank contributes as much as the borrower to the eventual
success or failure of the project. However, it is interesting to note that the Bank does not take any
risk. The borrower, besides bearing the risk of possible social and environmental damages, and is
bound to pay the full amount of the lending, even in the event of failure.

The Bank has been severely criticised, especialy during the last few years, for the high
number of failures of projects that it has financed'®. Even the Bank’s own analysis has shown
that the quality of Bank-supported projects by the time they come to an end is below a
satisfactory level, taking into account three related dimensions - outcomes at the time of
evaluation, sustainability of benefits and ingtitutional development impact*. Although many
problems were detected, including the suitability and design of the project, the analysis made by
the Bank’s Operations Evaluation Department shows that the Bank’s supervison and the
borrower implementation performance are crucial to the outcome of the projects™?. The generd
costs of such projects have severe adverse effects on the poorest countries in the world and
certainly impair, instead of promoting the development of such countries. Nevertheless, the Bank
has rever suffered default of payment from any of its borrowers™®. Two main reasons can
explain this: firstly, the Bank makes ‘defensive lending’, which means that it gives hew loans to
enable the borrower to cover old ones; secondly, the borrower does not want to default because

of the lack of credibility that would result, leaving the government with no possibility of

209 gee http://www.worl dbank.org/oed/eta-tool s.html

210 For an extensive list of complaints from a diverse range of sources see Rojas, (1998). For criticism

directed at MDBs see Head (2004)

211 gee 1999  Annuad  Review of Development  Effectiveness, Chapter 2  at
http://www.worldbank.org/html/oed

212 |dem at page 8 Box 2.1 While quality at the entry and borrower compliance increases the project's
likelihood of success by around 20% each, improved Bank supervision increases the likelihood of success
by 51 % and borrower performance by 43 %.

213 See Delaume (1985), page 323.
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aranging international loans®*. Indeed, the power exercised by the Bank in the fragile economies
of developing countries can be devastating if not exercised with extremely care and
responsibility.

Procurement represents an important aspect of the implementation of the project and
might have a significant impact on the rate of successful outcomes. The adoption of an efficient
procedure and the presence of an enforcement mechanism that guarantees the observance of the
rules might be vital in order to increase the credibility of the project and to stimulate the

participation of private firms in competition.
3 TheWorld Bank Procurement Guidelines

While an adequate procurement practice does not guarantee the success of these projects,
poor practices can certainly make it more difficult to achieve. Hence, the Bank’s interest in
procurement derives from the need to ensure that the resources will be allocated for the purpose
for which the loan was granted, and aso that it will be done in an efficient way”*®.

The Guidelines, Procurement under the IBRD Loans and IDA Credits and Selection and
Employment of Consultants by World Bank Borrowers™®, and the Standard Bidding Documents
set out the details of the procedures required by the Bank. These rules are designed to address
four major concerns: firstly, to ensure that the goods and services needed for the project are
procured with due attention to economy and effic iency; secondly, to secure compliance with the
Bank’s interest in giving all digible bidders from developed and developing countries an
opportunity to compete in providing goods and works financed by the Bank; thirdly, to encourage
the development of domestic contracting and manufacturing industries in the borrowing country,
simulating development in those countries; and findly, to ensure transparency in the

procurement process’.

24caufield, (1998).

15 1BRD Article of Agreement, Article 11, Section 5 (b).

218 Both documents have been revised in May 2004.

217 Guidelines Procurement under IBRD Loans and IDA Credits para. 1.2.
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The Bank believes that the most efficient way to achieve those objectives, when
procuring goods and works, is through International Competitive Bidding (ICB)*®. This rule
requires the borrower to advertise bidding opportunities internationally, therefore enabling the
greatest number of suppliers to be aware of the project. The publicity for the contractsis usually
undertaken in two stages. firstly, just after the appraisal the borrower issues a Genera
Procurement Notice (GPN) which is advertised in the United Nations publication Development
Business, informing readers of the works and goods that will be procured. The second stage takes
place after the documents are ready for the implementation of the project, and the borrower is
compelled to advertise each particular package of contract in at least one national newspaper in
its own country (and in any officia gazette, if such exists). Further publication in Devel opment
Business for specific projects will usualy be required when procuring large and complex
projects™. At this second stage the borrower is also bound to send detailed information to
potentia bidders which had showed interest by answering the GPN?°.

The Guidelines also establish a series of prococurement procedures to be followed. For
example, it defines rules on pre-qualification of the bidders; the strict cases where atwo stage
bidding procedure can take place; the procedures to be followed when opening, evaluating and
awarding a contract, rules on specifications, and all other specific aspects that the bidding
documents should contain such as currency of payment, language of the bidding documents,
price adjustments, possibilities of negotiation, etc.

As mentioned above, the ICB procedure was chosen by the Bank because it was seen as
securing the goals of the project, achieving best value for money, giving access to suppliersfrom

al countries, ensuring that a transparent decision is reached through objective criteria, and

218 The details of the procedure are set out in the Guidelines: Procurement under the IBRD and IDA
Credits.

219 Borrowers will no longer be obligated to publish in the print version of United Nations Development
Business (UNDB) Specific Procurement Notices (SPNs) for goods and works under US$10 million. As a
result of these changes, the on-line and print versions of UNDB may no longer be considered to be
identical. Certain SPNs may only appear on-line and not in print. These changes make the hard-copy
version of UNDB practically obsolete. Since the on-line version of UNDB was launched in December
1998, subscribers have had the option to receive only the hard copy (US$495 per year), or both (US$695
er year).

Lo There is a simplified ICB process (Quick Disbursement Operations) which are used for procurement
under adjustment operation. Thiskind of procedure does not require the publication of GPNs or SPNs.
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stimulating the participation of suppliers from devel oping countries. Moreover, other advantages
of such proceedings have been identified®: it facilitates monitoring of the whole process by the
Bank and bidders; it provides an easy way to reassure shareholders that the money is being spent
on the projects and not being wasted in corrupt practices, and will increase competition leading to
an efficient application of resources.

However, the great emphasis on transparency has a ‘cost’. The ICB has been severely
criticised for being an extremely onerous and time-consuming procedure, which sometimes leads
to an inefficient procurement. Moreover, the way dficers of the Bank conduct this procedure in
practice can cause serious negative effects to the final goal of the project??’. A clear exampleis
the potentia exclusion of qualified bidders that do not have sufficient economic strength to cope
with the heavy documentation burden and high financia requirements imposed, despite having
the capacity to perform the work or supply the goods procured with equal or higher quality than

any other international company**

. Apart from running the risk of becoming more expensive, the
project will take longer to be implemented (the ICB procedure takes from eighth to twenty
months), delaying, therefore, the results that those goods or works are supposed to bring®.
Furthermore, ICB has been criticised as being a procedure that aims to favour the largest
multinational firms®?.

Thus, it is possible that transparency could compromise some of the objectives of the
Guidelines, in particular the economy and efficiency requirements. Arrowsmith correctly
advocates that “strict competition requirements with only limited exceptions based on objective
and verifiable criteria [...] may lead to more commercial procurement for cases in which

corruption, discrimination or smply bad judgement would otherwise have led to an abusive or

unwise choice of supplier [...]. However, they will produce a less commercia result when,

221 See Arrowsmith, Linarelli, and Wallace, (2000).

222 See examples given by Tucker (1997), pg. 153/154 and also (2001).

223 There has been a complaint on this grounds under Brazilian courts: See TRF 1 Regido Apelacdo em

Mandado de Seguranca 95.01.19153-2/TO Pavitergo — Pavimentacdo e Terraplanagem Goias Ltda v.

Uni&o Federal e Estado de Tocantins

224 For further identification of the problems with the World Bank procurement procedure see
Tucker,(1997) and (2001).

225 See Rojas, (1998) citing Cheryl Payer, The World Bank. A critical analysis, Monthly Review Press,

1982.
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without the requirement, the particular (honest and competent) purchaser would have obtained a
more advantageous deal or relationship through other means [...]"%*°. Given the fact thet the
contracting agency is assessed in a case by case basis, the PS or PAS should be concerned with
establishing the appropriate balance between the costs of a transparent procedure and the benefits
of alowing some discretion to the purchaser. This analysis, of course, will take into account
severd factors. The skills of the procurement staff involved in the project will certainly have
considerable weight, but probably more important than that would be the assessment of the
monitoring system in place. A strong monitoring system accompanied by a related measure such
as accountability for bad practices and strong anticorruption policies would reduce the need for
transparency and increase the likelihood of good procurement decisions®’.

It is fair to say that section three of the Guidelines alows for other types of procedures:

Limited International Bidding, which permits direct invitation of bidders and is used for contracts

of small values or where there is a limited amount of suppliers; Nationa Competitive Bidding,

where contracts that are unlikely to attract foreign competition will be advertised at a national

level and national language will be used in the bidding documents; Shopping (international and

nationa) , where three quotations can be used to procure off-the-shelf products of small vaue;

Direct Contracting, where it is permissible to buy from a particular supplier in cases where there

is only one source; Force Account, where the use of the borrower’s own personnel and equipment

is the only practica method for constructing a given kind of work; Procurement through UN

agencies, for off-the-shelf products of certain primarily areas, and some other kinds of procedures
that follow the established commercial practices. Nevertheless, the use of those proceduresis
secondary and ICB is usually preferred®®®. Therefore, some of the problems that occur during the
procurement process could be directly related to the selection of the procedures adopted.

In practice the Bank does not rely on the borrower’s experience and expertise to deal

with a less transparent procedure. Moreover, since the Bank has the power to significantly

226 Arrowsmith, (2002) (a).
227 For further discussion on thisissue see the enforcement Chapter of thiswork.
228 Tucker, note 222.
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interfere in the procurement plan, human resources from the borrowing country will not be
stimulated to find the most efficient way to procure goods, works and services but only to blindly
follow the Bank’s rules. Therefore, in the future, assets gained during the Bank’s projects might
face potentia problems when maintenance or replacements are needed™.

It is interesting to note that the Guidelines emphasise the fact that the responsibility for
the implementation and decision under the procurement process rests only on the borrower. The
Bank, in this context, will only supervise the procedure. However, if the Bank does not agree
with the decision of the borrower or, if the borrower does not strictly follow the rules imposed by
the Bank, the funds for the project can be suspended. Therefore, it can be said that “athough a
development bank does not direct the borrower to award the contract to any particular offerer or
to take any other action in connection with the procurement, it has the power to pursue, which
provides it with the ability to exert significant pressure’®*°.

The procedures for contracting consultants services vary significantly for contracts for
goods and works. The rules established for those procedures are set out in the Guidelines:
Selection and Employment of Consultants by the World Bank Borrowers. The method of
selection under this procedure is not through ICB but starts from selecting a small number of
firms from which a high qudlity bid is expected. This rather subjective criterion reflects the
weight attached to quality rather than to price in choosing the consultants. It is worth mentioning
that anticipated consulting assignments must be included in the General Procurement Notice, and
large vaue contracts must also be advertised in a national newspaper and in Development

Business™!. Not al interested firms will be invited to bid but a short-list should be prepared by

the borrower and approved by the Bank with at least three, and a maximum of six firms.

229 1t is interesting to note that the Bank has been engaged in financing the reform of procurement systems
in some of its member countries relying on the UNCITRAL Model Law on Procurement of Goods,
Construction and Services. However, even when the borrower has aready implemented the reform, and
E)rocurement personnel have been trained, the Bank still insists on the use of the Guidelines.

30 Arrowsmith, Linarelli, Wallace, (2000), p.111. For further discussion on the relationship between the
Bank, borrowers and bidders see the enforcement Chapter.

231 Contracts expected to cost US$200,000 equivalent.
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The Bank’s concerns with the quality of the service provided can aso be observed in the
award criteria. Although in the evaluation of the bids quality and costs will be taken into account,
the final weight of the ‘costs’ will normally range from 10 to 20 points out of atotal score of 100.

232 the Bank does not evaduate and rank the

However, as correctly pointed out by Tucker
supplier’s previous performance unless it is a very poor one, as is usudly the case with the

private sector. As a consequence, since the degree of fulfilment of the contract initially proposed

by the consultant is not taken into account when considering future contracts, the bidder does not
have the incentive to design a proposal that in practice will work with high efficiency. After

signing the contract, their actual performance only has to be minimally satisfactory for them to be
allowed to enter future proceedings, where once again what will be accessed is not their

efficiency but the quality of the bid that they submitted.

The Bank maintains a database of firms interested in working on Bank-financed projects
(DACON), which can be used to assist the borrower to identify firms that would be €eligible for
short-listing. It is important to note that registration on this list is not compulsory in order to be
short-listed, and that the information contained in it is only descriptive, and does not imply the
Bank’s endorsement or approval. As mentioned above, the Bank will have the role of reviewing
and approving the borrower’s short-list to ensure that only capable firms are considered for
selection. As with the procurement of goods and works, the Bank emphasises the fact that the
selection process is entirely the borrower’ s responsibility. However, it can be said that once again
the borrower’ s decision suffers from severe interference by the Bank.

A few other provisions of the Guidelines are important when examining the Bank’s
policies on procurement for the purpose of this study®®. First, as a development ingtitution, the
Bank is concerned with the participation and development of national firms in the bidding
procedure. When procuring goods, the Bank allows in some instances the borrower to establish a

margin of preference in favour of goods manufactured in its own country. Domestic contractors

232

(1997).
233 Those provisions will be carefully analyzed in latter Chapters. Here, it is provided just a brief overlook
of thelegal challenge that they might pose.
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can aso be granted a preference margin when procuring for work contracts. The domestic
preference is significant (7.5% for work contracts and 15% of the CIP price for goods), and the
borrower will need the Bank’s approva and will be subjected to the terms and conditions stated
in the World Bank Procurement Guidelines Appendix 2. In the Consultants Guidelines, the
development of national firmsis stimulated by including as one of the award criteria the extent of
participation by nationals in the performance of the assignment.

It seems that in the last few years the IBRD and IDA payments to borrowing countries
for supplying local and foreign procurement have increased signif icantly, from US$ 7.2 billionin
1999 to US$ 9.7 hillion in 2000. Of the US$ 9.7 hillion, 8.9 was paid for in-country procurement
and 0.8 hillion from clients outside the borrowing country®**. Hence, suppliers from developing
countries are apparently becoming more competitive and gaining ground in the internationa
market. However, there is evidence from World Bank officias that in practice international firms
are getting national firms to bid on their behalf in order to qualify for domestic preferences. This,
besides increasing the value of procurement, does not bring the benefits to the domestic industry
aimed by the Bank®®®.

Finally, in Appendix 3 of both Guidelines the Bank alerts potentia suppliers to the role
that the Bank, the borrower and the bidders will have in the procurement process. From those
statements it becomes clear that the Bank understands that the borrower is the one legaly
responsible for the procurement and that the interest of the ingtitution is with the adequate
application of the funds. However, it is not entirely clear what are the legal foundations, the
rights and liabilities, which are attached to the position taken by the lending ingtitution in the
procurement field. As has been noted in the description above, the decisionr-making power of the
Bank is undeniable, but the formalities of the documents point to the procuring entity (the
borrower) as the only one with a lega relationship with the bidders. But are the statements

reflecting the real legal position of the parties, or trying to deny arelationship between the Bank

234 presentation given by Colleen Gorove, Business Partnership & Outreach Group, Working with the
World Bank Group.

235 Other arguments on the provision of domestic preferences will be provided at Chapters VIl and V1.
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and the bidders that actually exists, or, at least, should exist? These questions remain unanswered
in the context of procurement procedures conducted by the World Bank. However, on projects
financed by the European Bank of Reconstruction and Development, the European Court of
Justice has found the lending institution accountable for its decisions during the procurement
process in some particular cases™°. Although the basis for the lega relationship between the
EBRD and bidders is peculiar to the European system, it is submitted that a similar relationship

should be acknowledged in procurement procedures conducted in World Bank financed projects.

4  Thelnternal Rules Regarding the Application of the Guidelines

Apart from the Loan Agreement provisions, the Bank’s operations are aso guided by
some internal rules that are binding on its staff when actualy performing its day to day operation.
The Operation Manual, which is the codification of the Bank’s policies and procedures, brings
some important procurement provisions. The Operation Manual is designed by the Bank’s
Operation Policy and Strategy Vice Presidency, which is the organ that gives support to the

executive board in its operational capacity>*’

, and is composed d the Operational Policies and
Bank Procedures Documents. The Bank's Operationa Policies (OPs) are short, focused
statements that follow from the Bank's Articles of Agreement. They provide staff with direction
and guidance in pursuit of the policies established by the Board, define the parameters for the
conduct of operations, and also describe the circumstances under which exceptions to policy are
admissible and clarify who authorises such exceptions. Bank Procedures (BPs) describe how
Bank staff must carry out the OPs by describing the procedures and documentation required,
ensuring consistency in the Bank’s operations. There is also a code of Good Practices (GPs)

which contains recommendations and guidance on policy implementation®®. It is worth

mentioning that although these internal rules are only binding within the organisation, once they

236 Eor reference of such cases and a deeper discussion on the enforcement mechanism see Chapter 1V.
237 The Executives Directors' power to edit such rules derives from the Articles of Agreement (Article V
Section 4 (a)) which provides that “the Executive Directors shall be responsible for the conduct of the
ggneral operations of the Bank...”.

For further information on the Banks Operational Manual see documents available at:
http://wbln0018.worl dbank.org/institutional/manual S'opmanual .nsf/textonly .
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are published and open to public scrutiny they might generate a legitimate expectation that the
provisions will indeed be followed™®.

The OP 11.00, BP 11.00 and the Procurement and Consultants Manuals are the main
internal rules regarding the procurement procedures*°. The OP and BP 11.00 bring provisions on
the responsibilities and duties of the Bank’s staff during and after the procurement process. There
is aso a lengthy description of the roles of the borrower and the Bank, and how they should
perform these in practice. Although this work will not be concerned with al the detailed rules of
procurement, it is worth commenting on the provisions that establish the procurement policies of
the Bank.

Following Article I11, Section 5 (b) of the Articles of Agreement the Bank’s interest in
procurement derives from the need to ensure that the resources will be allocated for the purpose
for which the loan was granted, and also that this will be done with due attention to economy and
efficiency. Since the Articles themselves give no specific instruction on how to conduct
procurement policies and practices, in order to fulfill its obligations, the Bank needed to establish
practical rules which would guide staff during the implementation of the projects it helps to
finance. Those rules needed to be designed in such a way that they would be forma enough to
allow some predictability on the Bank’s projects but also easy enough to change in order to
incorporate past experiences and changes in conditions. In this context, the OP 11.00, para. 4,
reinforces the four basic procurement concerns stated in the Guidelines. These are the rules that
will in practice direct the conduct of the Bank throughout the procurement process, giving full
applicability to the functions defined in the Articles of Agreement. It is by interpreting and
understanding those principles that the procurement process should be guided in practice.

Other important provisions are OP 11.00, para. 13 — 16, which defines the role of the

borrower and the Bank. If on the one hand those provisions expressly provide that the borrower is

239 For the purpose of receiving complaints from affected parties in World Bank financed projects, the
Bank has set an Inspection Panel. The Panel has as one of its main objectives to determine compliance by
staff with the Bank’s internal regulations and address any faults that have occurred. However, the Panel
does not deal with procurement complaints. For further comments see Chapter IV.

240 See OP 11.00 and BP 11.00 July 2001 (Revised December 2004) available at:
http://wbln0018.worldbank.org/institutional/manual S'opmanual .nsf/textonly .
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the one responsible for the implementation of the project, on the other hand they imply a
significant engagement of the Bank in defining the rules and supervising the projects. Moreover
it reminds the staff that the Bank has the power to cancel the agreement if the rules are not
followed as agreed. This leaves the ingtitution in an ambiguous position where it accepts no
responsibility for the outcome despite being the rulers of the whole process. It is fair to say that
the borrower also participates in the process of drafting the procedures. However, its negotiating
power isweak given its economic and financial position when asking for aid from a development
institution.

The World Bank policy of denying responsibility for the implementation of the
procurement despite being deeply involved with the whole preparation and supervision is not
particular to this institution. In fact other development ingtitutions will take the same approach.
Nonetheless, the study of the Bank’s policy is particularly significant given the fact that it has
been seen as a role model for other agencies. Moreover, with 183 members, most of which are
eligible for funding, the Bank is one of the largest ingtitutions providing financia ad for
development.

The Bank’s policies against fraud and corruption are aso of great relevance for
procurement. In fact the Bank requires from both the borrower and from the bidders “the highest
standard of ethics” during the procurement and execution of the financed contracts. Although the
term ‘ethics is not defined in the rules, the Guidelines determine the meaning of ‘ corrupt and
fraudulent practices'. If misprocurement is detected the Bank will act not just within the loan
agreement to cancel the portion of the loan related to the contract, but might also declare a firm
ineligible for -financed contract. Therefore, not only will borrowers be subjected to the Bank’s
decisions, but also bidders. In order to make such rules enforceable the Guidelines require a
provision to be included in the contract giving the Bank full access to the contractor’s accounts

and records related to the performance of the contract™.

241 The application of the Bank’s anti-corruption policy in procurement is discussed in Chapters IV, VII
and VIII.
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Under OP 11.00 and BP 11.00 afull explanation and guidance on the appropriate action
is given to Bank staff for cases where misprocurement is identified. Under such procedures, the
caution with which aviolation is determined is striking. First the borrower is notified and is given
the chance to bring the procurement to conformity. Only if the borrower refuses to rectify the
situation is the issue brought to the country director. Moreover, given the sensitivity of the issue,
severd officials from the Bank are called to clear notices and advise the borrower and the country
director on the appropriate course of action.

However, it is interesting to note that despite the sanctions imposed on firms caught
engaged in fraudulent and corrupt practices, the country director responsible for the country from
which those firms are nationals is not notified of their practices. Moreover, it seems that
malpractices are not communicated to other development ingtitutions or to other creditors
engaged in the same project. Therefore, although a firm might be banned from receiving Bank
funds, it could still be awarded other contracts under the same project if such contracts are
financed by other creditors. As mentioned previoudly, another deficiency of the Bank’s system is
the fact that it does not keep a record of poor practices. If afirm is not strictly found to have
violated the Bank’s ethics standards despite running the contract negligently, it could still be
eligible for future tendering.

Another important internal document that regulates procurement is the Bank-Financed
Procurement Manual. The Manua does not introduce any new policies but it does explain in
great detail how specific aspects of the procurement should operate consistent with the
Guidelines, the OP and the BP. The main objectives of this set of interna rules is to provide
advice and assistance to Bank staff on how to carry out their responsibilities and to help them
advise borrowers on how to deal with their own obligations®*. From the aitset the Manual
establishes what the Bank understands as essential elements of ‘proficient public procurement’.

Six pillars are identified: economy, efficiency, fairness, reliability, transparency, and

242 \World Bank, Bank-Financed Procurement Manual pageix.
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accountability and ethical standards®**. According to the Manual a good procurement system
would aim to give the purchaser the best value for money using smple and speedy procedures
that produce results without prolonged delay. Moreover, it would have clear and transparent rules
that would be ‘impartial’, ‘consistent’ and ‘reliable’, providing al interested firms with the
opportunity to participate in the procedures. In order to secure this standard a good procurement
system would aso hold officials accountable for neglecting or bending the rules and would
provide an effective mechanism by which challenges could be made and appropriate sanctions
enforced. Therefore, when carrying out their day to day tasks the Bank staff would have to aim to

adhere as closely as possible to this role model, rather than just citing and imposing rigid rules”**
5 Co-finance

When determining the use of the Guidelines to procure goods, works and consultants
services it is important to address problems that might arise when the project is co-financed by
the Bank and other sources, such as bilateral aid programmes, regiona development banks or
commercia banks**. The co-financed projects can be structured in two ways. in a pardlel
financing arrangement, in which the project can be divided into different parts and contracts
awarded separately; or in ajoint financing, where the financing of the project is shared between
the Bank and the co-lender. In the first case, if the Bank and the co-lender do not impose the
same procurement requirements, each contract will be awarded according to te procurement
rules imposed by the institution financing that contract. Under these circumstances it is common
for the co-lender to require the borrower to follow an aid programme from the donor country
(‘tied aid’). Those programmes will usually impose limitations on the use of the funds provided,
dlowing only bids from firms that originate from the country offering finance*®. In those cases
the Guidelines will be followed only in the part of the project where the Bank’ s funds are applied.

In joint financing arrangements the Guidelines will have to be followed, and the procurement will

Z‘j World Bank, Bank-Financed Procurement Manual page X.
Ibid.
245 As mentioned the Bank only finances part of the project.
248 For further discussion on the problems of tied aid see Calarier, (1996).
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be open to al eligible bidders according to the Bank’s rules. Therefore the Guidelines are
applicable to projects financed in whole or in part by the Bank**’.

Although the Guidelines are only applicable to contracts financed from a Bank loan, they
do not leave to the borrower’ s discretion the choice of the procurement procedures to be used in
the rest of the project. In fact the Bank needs to be satisfied that all the procedures related to the
project will be carried out with diligence and efficiency, and that the product finaly obtained is
of adequate quality, delivered at the appropriate time and bought for an adequate price®®. If on
the one hand by retaining the power to analyse the procurement procedures related to the project
the Bank is concerned with the economical and financia viability of the project, on the other
hand the Bank has the power to set the standard of procurement and might compromise the
freedom of the borrower to arrange other ways of awarding contracts with other creditors.

In practice, the borrower might end up with severa different sets of rules to be applied to
different contracts within the same project. Depending on where the money is coming from, the
borrower would have to take into consideration the procurement procedures imposed by the
financing ingtitution. This diversity of procedure is certainly not beneficial either to the officials
carrying out the procurement or the bidders who will have to conform to different requirements
each time an offer is made. In fact, compliance with donor procedures has been identified as the
second biggest impediment to effective aid delivery®®. In order to minimise this inconvenience,
Multilateral Development Banks have been called to harmonise their sets of procurement
procedures™. The need to harmonise procurement rules was identified as far back as the 1990s,
when informal meeting between the heads of procurement on common procurement concerns
began. In 2001, the need for structured harmonised documents was highlighted in the G8 Finance

Ministers Meeting. There MDBs were specifically called to bring about closer co-ordination in

247 Guidelines rule 1.5.

248 | pid.

249 OECD, (2003) (a) pp 13-15,

250 For a deeper discussion on the need to harmonize procurement rules see Nwogwugwu, (2005).

84



order to accelerate the harmonisation process™. In particular a progress report on harmonisation
of procurement and financial management was assigned to the World Bank, in consultation with
the other MDBs. In October 2002 the Heads of Procurement agreed on harmonised pre-
qualification documents for civil works contracts™. Moreover, the MBDs agreed on a set of
standard bidding documents for the procurement of goods. In 2004 the World Bank issued a new
set of procurement Guidelines for goods and works and has aso issued new Guidelines. Selection
and Employment of Consultants by World Bank Borrowers®™®. Further harmonisation of the
procurement procedures of donor entities are still being carried out. Lending institutions are aso
revising their regulations in order to give nationa procurement rules of the borrowing country a

broader role in the alocation of the lending money®™.

6 World Bank Regulations and National Rules

Apart from the procurement rules incorporated into the Loan Agreement and internal
rules of the ingtitution there are some national rules that could be significant to the procurement
process. These could be national rules that would have priority over the Guidelines, such as
congtitutional law, or rules that would be applicable in the absence of any provision to the
contrary. There might till be rules that are not directly applicable to procurement but would also
have an impact on the procurement process, such as rules on the extent to which public officials
decisions can be challenged. Those rules deserve especial consideration as they may cause the
whole process to differ from country to country, and potentia bidders may have to consider them
before deciding to enter the competition. Particular attention should be drawn to rules that would
have priority over the Guidelines, as this might have a significant effect on the operation.

As mentioned before, the Bank’s rules in procurement are incorporated under the Loan

Agreement and are part of the contract between the Bank and the borrower. In Chapter 11 it was

251 See Report of G-7 Finance Ministers and Centra Bank Governors, July 2001, Rome lItaly at
http://www.g7.utoronto.ca/g7/finance/fm010707.htm

252 Further discussions on the differences and similarities of MDBs procurement and on other efforts on
harmonization see Nwogwugwu, note 250.

253 All relevant procurement documents are available at: www.worldbank.org/projects/procurement.

254 See OECD (July -2000) (a) also cited in Nwogwugwu, note 252.
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noted that the Loan Agreements have the status of treaties, and therefore the borrower cannot rely
on nationa regulations as an excuse not to implement it. However, there are divergences in
doctrines which try to explain the relationship between treaties and constitutional law®*®. In some
countries the congtitution is understood as the highest law and treaties (including regulations
derived from them) cannot oppose its principles™®. Treaties are found to have priority over most
domestic law but not over the constitution. This view is shared by countries such as France,
where the fulfilment of treaty rules is based on art. 55 of the Constitution®’. In the USA the
Congtitution is found to limit the treaty power of the President and Senate. Justice Black’s
opinion in Reid v. Covert is conclusive: “No agreement with a foreign nation can confer power
on the Congress, or on any other branch of the Government, which is free from the restraints of
the Congtitution” **®. Therefore, in the USA, treaties are equal in status to congressional
legidlation unless they are contrary to the Constitution, in which case the latter will prevail.

This position is aso found in the constitution of some countries that are borrowers of the
Bank. In Brazil, for instance, treaties are found to have priority over federa legidation but cannot
contradict any constitutional principles™®. Thisis also the case in Russia, where despite having a
broad congtitutional clause as to give internationa law, including “generaly recognised
principles and norms of international law”, priority over national legidation, it cbes not give
priority to these sources over the Constitution itself **°. Therefore, it isimportant to note that if the
congtitution of borrowing countries provides principles or rules that must be applied to the
procurement process, they could have priority over the clauses of the Loan Agreement. If thereis
a contradiction between the Loan Agreement and constitutional law, the effectiveness of the

former on the national level can be jeopardised.

255 See discussions over the dualist and monist theories in Malanczuk, (1997) Chapter 4; Mello (2001) cap.
V.

256 Malanczuk, (1997) page 65; Mello, (2001) page. 213.

257 See Mello, (2001) page 122.

258 See Noak and Rotunda, (1995) page 217.

259 gupremo Tribunal Federal Agravo Reg. em carta rogatoria N. 8279-4 Republica Argentina, Ementario
no 1999-1 D.J. 10.08.2000 Rel. Min. Celso de Mello and Mello, (2001) chap. IV.

260 Malanczuk, (1997).
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Although the choice of the issues that comprise the constitutional text and the level of
detail at which this document treats them varies on a country by country basis, depending on the
political environment present in a given historical moment, in theory the constitution will try to
establish just the basic framework upon which nationa legidation will be built. Therefore it is
expected that only principles, and not detailed regulations would be present at the highest law. In
this context, despite the fact that specific procurement principles are not a common feature of
constitutions, it is not uncommon to have administrative principles, which will apply to public
activities at al levels, incorporated into the congtitutional text. Even the utilities sectors are
usually subjected to some of the disciplines imposed upon public activities and therefore might
aso have to follow some of the constitutional rules.

It could be correctly argued that at least some of the principles guiding the governmental
activity would coincide with the Bank’s objectives and therefore no clash would occur. In fact,
national governments are expected to be keen to spend their budget in the best possible way
(getting ‘value for money’) and to regard principles of economy and efficiency highly. Moreover,
ethical concerns, the need to avoid corrupt practices and to determine the accountability of
government officials might coincide with the Bank’ s transparency objectives. However, nationa
legislation might also be concerned with other issues such as promoting the development of
minority groups or protecting national businesses, protecting national security, preserving the
environment, etc®'. Those are policies that do not encounter a counterpart on the Bank’'s
procurement objectives and therefore are potentially a cause of dispute.

It is possible for example to envisage a constitutional clause attributing a monopoly to a
government enterprise to deal with oil, gas or nuclear mineral transactions. Those commodities
could be seen as key to national security, and therefore closely controlled by the government. In
those cases, if Bank aid is being used for the building and operation of a power plant, it is
possible that procurement procedures would be needed for the supply of one of those energy

sources. However, the Guidelines prevent government enterprises from participating in the

251 For afull discussion on national objectives of procurement systems see Arrowsmith, Linarelli, Wallace
(2000). For discussion on secondary procurement concerns see Chapter V1.
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tendering procedures unless they are legaly and financially autonomous and operate under
commercial law?®. Therefore the only firm or firms which are alowed to deal with those goods
under national law might not be dligible to supply them under the Bank’s Guidelines. In this
context the borrowers might be trapped into a situation where it is not possible to fulfil both its
obligations under the loan agreement and its constitutional requirements. In this case, borrowers
could not use the loan for payment of such supplies.

If under domestic law the borrower cannot issue documents that contradict constitutional
commands, under international law it would be accountable for the breach of its obligation. In
fact, the Permanent Court of Justice has affirmed that “a State cannot adduce another State its
own Congtitution with a view to evading obligations incumbent upon it under internationa law or
treaties in force’®®. Therefore, the borrower would still have to face the consequences of the
breach, which in most cases would be the suspension, or cancellation of the loan operation.

Not only congtitutional regulations cause problems for procurement procedures. It is also
possible to have secondary legidation which will be significant to the procurement.
Environmental legidation could be one example. Suppose for instance that there is a nationa rule
limiting the level of emissions of certain substances, such as carbon monoxide. In this case the
procurement procedures might reflect this regulation by including a clause whereby bidders
would have to undertake the obligation of not exceeding the limit set by the legidation. However,
the Guidelines restrict the prequalification criteria to those based upon “...the capability and
resources of prospective bidders to perform the particular contract satisfactorily...”. Therefore, in
principle, firms cannot be disquaified based upon the environmenta standards which they
operate. Whether compliance with national environmental legidation is within the meaning of
being capable of fulfilling the contract is not clear (see Chapter VII). Therefore the borrower
might be caught in a difficult situation where issuing bidding documents that correspond to its
obligation under the loan agreement might means the infringement of national environmental

obligations.

262 Guidelines: Procurement under IBRD Loans and IDA credits paragraph 1.8 (c).
263 polish Nationalsin Danzig (1931), PCIJ., Ser A/B, No 44 p. 24.
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The lega effect of such overlap will generally be the treaty provisions overriding the
national legisation®®*. This is due to the fact that under some jurisdictions treaty provisions will
become part of national law when incorporated by parliament, and therefore the conflict of two
national laws that will have to be resolved by national principles regarding conflict of laws,
which will usually means that new legidation will overrule older ones. However, this is not
always the case. In fact, challenges might be brought under national courts, and the interpretation
of the national court in applying the Guidelines might be that capability to fulfil the contract will
mean capability to comply with any applicable legidation, and that suppliers are bound to
observe the limit states by the law. If the Bank insists on the exclusion of such criteria, the
political pressure of groups supporting the environmenta legislation might bring about resistance
to the project, or even to World Bank investment as awhole.

Divergences between the nationa and international obligations of the borrower can cause
significant delays to the project implementation, and in the worst scenario, the complete failure of
the whole Agreement. It is also appropriate to remember that the Bank is usually only one of the
financiers of the project and problems arising from the Bank’s share of the loan may impact on
the obligation of the borrowers towards other creditors. Hence the Guidelines should provide
clear guidance on the application of national legisation to financed projects™®.

Even when there is no direct contradiction between national regulations and the Bank’s
rules it is dill very likely that the former would play an important role. If a problem occurs
during the procurement procedure bidders would have to rely on the enforcement mechanisms
available at the national level since there is no formal rule stated in the Guidelines. As has been
discussed previoudly, the Guidelines firmly attribute to the borrower the responsibility of running
the procedure and dealing with complaints. Although the Bank could be notified by bidders of

any communication or complaints sent to the borrower, the Bank does not have the lega

264see discussion above. There is extensive literature regarding the clash between national law and treaty
rules. For comments and references see for example Malanczuk, (1997).
265 See further discussion on the application of national policiesin Chapter VII1.
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responsibility to take any action to address the issue. Therefore, it is under the borrower’s

national rules that bidders could find assistance to their cause®®.

266 Fyrther discussion on the enforcement mechanism is held in Chapter V.
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CHAPTER IV —ENFORCEMENT MECHANISM
1 Introduction

As we have seen in Chapter 111, the Guidelines: Procurement under IBRD Loans and
IDA Credits and the Guidelines. Selection and Employment of Consultants by the World Bank
borrowers are documents that are usually incorporated by reference under the Loan Agreement
signed between the Bank and the borrower. In order to guarantee the effective application of the
procurement requirements the Guidelines assigns two distinctive roles to the Bank; a supervisory
role, which includes the prior and post review of procurement documentation and the auditing of
some procurement processes, and a less formal role when dealing with complaint settlement.
Moreover, there are mechanisms used to enforce other World Bank policies such as deterrence of
fraud and corruption, which are also relevant as they can be seen as an addition mechanism to
enforce the procurement guidelines.

In this context, this Chapter will am to provide an andysis of the enforcement
mechanism under the current system. First, we will look a the Guidelines provisons on
enforcement and at internal rules that provides guidance on the enforcement of the Guidelines
provisions. Cases of prior and post review will be determined and the role of bidders accessed. In
addition, we will look at the enforcement measures against fraud and corruption and at the role of
procurement audit in supervising compliance. On the second part of Chapter, we will analyse the

accountability of the World Bank for its actions during the procurement proceedings.
2 TheBank’sRuleson Enforcement Under the Current System
21 The Review Procedures

The provisions regulating the review of procurement decisions can be found in the
introductory part and in Appendix 1 of both Guidelines. According to the Bank’s Procurement
Manua “The Bank’s review process ensures that Bank funds are used for the purposes intended

and that procurement procedures outlined in the Loan Agreement are followed in letter and spirit

91



before the Bank commits funds for the relevant goods, works or services’®®’. Therefore the
review mechanism is set not with the intention of giving aggrieved parties the means to review
procurement acts and decisions, but to reassure the lender that the borrower is complying with its
contractual obligations.

The definition of the cases subjected to prior or post review is determined by the Loan
Agreement. As a genera rule the threshold for prior review will be set in order to incorporate
contracts for about 50 to 80% of the total value of financed contracts in a project®®®. When aprior
review regquirement is set, the Bank’s staff will have to approve al relevant documents and
decisions made by the borrower before these are released to the public or to bidders™®®. Moreover,
any steps taken by the borrower which differ dightly from the original documents will have to be
notified and discussed with the Bank. For high value contracts above the threshold of US $25m
for goods and works, and of US $10m for consultant services, the Bank sets up an Operations
Procurement Review Committee whose primary responsibilities include - among other things -
review and clear prequalification and contract recommendations.

For lower vaue contracts the institution will make a post review to the procedure. All the
maor documents referent to the process must be kept by the borrower during the project
implementation and up to two years after the closing date of the Loan Agreement, and must be
provided to the Bank upon request®®. The post review evaluation will be carried out in arandom

sample of awarded contracts and procurement related documents””* and should misprocurement

257 procurement Manual, Section 20.1.

258 The coverage range will vary between sectors and projects and will take into account the nature and size
of contracts as well as the procurement capacity of the borrower’s implementing agency. When discussing
the procurement threshold with the borrower Task Team Leaders are advised that the desirable coverage is
about 80% and that coverage of about 50% is only acceptable in special circumstances. See Procurement
Manual, Section 20.3.

269 This will include the advertising procedure, prequalification documents (when applicable), bidding
document and any addenda, bid evaluation and proposal for award of contract, the contract documents and
any significant modification agreed during execution. For a more detailed list of the documents see the
Guidelines Appendix 1 and the Procurement Manual Section 20.2.

270 Guidelines: Procurement under the IBRD and IDA Credits, Appendix 1, 5.

" The suggested range for post reviews vary from 1 in 4 down to 1 in 20 contracts. In special
circumstances the proportion may be reduced to as low as 1 in 50. For further details see the Procurement
Manual Section 20.6.2.
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be detected, the borrower must take corrective action and submit to a tighter review of past and
future procurement documentation®’?.

The single most striking characteristic of the review provisions is the mandatory letter
that is present in all articles. For example, the Guidelines Appendix 1, rule 2 (a) says that “the
borrower shall [...] furnish the Bank with the draft documents to be used, [...] and shall
intraduce such modifications in said procedure and documents, as the Bank shall reasonably
request” (emphasis added). Such provision sounds unambiguoudly imperative and, if it does not
transfer the power of the decision to the Bank, it certainly makes apparent the strong role
conferred onto the lending ingtitution in the whole procedure.

The imperative character of those rulesis consonant with the statement in Section 1.12 of
the Guidelines, which provides as follows:

112 The Bank does not finance expenditures for goods and works which have not
been procured in accordance with the agreed provisions in the Loan Agreement and as further
elaborated in the Procurement Plan. In such cases, the Bank will declare misprocurement, and it
isthe policy of the Bank to cancel that portion of the loan allocated to the goods and works that
have been misprocured. The Bank may, in addition, exercise other remedies provided for under
the Loan Agreement. Even once the contract is awarded after obtaining a“no objection” from the
Bank, the Bank may still declare misprocurement if it concludes that the “no objection” was
issued on the basis of incomplete, inaccurate, or misleading information furnished by the
borrower or the terms and conditions of the contract had been modified without Bank’s approval.

If misprocurement is detected the Bank might take several courses of action, each of
which is equally disruptive to the project and may cause the borrower serious problems. The

Bank may suspend and cancel the portion of the loan referent to the misprocured contract, or

272 For contracts not subjected to prior review the withdrawals from the Loan Account can be made on the
basis of Statement of Expenditures. See Guidelines Appendix 1 rule 5 and Procurement Manual Section
20.6.3.
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decide to suspend or cancel the entire loan and to accelerate the maturity of the principaf”.
Although the decision to take such actions against the borrower is not common practice, the
threat of taking them is still the main weapon that the Bank can use to persuade the borrower to
follow the rules strictly >, In fact, the Bank relies on the review procedures as the main method
of detecting breaches, and on the suspension and cancellation clauses as the main caveat to guard
against breaches from occurring, or to correct those that have already occurred.

As the Guidelines for procurement of contracts financed by the institution tries to ensure
economy and efficiency in the projects, the Bank’s role in reviewing and approving all relevant
documentation, especialy for high value contracts, is seen as necessary to ensure the
enforceability of the rules. In order to guarantee that all relevant decisions will gain the approva
of the Bank’'s staff, the Task Team Leader must issue ‘no-objection letters to al borrower
actions subject to prior review®”®. Such a notice would state that based on the evidence provided
by the implementing agency, the Bank has no objection to the decision taken.

It is important to note that by giving such notice the Bank does not guarantee the legality
of the procedure, but only scans the documentation received to verify that it complies with the
conditions of the Loan Agreement. Therefore, if the documentation received is formally correct,
the ‘no objection’ notice would probably be issued without a rigorous analysis of the accuracy of
the substantive material. This might lead to situations where the procedure has not been followed
in practice but the incomplete, inaccurate or misleading documentation is furnished by the
borrower. This was the case in Indonesia where Mark Baird, as a director of the World Bank
office in Jakarta, received a page proof to show that an advertisement for US $200,000 in supply

contracts had been published. However, when the Bark’s staff bought the paper where the

273 See IBRD General Conditions Applicable to Loans and Guarantee Agreements for Single Currency
Loans, dated May 30,1995 (as amended through October 6, 1999), Section 6.02 (suspension) , 6.03
(cancellation) and 7.01 (acceleration of maturity).

2% 1n fact, misprocurement was declared in Indonesia, see reference to this case at note 307.

275> See Procurement Manual Section 3.2.
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advertisement was supposed to be, the page the World Bank had paid for was instead taken up
with Bloomberg financial market data’™®.

Examples such as this demonstrate that the examination of documents is usualy not the
most effective way to detect breaches or to test the efficiency of the procedure to get the best
possible value for money. As will be further developed in Chapter V, suppliers might have an
important role in improving the implementation and enforcement of the rules as they usualy are
in a better position to detect breaches and have a greater incentive to complain when the rules
have been breached. It is probably in recognition of the great contribution that interested parties
can make to the enforceability of the procurement rules that Appendix 4 of the Guidelines allows

suppliers to contact the institution to report faults or misbehaviour of the borrower.
2.2 The Role of Bidders Under the Current System

The rules defined in Appendix 4 should be followed not only in cases where
misprocurement is reported, but also to address any other issue that bidders might be concerned
with, such as imprecision in the bidding documents about technical or financia aspects of the
project, payment, language of the documents, etc. Such issues, especialy in complex projects, are
likely to cause divergences and the need to address them becomes evident. Nonetheless, thereis
no formal complain mechanism set out in the Guidelines, either through the Bank or through the
borrower legal system, or through an independent system such as arbitration®’’.

According to the Guidelines, bidders should address their questions about the bidding
documents or any other issue that might arise during the procedure to the borrower*’®. Bidders,
however, ae free to send to the Bank their correspondence with the borrower. If the Bank
receives the complaint before the closing date for submission of the bids, it might refer to the

borrower, making comments and advising as to the action to be taken. If the communication is

276 See case reported by Shari and Cohn (2000).

277 1t is worth mentioning that when the contract is already concluded between the borrower and the
supplier, the Guidelines, in rule 2.42, state that disputes arising out of the contract should be solved through
arbitration. This provision can bring about a number of problems since it is still not clear whether it should
be interpreted as involving just technical issues of the contract, or if issues such as validity should also be
decided by arbitration.

28 Guidelines: Procurement under the IBRD and IDA Credits, Appendix 3, 6-9.
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received after the opening of the bids, and this is a case where the Bank will only carry out a post
review, the Bank might send the communication to the borrower with considerations and
appropriate actions, and will examine the procedure later to see if the instructions were followed.
If, however, aprior review is due, the Bank in consultation with the borrower, will try to address
the issue, if appropriate®”®.

It is worth observing that the Bank will not exchange correspondence with the bidders,
but only with the borrower. This policy is adopted in accordance with the statement in Appendix
3, 2, where the Bank emphases that “the borrower is legally responsible for the procurement. It
invites, receives and evaluates bids and awards the contract. The contract is between the borrower
and the Supplier or Contractor. The Bank is not a party to the contract”. The position adopted by
the lender is of mere listener to the complaint. It does not acknowledge any responsibility for
decisions even if the borrower is just following the orientation received from the Bank’s staff. In
fact, the Bank will not even disclose to the complaining parts its communications with the
borrower. Moreover, the Bank does not promise to investigate, pursue or address the complaint.
The Bank uses the suppliers information as a means to secure its agreement with the borrower
without giving to the supplier any kind of legal rights against the decisions reached either by the
lender or by the borrower.

It is difficult to understand how this position can be reconciled with the principles that
the Guidelines aim to achieve. In general, procurement systems that place significant weight on
the concept of transparency use some sort of enforcement mechanism that is external to the
procurement agency and the people involved in taking decisions during the process®. This is
done for severa reasons. Firdly, in a transparent system the am is to demonstrate to al
interested parties that the procurement process is being done in accordance with the regulations.
Moreover, if breaches are detected, procurement officials might then be held accountable by an
independent court or administrative tribunal. Therefore, an external means of enforcement is used

as a powerful way not only to settle complaints but also to achieve an effective application of the

29 Guidelines: Procurement under the IBRD and IDA Credits, Appendix 3, 13.
280 see Arrowsmith, Linarelli, and Wallace, (2000), Chapter 12.
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rules. The more effective the enforcement, the more credible the rules became. In a stable and
reliable environment, suppliers would be more willing to take part in the procedures, as risks can
be more easily accessed, and taxpayers and investors would be more confident that their money is
being properly spent. Therefore, it is surprising that even though the Procurement Guidelines
state transparency, economy and efficiency as the main goals, there are no clauses setting up an
external system of enforcement where interested parties could challenge the decisions taken by
the borrower and the lender.

In practice, however, there is evidence that bidders will take their complaints to the
Executive Directors of their countries and request them to pursue the claim. Although the
Guidelines do not mention this kind of complaint, the Procurement Manual provides guidance to
staff on how to deal with them?®". If a complaint is channelled through an Executive Director's
office the Task Team Leader or the Procurement Specidist involved in the project must
acknowledge the complaint and send it for the borrower’s consideration immediately. Moreover,
at the request of the Executive Director, the Country Director must explain in great detail how the
specific issue raised was addressed and resolved. If he is not satisfied with the response, the
complaint is brought to the Director of the Operational Procurement Review Committee, who has
to review the complaint in cooperation with senior management, and provide a response’™.

This kind of interna mechanism for dealing with complaints seems to be the most
effective mechanism available to bidders. If areliable review system is not available through the
borrowers national legal system bidders are more likely to bring the complaint to their Executive
Director, since this is the only mechanism that can assure them that their complaint will be
looked at. According to the Bank’s organisation charter, the Executive Directors are placed in the
highest position and all staff bellow them should pay due attention to the issues raised by the
Directors. Therefore, any complaint raised by EDs must be carefully addressed.

An example of the mechanism used to help firms to bring complaints to their Executive

Directors can be found in the Canadian Business Guide, a publication by the Office of Liaison

281 procurement Manual Section 5.2.
282 | pid.
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with International Financial Institutions in the Canadian Embassy in Washington®®. In explaining
the function of the office, the Guide states the following:

“The OLIFI [Office of Liaison with International Financial Institutions] staff can provide
information, advice and assistance to Canadian business people pursuing procurement
opportunities with the World Bank and the Inter-American Development Bank. [...] OLIFI aso
works in close cooperation with the Canadian Executive Directors office at the Banks, to fully
protect and promote Canadian interests, and particularly to resolve any procurement or other
commercia dispute that may arise’.

Moreover, the Guide explains that athough the Guidelines state that the borrower is the
one responsible for the procurement process, about 10-15% of the marketing initiative should be
directed at Washington level “in order to gather and update essentia project intelligence”.

When discussing the interference of Executive Directors in the procurement process, a
remark must be made regarding the differentiated levels of power enjoyed by each Executive
Director. As mentioned in Chapter 11, the voting power of each ED is associated with the number
of shares they represent. Larger shareholders will be able to provide to their business people a
more efficient mechanism of support, as they will have an individua ED defending their
interests. On the other hand, suppliers from minor shareholding countries might not have any
access to their EDs, as they will be representing the interests of severa different countries.
Moreover, since EDs representing major shareholders are the ones actually making everyday
decisions at the Bank, it is possible that staff will be more careful in pursuing the issues raised by
them then the complaints raised by other EDs. Since internal communication between EDs and
staff is not disclosed to the general public it is not possible to determine the degree of efficiency
and fairness with which complaints are handled. Therefore, the review mechanism based on the
interference of EDs in the procurement procedure to secure the interest of bidders does not
comply with the principle of transparency, or give al digible bidders a level playing field on

which to compete.

283 Office of Liaison with International Financial Institutions, The Canadian Embassy, A Canadian
Business Guide: The World Bank and the Inter-American Development Bank, (online).

98



If we consider only the Guidelines' provisions, it is not clear what the legal position of
bidders is. Although it is certain that the Guidelines provide rights and obligations for third
parties, especially bidders, they do not confer on them a contractual position in relation to the
lender. The Bank excludes itself from any responsibility, and specifically refers to the borrower’s
responsibility in relation to bidders. Nonetheless, the Bank encourages bidders to send to the
institution any complaints that the borrower does not address properly, and requires its staff to be
prepared to dea with the complaints as they are brought forward.

In this context, the Guidelines suggest that the legal relationship between the lender, the
borrower and bidders should be framed as follows. The Bank and the borrower have a clear
contractual relationship guided by the Loan Agreement. Any disputes between them will be
solved according to the arbitration procedures defined in the Agreement. However, it is
interesting to recall that so far, Loans Agreements have never being challenged by borrowers,
despite the failure of many projects.

The borrower and the bidders will develop their relationship firstly according to the
bidding documents. In those documents the borrower agrees to follow certain rules when
selecting the winning bid, and bidders relying on such an agreement will design and submit their
bids. The lega relationship arising during the procurement process will depend on the national
legidation regulating procurement. Rights and obligations could be guided by principles of civil
law, administrative law or contract law. Disputes between these two are likely to be solved by the
national lega system of the borrowing country, if it alows such a chalenge to governmenta

decisions®®

. At the second stage, the borrower and the winning supplier will enter a contractual
relationship which will be subject to the applicable law and the dispute settlement defined in the
bidding documents. The standard bidding documents provided by the Bank and required to be

used for procurements financed by the ingtitution state that any dispute between the purchaser

284 National enforcement mechanisms will be further developed in Chapter V.
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and the contractors should be settled by arbitration conducted in accordance with the procedures
set out in the contracf™.

Finaly, and most unclear of al, is the relationship between the Bank and the bidders.
This cannot be solved by reference to any contractual connection or by direct reference to the
Guiddlines, as the parties have not agreed to any legal relationship with each other. However, as
will be further discussed in subsection 2 below, the rights reserved by the Bank to interfere with
the decisions during the procurement process should have the correspondent obligation of
responding, in accordance with its culpability, to any unlawful decision taken during the
procedure. Moreover, as the Bank might interfere directly with the legal rights of a bidder it
should recognise the rights of the other party to be heard and to have an impartial decision on the

matter.

2.3 M echanism for Enforcing the Bank’s Policieson Fraud and Corruption

A particularly important form of misconduct in public procurement is related to the issue
of corruption. Corruption is a complex phenomenon that can involve several actives™. Thereis
wide agreement that it flourishes in an environment where agents have the power to alocate
benefits, the opportunity to do so with discretion, and with little accountability®®’. In this context,
a poorly managed procurement system, coupled with a deficient enforcement of the procurement
regulations is a perfect environment for corruption. It should be noted that this section is not
concerned with the issue of fraud and corruption from a general point of view, but intends to

analyse the Guidelines provisions that are amed at deterring such practices. Such rules are a

285 gtandard Bidding Documents for the Procurement of Goods May 2005, General Conditions of Contract,
Clause 10. The Special Conditions of Contract defines the arbitration procedures that can be used. The
purchaser is allowed to choose between the UNCITRAL Arbitration Rules, the Rules of Conciliation and
Arbitration of the International Chamber of Commerce, the Rules of Arbitration Institute of Stockholm
Chamber of Commerce, the Rules of the London Court of International Arbitration or adjudication or
arbitration in accordance with the law on the purchaser country (if the supplier is a national of the
purchaser country). For works there is a different form of dispute resolution see Standard Bidding
Documents for the Procurement of Works May 2005, General Conditions of Contract, Clause 20.

288 For different definitions of corruption see Shihata, (1997). Also see Marquette, (2003); Westring and
Jadoun,, (1996) and Anechiarico and Jacobs, (1995); Priess, (2002). For the economic impact of corruption
see Rose-Ackerman, (1978); Rose-Ackerman, (1999).

87 Klitgaard, (1998) pp3-6; Bannon, 1999; Shihata (1997); RoseAckerman, (1999); Harms, (2000);
Baistrocchi, (2002); Zagaris and Ohri, (1999); Linarelli, in Arrowsmith and Davies (eds.) (1998);
Anechiarico and Jacobs, (1996).
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reflection of the increased emphasis placed by the Bank on stopping fraud and corruption and
their objective under the procurement system is to provide accountability and secure compliance
under financed projects. Therefore, this section will be limited to the enforcement mechanism
introduced under the Guidelines, directed at securing World Bank policies.

The World Bank has adopted a broad definition of corruption to include al conducts that
involve “the abuse of public office for private gain”*®. Although corruption is not particular to
the public sector, severa reasons explain why governments, development institutions and indeed
the international community are more concerned with corruption in the public sector than in the
private sector’®. Firstly, effects of corruption in the public sector are greater. The inefficient use
of congtrained budgets means that spending on key sectors such as health and education will be
reduced®. The increase of costs and the uncertainty of government conduct will negatively
influence investment and could therefore affect the country’s growth?®!. As to the effects in the
domestic scenario, public support for government activities might be undermined by the
perception that public money is being used for private gain®*>. Moreover, the conduct of the
public sector might set an example for the whole business community. The lack of confidencein
the procurement system will aso affect the willingness of firms to compete for public contracts,
therefore affecting the chances of securing a contract which represents good value for money*.
Apart from arguments based on macro-economic perceptions and ethical values, there might aso
be financia reasons to combat corruption. If the cost of setting a review mechanism is lower than
the vadue of savings arising from its effective operation, than it is financialy worthwhile to

implement it>*.

288 1an Bannon, 1999.

289 Regarding the distinction made between the public and private sectors in corruption legisiation see Law
Commission Consultation Paper No 145, Legislating the Criminal Code: Corruption 6.18-6.34.

290 1 an Bannon, 1999.

291 | an Bannon, 1999; and Harms, (2000) citing Paulo Mauro, Corruption: causes and Consequences and
Agenda for Further Research, Finance and Development, March 1998, pp. 11-14. Also see Haarhuis and
L eeuw, (2004).

292 ghihata, (1997).

293 Arrowsmith, Linarelli and Wallace (2000) p. 32

29 |pid.
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Corruption is a two-way practice. If in one hand, you have public officials who are ready
to receive an unlawful benefit without fear of punishment, on the other hand you have companies
who will offer bribesin order to be included as bidders, or to be the only qualified bidder, or even
to be selected as the winning contractor. In fact, as developing countries have been criticised for
the lack of enforcement of domestic legidation against corruption, international firms have been
found to display conduct when doing business in developing countries that they would not
attempt in their own country®®®. Therefore, to set up efficient policies to combat corruption,
measures should be drafted to prevent corruption on both the demand side and the supply side®®.

In the last few years, several international initiatives have been developed in an effort to
combat corruption in the public sector. Developing countries have received funds to reform
legidation, strengthen institutions, and sometimes to deal specifically with the problem of
corruption. Moreover, the OECD has developed recommendations to member countries stating
measures that should be taken to prevent their own firms from in engaging in corrupt practicesin
other countries.

" The Bank’s concern

The World Bank has also engaged in the fight against corruption
with this issue stems from the Articles of Agreement requirements, in which the Bank has to
ensure that the proceeds of its loans are used only for the purpose for which they were granted,
and that this is done with due regard to considerations of economy and efficiency’*®. The Bank
provides four main reasons for its anti-corruption policies:

“Corruption hurts the poor most severdly: it diverts public services from those who need
them most and strangles private sector growth.

Corruption undermines public support for development assistance by creating an

erroneous perception that al assistance is affected by corruption.

29 Early, (1996), at 221-222.

29 For efforts to combat corruption under the supply side see recommendations of the Organisation for
Economic Co-operation and Development at http://www.oecd.org, Also see Arrowsmith, (1997). For the
efforts on the demand side see Harms, (2000).

297 see World Bank, Helping Countries Combat Corruption, Progress at the World Bank since 1997, 2000.
298 |nternational Bank for Reconstruction and Development, Articles of Agreement (as amended effective
February 16, (1989), Article 111, Section 5 (b).

102



Corruption can impede developing countries access to increasingly discriminating
private capital.

The Bank has a fiduciary duty to its member countries to ensure that financial support
reaches its intended targets.”**

Following these lines, in 1997 the Bank’s Board of Executive Directors decided on an
anti-corruption strategy, which identified that action was needed in four key areas. prevention of
fraud and corruption in projects financed by the Bank; direct assistance to member countries that
ask for help in curbing corruption; analysis of corruption issues in the country lending decisions,
and contribution to international efforts to fight corruption®. Moreover, the Bank needed to set
the example and targeted corruption within the institution.

In order to target fraud and corruption in financed projects, in 1997 the Bank introduced
into the Procurement Guidelines a specific provision on fraud and corruption. Under procurement
proceedings for contracts financed by the institution, the term ‘corrupt practices refers to “the
offering, giving, receiving or soliciting of anything of value to influence the action of a public

301 \while ‘fraud’ is defined as “a

officia in the procurement process or in contract execution
misrepresentation or omission of facts in order to influence a procurement process or the
execution of a contract”. Collusive practices and coercive practices are also included under
prohibited practices. The former is defined as a “ scheme or arrangement between two or more
bidders, with or without the knowledge of the borrower, designed to establish bid price at
artificial, non-competitive level”; while the latter is defined as “harming or threatening to harm,
directly or indirectly, a person or their property to influence participation in a procurement
process, or affect the execution of contract”>%.

Although this broad definition was adopted to harmonise the conduct expected from

borrowers and bidders in al projects financed by the Bank, it does not take into account the

299 Note 297 at page 1.
300 Note at 297 page 2.

301 Guidelines: Procurement under IBRD and IDA Credits, Section 1.14 and Guidelines: Selection and
Employment of Consultants by World Bank Borrowers, section 1.25.
302 :

Ibid.
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diversity of cultures in borrowing countries. In some African and Asian countries, for example,
gift-giving practices and loyalty to friends and family is seen as acceptable conduct’®. In those
instances, the standard set by the Bank is an external imposition of values that are hard to enforce
and control. Nonetheless, as the Bank needs to ensure the credibility of its operation as whole, the
decison to define the types of conduct that would not be accepted in financed projects is
justified. Moreover, particular local practices that could lead to allegations of misconduct can be
more closely analysed by the procurement personnel involved in the project and should be taken
into account both when setting the procurement requirement under the Loan Agreement and
when investigating allegations of misprocurement.

Despite the Bank’s requirement from both the borrower and contractors to “observe the
highest standard of ethics during the procurement and execution” of contracts, allegations of
fraud and corruption in financed projects are not uncommon. The causes for such problems are
not entirely clear, but it has been aleged that institutional problems in receipt countries - such as
low pay, lack of experience, lack of effective legidation, cultura practices - coupled with the
desire of firms to obtain financed contracts at any cost may contribute considerably to
misprocurement in World Bank projects®. Hence, the Bank has issued measures to combat
corrupt and fraudulent practices both from the supply and the demand side.

As for the measures for preventing the recipient country from engaging in illicit
practices, the Bank can cancel either al or part of loan if misprocurement is detected®.
Moreover, since 1996 the Bank has not relied on national courts to identify corrupt and
fraudulent practices, but retains the right to determine whether those practices have occurred in
financed projects, even when a “no objection” notice has aready been issued. In addition to
contractual measures, the Bank has also provided assistance to the borrower to reform its
procurement system and to implement anti-corruption policies. When the assessment of the

implementing agency identifies a high risk of such practices, the Bank requires that corrective

303 salbu, (1999).
304 world Bank, Helping Countries Combat Corruption report, pages 2-9.
305 Guidelines Section 1.14 (c).
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measures should be implemented before the Loan is approved in order to lower the risk of the
operation.

As for the policies towards firms engaged in corrupt and fraudulent practice, the
Guiddlines states that the Bank>*®:

(b) will reject a proposal for an award if it determines that the bidder recommended
for award has, directly or through an agent, engaged in corrupt, fraudulent, collusive or coercive
practices in competing for the contract in question; [...]

(d) will sanction a firm or individua, including declaring it ineligible, either
indefinitely or for a stated period of time, to be awarded a Bank-financed contract if it at any time
determines that the firm has, directly or through an agent, engaged in corrupt, fraudulent,
collusive or coercive practices in competing for, or in executing, a Bank-financed contract; and

(e will have the right to require that a provison be included in bidding documents
and contracts financed by a Bank loan, requiring bidders, suppliers and contractors to permit the
Bank to ingpect their accounts and records and other documents relating to the bid submission
and contract performance and to have them audited by auditors appointed by the Bank.

It should be noted that dthough the international agreement adopting the use of the
Guidelines was concluded by the Bank and the borrower, the document creates requirements for
third parties. Those requirements are followed by a series of remedies and penalties imposed by
the Bank on bidders if the lender finds out that the former was engaged in corrupt, fraudulent,
collusive or coercive practices. In fact the Bank has debarred 238 firms so far for their conduct
abroad®™’ - and has published their names and addresses on the Bank’ s web site so that borrowers,

interested persons and the general public have access to this information.

306 Guidelines, Section 1.14
307 See
http://web.worldbank.org/external/default/main?theSitePK =84266& querycontentM DK =64069700& conten
tMDK =64069844& menuPK =116730& pagePK =64148989& piPK =64148984. Most of those firms are from
Indonesia where 116 firms have been debarred. This followed from the Indonesia CPAR 2001 where it was
identified that corruption was a major concern in the procurement context (not only in Bank financed

projects but in national procurement as well).
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The words of the provision demonstrate the great power of intervention reserved by the
lender ingtitution. Despite the Guidelines statement that the borrower is the one responsible for
the procurement procedure, the Bank reserves for itself the power to reject the proposal that was
recommended by the borrower in the case of corruption or fraud. Thisinterferenceis justified by
the lending ingtitution by the provison in its Article of Agreement, incorporated in the
Guidelines, stating that the Bank is required to ensure that the loan is used only for the purpose
that it was granted, and that the procedures are run with attention to considerations of economy
and efficiency®®. In this context, the Bank would have a duty to intervene only if the issue affects
the economy and efficiency of the project.

Corruption and fraud interfere, in general, with those two concepts. However, it is not
impossible to foresee a case where corruption or fraud might not cause any harm to the economy
of the project. Suppose, for instance, that a firm, that in fact made the best bid, offersabribe to a
government official to speed the process. In this case, could the Bank reject the proposal? The
answer to this question is not clear in the Guidelines but it is arguable that the Bank could, for the
following reasons. Firgtly, the borrower and the bidder would have broken their agreement to
maintain a high standard of ethics throughout the procedure. Secondly, the Bank, as a
development institution, is aso concerned with the need to minimise, as much as possible,
corrupt practices since it is common wisdom that corruption usually leads to the wasting of
government money. Thirdly, as the lender ingtitution, the Bank has said it will only fund projects
that are procured according to the Loan Agreement, and, therefore, any departure from the rules
can suspend or cancel the loan in whole or in part.

In its fight against corruption in financed projects the Bank has aso established
mechanisms for detecting corruption. Suspicions of fraud and corruption should be reported to

309

the Department of Institutional Integrity Investigations Unit (INTIU)™™. Reports of illega

activities can be made on the bases of confidentiality and anonymity using one of several means

398 Guidelines: Procurement under the IBRD and IDA Credits, 1.2.
309 Formerly know as Anti-corruption and Fraud Investigations Unit (ACFIU). See Procurement Manual
Section 6.2.
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of communication set up by the Bank — free phone hotline, P.O. Box hotline, website complaint

form, or e-mail.
24 Procurement Audit

In the last few years the Bank has performed severa audits on various projects
throughout the world®°. During the fiscal year 1999, 26 of the 65 audits performed were
completed, with aresult of 22 cases of misprocurement, with a contract value of US$ 37 million
being identified®. The importance of audits has increased with the shift in the Bank’s lending
portfolio. Over the years, the Bank has changed from financing mainly large infrastructure
projects to social, environmental, and other types of lending that requires a large number of
smaller contracts™. This large number of small contracts means that a large part of its resources
is not being subjected to prior review procedures. The Bank has to rely on the borrower to
conduct the procurement according to the Guidelines and will only review the borrower’s
decisions on a sample basis™.

In this context the increase in the number of procurement audits is meant not only to
improve the Bank’s supervisory role in the procurement process, but also to keep the institution
informed about the borrower’s capacity to maintain adequate records of the operations.
Moreover, audits should identify any problems affecting the implementing agency that could
interfere with the procurement process™* and suggest corrective measures’™. It should be noted
that the use of audits is in addition of the lender’s right to have the procurement arrangements
verified by a staff member at any time.

The audit team will usualy be composed of one member of the Bank’s staff with

experience in public procurement under financed projects, and either individua consultants or a

310 See Celarier, (1996).

311 World Bank, Helping Countries Combat Corruption (2000), p. 15. Those figures refer to all
misprocurement based on any reason and not only based on fraud and corruption.

312 World Bank, Helping Countries Combat Corruption (2000), p. 9

313 See post review eval uation supra.

314 \/ulnerability for fraud and corruption is one of the issues that could be addressed in the audit report.
315 such measure may include review of prior review thresholds, training staff, hiring of procurement
specialist etc. For further information see the Procurement Manual Section 20.09 .
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consultant firm®®

. They should be granted access not only to the procurement documents being
kept by the borrower but aso to the project sites, in order to verify the compliance of the
completed work, delivered goods or service provided with the requirements and specifications
defined in the contract. Moreover, auditors may compare the prices paid under the financed
contracts against loca and internationa prices in order to assess the cost effectiveness of the
contract™’.

Another gerogative of audit teams is that they could have the contractor audited. As
mentioned above, the Guidelines state that the Bank can require a provision to be included in the
contract between the borrower and the supplier permitting the Bank to inspect the contractors
accounts and records, and to have them audited by auditors appointed by the lending
ingtitution®'®. Therefore, the control exercised by the Bank is not only towards the borrower’s
compliance with the Loan Agreement, but also towards the effective observance by contractors of
the terms and conditions agreed with the borrower.

In procurement audits carried out in severa projects in the African region, the Bank
found problems and irregularities in various areas. The findings of such audits are summarised as
follows:

(i) Compliance with basic requirements specified in the Loan Agreement and guidelines:
A) Lack of appropriate procurement planning including contract packaging and procurement
scheduling has led to uneconomic procurement and lack of transparency. B) Thresholds for
shopping procedures and aggregate limits for procurement under shopping are sometimes
exceeded by very large amounts, leading to misprocurement. C) There has been splitting of
contracts with a clear (though not expressed) objective of avoiding International Competitive
Bidding (ICB) procedures .D) Lack of transparency in the choice of firms selected under

shopping procedures has lead to costlier procurement and unacceptable procurement practices.

316 See Procurement Manual page 188.
317 Procurement Manual page 186.
318 Guidelines Section 1.15 (e).
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(i) Compliance with procurement process — bidding documents. A) Procedures for
‘National’ or ‘Internationa’ Shopping procedures are not transparent enough, in many cases as
bid invitation letters did not specify (a) deadline for submission or receipt of quotes; (b) delivery
period; and (c) payment terms. B) Bidding Documents and/or solicitation letters sometimes seek
for the supply of a particular make and model of a vehicle or equipment; C) Absence of
appropriate provisions relating to Pre-shipment Inspection and Manufacturer’s Warranty in the
bidding documents may facilitate corrupt or fraudulent practices.

(iii) Compliance with bid evauation and contract award processes. A) The crucia
element of public bid opening is not always followed for some ICB/NCB (Nationa Competitive
Bidding) contracts. B) The evaluation of bids for some contracts is not always consistent with the
bidding documents.

(iv) Inadeguate contract management: A) Full payments are made although delivery of
goods is not completed and/or the works are incomplete. B)The supply of refurbished or used
equipment, or equipment not meeting specifications or end-users needs is not infrequent,
involving fraud and/or corruption. C) Ddlivery notes or receipts for goods are often unavailable.
This congtitutes inappropriate records management. D) The defects identified in completed
construction works are not conveyed systematically to the contractor for rectification before the
defects liability period has expired. E) Failure to enforce performance security, or to collect
liquidated damages for delayed completion of works or delivery of goods is a frequent
occurrence. F) Failure to obtain ‘performance security’ at the start of the contract or in
accordance with the wording and terms of the contract is aso a recurring phenomenon.

(v) Filing papers, maintaining asset registers and physical verification: A) The overal
state of filing and documentation and contract documentation is often deficient. B) Signed
contract documents for goods, works and consulting services are often not complete. C)Contract
variations are not properly authorised or recorded. In some cases, where the equipment supplied
is different from that contracted, contract variations are not properly authorised or recorded. D)
Loss to the government may occur when performance security papers are not found in the files.

E) Non-availability of output reports under consultant contracts is another area of concern .F)
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Asset registers are not maintained in many projects. G) Asset Verification Inspections are not
regularly carried out by the government or the Bank. H)There is need for regular ‘end use’ audit
by the government and the Bank.**®

The conclusions reached by those audits demonstrate that there are problems in the
implementation of the procurement process. The conclusions also tell us that the adoption of the
World Bank Guidelines alone does not provide a secure and reliable environment in which it is
possible to prevent misconduct. As the rules need to be tuned on a case by case basis, an effective
procurement is only achieved by the work of qualified staff both on the borrower’s side and on
the Bank’s side. For example, the procurement planning and the establishment of the thresholds
for ICB procedures need to be carefully discussed at the preparation stage so that the
implementing agency will not depart from them at a later stage. It is clear from the conclusion
mentioned above that, given the number of projects and contracts involved, the Bank is not able
to supervise them carefully, and rules have been poorly enforced.

One disadvantage of relying on audits to ensure borrower compliance with the Loan
Agreement isthat by the time audits are carried out the contracts have aready being awarded and
might have been substantially completed. If irregularities are detected & this stage, the Bank
could declare misprocurement and cancel the correspondent portion of the loan®*°. This attitude
might, however, compromise the time scale and financid arrangement for the entire project.
Moreover, there might be funds that have aready being disbursed, making them harder to
recover. As the Bank’s president stated in an internal memo: “ Disbursements are often made on
the basis of statements of expenditure, without the supporting documentation. We depend on our

borrowers to have handled these contracts with due diligence and according to the agreed

procedures... As a public institution we are accountable for helping our borrowers to see that the

319 World Bank, Africa Region, (2001); Procurement Audits, at
http://www.worldbank.org/afr/findings/infobena/infob60.htm visited at 11/05/05. For an example of
procurement problems in Africa see Ghana, Country Procurement Assessment Report 2003, available at
http://www-

wds.worldbank.org/serviet/WDS |Bank_Servlet?pcont=details& eid=000160016 20040521150219.

320 Misprocurement was in fact declared in FY 98-00 and in FY 01 in Indonesia. The total amounted to
US$ 9 million (see The World Bank, Indonesia CPAR Reforming the Public Procurement System, (2001).
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money allocated under Bank-financed operations is being spent on what it should be spent on and
that our borrowers are getting good value for what is being spent. An annual financia audit alone
is not enough, nor is routine supervision by the Bank” 3%,

If audits are not sufficient to ensure that the money is being correctly allocated and that
the borrower is getting good value for money, other mechanisms should be in place. One
aternative is to lower the prior review thresholds so that supervision can be undertaken before
the contract is awarded. However, it is possibly not cost effective for the Bank to hire staff to
accomplish this task. The analysis of hundreds of contract documents would overwhelm the
institution with work that is not necessarily worthwhile, as irregularities will probably not be
found in many contracts.

Anocther dternative is to inhibit irregularities through further legidation. Borrowers and
contractors could be asked to comply with even stricter standards of transparency, and open
competition can be required even in cases of small contracts. However it is doubtful that the costs
brought to the process with such measures will be lower than the benefits that will derive from
them. In fact, bureaucracy and slowness in procurement procedures has been identified as one of
the biggest causes of corruption and other irregularities®®. “Not only do slow procedures give
corrupt practices time to move, they also give them an excuse for their actions”**. Even auditors
agree that there are usually enough laws and regulations in place; the problem is how to enforce
them™,

To enhance the enforcement of the Guiddines, one option is to set a formal review
mechanism whereby bidders and other interested parties could bring complaints and worries
during the procurement procedure. Although this aternative would till bring about more work
for the Bank personnel, it would diminish the number of contracts to be reviewed as the Bank
would know which procedures were more likely to have suffered irregularities. Moreover, if the

procedures were reviewed before the contract was awarded, the effects of irregularities could be

321 Citation extracted from Celarier, (1996), p. 51, citing Wolfensohn internal memo.
322 Tucker, (2001) and Borge, (online) as visited on 07/11/2000.

323 Tucker, (2001) page 26.

324 Borges, note 322.
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avoided, instead of being detected only afterwards, when the remedies available are limited. The
setting of a formal complaint mechanism can even prevent irregularities from occurring since
procurement officials and bidders are aware that any misconduct could expose thent?>.

Although the advantages of aformal complaint mechanism will be discussed later in the
Chapter, it is important to stress that it should provide the necessary incentive to the interested
parties. There should be remedies available either to correct the irregularity or to compensate the
parties that have incurred in losses because of it. Such complaint mechanisms would not replace

audits but will complement them in their task of bringing accountability to finance projects.
3 Accountability of the World Bank

As mentioned earlier in this Chapter, the Bank has until now successfully avoided any
legal relationship with bidders, despite its power to interfere with procurement decisions. While
the relationship between borrowers and the lender is determined by the Loan Agreement, and any
problems would be decided either by negotiation or by arbitration, it is not clear how third parties
affected by the lender’ s decisions could seek redress.

In Chapter 1, the accountability of international organisations towards third parties was
discussed in general terms. There, it was recognised that the implementation of the projects
financed by the Bank could harm third parties involved in the process and that it was necessary to
determine the accountability of the ingtitution in those instances. In order to determine such
accountability, it is necessary to define the situations when international institutions, such as the
Bank, could be held accountable for their acts. Under this issue we have seen that the most
difficult challenge is to define a balance between the need to preserve the necessary autonomy in
decision-making for international organisations and to provide affected parties with the means to
seek reparation for the damage caused by their operation. In this context, privileges and
immunities enjoyed by international organisations can only be justified to protect the organisation

from undue interference. However, as Wellens correctly observed, “if an internationa

325 see Borges, note 322, where the author comments that there is a consensus among auditors that it is
much better to prevent corruption from occurring than to try to detect it afterwards.
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organisations should be enabled to conduct its affairs without undue interference this does not
entail the privilege of never having to defend a lawsuit” **°.

It has adso been discussed how privileges and immunities, usualy enjoyed by
international ingtitutions, apply to the Bank. In the second Chapter it was mentioned that despite
being an internationa organisation which in principle would enjoy broad immunities from suit,
the Bank’s charter has waived its immunity in certain circumstances. In interpreting this
provision, the US courts have adopted a negative test for determining the situations in which such
awaiver should be applied. Immunity will not be considered to be waived unless the particular
type of suit would further the Bank’s objectives. Therefore, for establishing that a waiver would
apply in the procurement context it would be necessary to prove that such claims will not impair
the Bank’s objectives, but in fact will contribute to the better operation of the institution. In fact,
the Articles of Agreement provide some principles that could be regarded as basis for
procurement claims, such as the relevance of economic considerations, the high standard of
efficiency required in the projects, the need to provide opportunities for contractors from all
member states, etc.

On determining the elements that must be present for a claim to be pursued, we have said
that there must be a breach of an international legal obligation (illegal act) and that this must be
attributed to an act of the organisation. In order to determine whether the act should be attributed
to the international organisation or the member states it is important to ascertain who has the
power to control the decision that affects the claimant’ s rights. If the organisation has this power,
it should be the one responsible for the consequences of its acts.

A number of cases arose under the regional level of the European Union, in which firms
situated in the community have challenged decisions of the European Commission for its
supervisory role in respect of procurement procedures carried out in projects funded by the

European Community. Despite the differences between the European system and the World Bank

326 Wellens (2002), p.118.
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rules, a brief analysis of those judgements might be useful to improve the comprehension of the
legal consequences of the decisions taken by lender ingtitutions®*’.

The European Court of Justice has repeatedly determined that the decisions taken by the
lending ingtitution only have the purpose of ensuring that the procurement procedure meets the
conditions established in the financing agreement. The court denied that the bidders could have
an action against the European Commission, arguing that the borrowing state is the only one
responsible for preparing, negotiating and concluding the process. Moreover, the court stated that
the Commission’s decisions on the course of their relationship with the recipient country are not
of ‘direct concern’ to the bidders. According to it, interference of this kind in the procedure
would be against the sovereignty of the state since the Commission would be dealing with issues
reserved to the borrower’ s sphere of responsibility®*.

Such decisions seem to be tied to the formalities of the agreements rather then to the
reality of the procurement process. Certainly, the Commission has the power to ater significantly
the course of the procedures and the final decision. A significant move toward this practical
approach was taken by the European Court of Justice in 1997 in case C-395/95, Geotronics SA V.

EC Commission®®®

. This case concerns loans granted under the EC’'s PHARE programme, and the
complaining party wanted to chalenge the decison by which they were excluded from the
procedure due to divergences over the origin of the product. In that case the Court decided®® that
although the loan agreement established that the borrower was the one responsible for the

procurement process, the decision taken by the Commission to exclude the complainant from a

tendering procedure had a direct influence on the legal position of the latter®*'. As to the

327 For specific analysis of the legal framework under the European Community see Kalbe, (2001).

328 See the decision on the following cases: Case 126/83, STS Consorzio per Sistemi di Telecomunicazione
vis Satellite SpA v EC Commission, 1984 ECR 2769; Case G257/90, Italsolar SpA v EC Commission,
1993 ECR I-0009; Forafrique Burkinabe SA v EC Commission, 1993 ECR 1-2161.

329 ECR1-2271.

330 Case C-395/95, Geotronics v. Commission of the European Communities, (1997) ECR1-2271

331 Although in general the decision to reject a bid is taken by the contracting authority, in this instance the
Commission formally declared that it rejected the bid. The ECJ stated that the decision of whether the
Commission had rightly or wrongly assumed the position of the contracting authority was of substance and
not of admissibility. At the end the Court said that the Commission had competence to reject the bid
because on this particular instance there was a joint call for tender (both the Romanian Ministry and the
Commission were mentioned as responsible for the project).
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allegation that the borrower had discretion to award the contract to a specific supplier despite the
refusal of the Community funding, the Advocate General said that this “suggestion is so
hypothetical as not to deserve any further comment” **. Although the Court did not discuss this
dlegation in the Geotronics case, it commented on a smilar alegation in the Société Louis
Dreyfus & C® v. Commission of the European Communities™. In this case there was a Loan
Agreement from the Community to the Soviet Union and the complainant, a company
incorporated under French law, was chalenging the Commission’s decision not to allow a
modification to the terms of the contract concluded between them and the borrower agency. The
Court determined that “...for a person to be directly concerned by a Community measure, the
latter must directly affect the legal situation of the individual and leave no discretion to the
addressees of that measure who is entrusted with the task of implementing it...”***. Moreover, on
the alegation that the Community was only concerned with the compliance of the modification
of the contract with the rules that regulated the Community funding and therefore was not
binding on the borrower contract with the complainant, the Court said: “ Exportkhleb’s [borrower
agency] option to perform the supply contracts in accordance with the price conditions repudiated
by the Commission and thus to forgo Community financing was purely theoretical and [...] was
therefore not sufficient to prevent the appellant from being directly concerned by the contested
decision”.

Furthermore, in American case law it is possible to find decisions which link the degree
of operational involvement of the aid agency with its vulnerability to be sued by the decisions
taken under the procurement process. In the Constructores Civiles de Cetroamerica SA. v.
Hannah,** a case in which a Honduran company (CONCICA) questioned in the US Court for the
District of Columbia®® the decision of the US Agency for the International Development

(USAID) to declare that one of the bidders was unqualified, the Court determined that “athough

332 | pid. p.2279.

333 Case 386/96, judgement of the Court on the 5 May 1998, (1998) ECR I-2309.

334 paragraph 43.

335 450 F.2d 1183.

336 1t is important to note that, since the World Bank headquarters is in Washington, the same Court will
have jurisdiction to try actions brought against the World Bank.

115



AID isnot strictly speaking a party to the contract, there are sufficient, substantial contacts with
AlD/Washington” **'(emphasis added). In this particular case, the loan agreement between the
USAID and the Centra American Bank for Economic integration, which was the immediate
credit institution and the actual lender to the Nicaraguan Government, stated that both institutions
had to jointly approve contractors. USAID in Washington considered CONCICA unqualified
despite a postive evaduation from the USAID regional office, CABEI and the Nicaraguan
Government.

The same line of argument can be applied to justify the accountability of the World Bank
under its procurement system. Just as in the examples mentioned above, the Bank controls the
power to determine whether bidders could continue in the tendering procedure. It is not the
borrowers nationa rules in procurement that are being applied, but the Bank Guiddines as
interpreted by the Bank staff responsible to the project. Therefore, even if the borrower disagrees
with the Bank’s rules and interpretations, it could not depart from them without jeopardising the
funds alocated to the project. As the US District Court correctly doserved, the borrower would
not conclude such contracts if the aid were not granted

For bidders and contractors to bring a claim against the Bank they must establish their
legal ground of stand. The question that remains to be answered is whether contractors are a
legitimate party to bring complains against the organisation. There is no clear exclusion in the
legidation analysed so far. As we have seen, only member states are expressly forbidden under
the Articles of Agreement to bring claims against the organisation. However, they could bring an
arbitration procedure should there be a dispute concerning the Loan or Guarantee Agreements.
However, does the Bank have legal dutiesin relation to bidders and contractors?

Firms that have brought a case challenging the decision of the European Commission
have based their action on Article 173, second paragraph, of the EC Treaty, in which it is
determined that “any natura or legal person may institute proceedings againgt a decision address

to that person or against a decision which, athough in the form of a decison address to another

337 |bid. 1191.
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person, is of direct and individua concern of the former”. Unfortunately, there is no
correspondent provision in the World Bank system.
In establishing the accountability of the Bank towards third parties it is important to

338

recall the division of levels of accountability suggested by Schlemmer-Schulte®™®. According to
him the analysis of the Bank’s accountability should be divided into three parts; the recognition
of the accountability of an internationa organisation, its liability under domestic law, and its
international responsibility under international law®*°. The first concept is based on the
recognition that accepting accountability in certain instances can actually improve the
performance of the organisation®*. Regarding the legal liability of the institution under domestic
law it must be considered the Bank’ s immunity from suit. As mentioned before, such issues could
be overcome by awaiver, and in fact the Articles of Agreement have provide such waiver if the

341 Moreover, actions under domestic

action passes the test of furthering the Bank’s objectives
law must be based either under a contractua relationship or on liability in tort. Since the parties
of the loan and guarantee contracts are the Bank and member countries and state entities or
private investors there is no privity of contract with third parties affected by the project.

However it is interesting to note that many jurisdictions recognise the right of third
parties based on a contractual relationship not concluded by them. Third parties' rights can be
protected based on several grounds:. public policy, fraud or misrepresentation, good faith and fair
dealing, etc. The lack of a contractual relationship between the lender and the third parties is not
a decisive factor that would prevent the lender from being liable for its decisions. In fact it seems

that the degree of liability attributed to commercia lenders should be determined according to the

level of control enjoyed by the ingtitution. If the borrower’ s decisions are not taken autonomously

338 See discussion in Chapter 1.

339 See Sabine Schlemmer-Schulte in discussion held during the panel The Accountability of International
Organizations to Non-State Actors at the American Society of International Law Proceedings April 14
1998, 92 ASILPROC 359.

340 This argument was also used by Reinisch, (2000) pages. 256/257. Under the Bank's system see
Inspection Panel discussed below.

341 See Mendaro, Lutcher and Atiknson cases Chapter II. In the case Constructores Civiles de
Centroamerica SA. v. Hannah, the USAID, as an arm of the government, alleged sovereign immunity
defences. However, the Court did not accept those allegations since the Administrative Provision Act by
proving judicial review in an action brought by “any person adversely affected or aggrieved by any agency
action” Congress waived the right of sovereign immunity.
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and suffer from significant lender interference, than the lender should be accountable for any
wrongdoing that affects the rights of interested parties. On the other hand, if the borrower takes
control of the implementation of the procurement procedure it will be responsible for any
decision taken. Under domestic lega systems, the attribution of liability according to the degree
of control exercised by the lenders is not a novelty. Under some jurisdictions lenders are
responsible for actions taken when controlling the borrower’s business*. Moreover, lenders
could be liable if the courts find that they have been negligent in their supervisory role towards

the borrower’ s actions®*®

. Although lenders' liability provisons may vary in each jurisdiction, it
isinteresting to observe that courts are prepared to ook beyond the contractua relationship of the
Loan Agreement and decide upon the factua evidence presented to them.

Following this line of reasoning, the court in the Constructores Civiles de Cetroamerica
SA. v. Hannah®* case identified three main aspects that linked the decision taken by the lending
institution with the bidder’ s loss of the right to remain on the procedure: the contract only comes
into existence when the lending institution approves it; the requirement of continue consultation
between the borrower and lending institution; and the fact the money that will be spent on such
contracts comes from the lending ingtitution and should be used in the most appropriate way to
preserve the lender’s resources®®. Therefore, under some domestic jurisdictions, it seems that if
bidders overcome the immunity defence, they could have a court decision attributing liability to
development institutions for their decisions under procurement proceedings they help to
finance™®.

International responsibility of the Bank can arise if the ingtitution is found to have

violated its duties under international law. In this case the Bank will be called to repair the

342 see cases cited by Burke, (1989). Also see Burkhart, (1999), and Balnchard, Lenders Liability Law
Page (online).

34% The basis for attributing liability in those cases is the priority given to the public concern with some
issues such as environmental damage. In those instances the attribution of liability to the lenders aims to
ensure that lenders are careful when choosing the borrowers and the projects they will help to finance. The
lender is seen as a private enforcement agent of the regulation. See Burke (1989).

344 459 F.2d 1183.

345 A rrowsmith, Linarelli, and Wallace, 2000, page. 148.

346 The relevance of this case rests on the fact that since the Bank’ s headquarters are in Washington and the
Bank’s Article of Agreement states that the Bank could be sued in the courts of the country where they
have an office, actions brought against the Bank might be tried before the same court.
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damage caused. Such violations can originate from the non-compliance by Bank staff with the
Bank’s internal policies and procedures, or from the breach of any internationa law rule.
Although it is unlikely that individuals or corporations will appear before international tribunals
to settle procurement-related complaints against the Bank, internationa law issues might be
appreciated by a nationa court if it has jurisdiction over the cause. In deciding to take
jurisdiction, national courts might rely on the fact that there is no legal enforcement mechanism
available to bidders when the lender’s decisions are being questioned. As Wellens accurately
points out, “[...] the guarantee of effective lega protection must be considered a genera
principle of law, which (increasingly) underlies the common constitution traditions of member
dtates of international organisations’®*’. The right to an effective remedy system as a norm of
international law includes both the right to effective access and the substartive right to a
remedy®*®. Moreover, if in most jurisdiction individuals have access to redress mechanisms
againg the dtate, it is not unreasonable for them to expect smilar remedia mechanisms to be
available when their interests have been harmed by international organisations®. In fact, if a
judicia review of governmental decisions by established courts is possible and deemed desirable,
Bowett argues that there is no reason why the same should not apply to international
organisations®°.

Until this moment the World Bank has managed to avoid such discussion. The only
mechanism in place available to suppliers is the informal procedure described in Appendix 4 of
the Guidelines, by which the Bank will receive and consider complaints but does not keep contact
with the bidder, nor is bound to take any action. However, note that the Bank does not avoid a
legal relationship with other parties involved with its functions. Bondholders and other creditors,
for example, are able to sue the Bank. Moreover, the Bank maintains an Inspection Panel which

has the power to investigate complaints involving the Bank’s failure, through act or omission, to

347 Wellens (2002), page 16. Also see International Law Association, Berlin Conference (2004), final report
and Reinisch, (2000).

348 \Wellens, (2002) page 17.

349 Wellens, (2002) page 16.

350 Bowett, in Lowe and Fitzmaurice (eds.) (1996) at p. 190.
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follow its operational policies and procedures™. Such complaints can be made by any group of
private complainants who allege that they have been directly and adversely affected by the failure
of the Bank, and they can request the institution to act in accordance with its rules and policies.
Nevertheless, complaints against procurement decisions are expressly excluded from the scope of
the operation of the Inspection Panel.

The importance of the Inspection Pand in this discussion is that, as pointed out by
Bradlow, it congtitutes the first forma acknowledgement that international ingtitutions have a
legally significant non-contractua relationship with private parties that is independent of either

e*2, Moreover, the Bank

the organisation’s or the private actor’ s relationship with a member stat
has accepted its responsibilities for the consequences of its actions by setting up an independent
forum where injured private parties can bring their complaints.

The excluson of procurement decison from such a process could have severd
explanations. On a speculative analysis it can be said that firstly, as the Bank insists that the
borrower is solely responsible for the process of running and choosing the contract, it was felt
that the inclusion of bidders complaints in the Inspection Pane system would violate the
sovereignty of the borrower; secondly, bidders might not be organised enough to lobby within the
Bank to insist on having their complaints heard; moreover bidders might feel that, if no efficient
remedy is available, there is no red advantage to bringing a complaint. Moreover, it is il
unclear how, if at dl, the Panel would be able to deal with complaints that require interference
into the borrower’s internal affairs to be solved. The enforcement of the decisions reached by the
Panel is another issue that can cause a number of problems, especialy in cases where there are
concurrent responsibilities of both the Bank and the borrower. Therefore, although in theory this
procedure could include complaints by bidders relating to procurement, this might not be the

most appropriate way to address the problem.

3! The Inspection Panel (the "Panel”) is an independent forum established by the Executive Directors of
the World Bank by IBRD Resolution No. 93-10 and the identical IDA Resolution No. 93-6 both adopted
by the Executive Directors of the respective institutions on September 22, 1993 (collectively the
"Resolution™).

352 Bradlow, (1994). Also see Shihata, (2000) (b).
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In the next Chapter the importance of creating a complaint mechanism accessible by
private firms will be discussed. Moreover, a range of possible aternatives will be presented,
along with the advantages and disadvantages of each. The remedies available are dso an
important issue in public procurement processes, since they need to be effective in preventing

breaches, take into account the speed of the procedure, and provide incentives to private firms.
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CHAPTERV —REVIEW MECHANISM
1 Introduction

As seen in the previous Chapter the enforcement mechanism proposed under the
Guidelines might not be satisfactory for severa reasons. First, it might not bring effective
deterrence of breaches. Second, the system brings little incentive for interested parties to bring a
complaint and relays mostly on the Bank’s supervisory role. Thirdly, the actual enforcement
mechanism does not acknowledge the lender’s accountability despite giving the lender a great
discretion in decision making during the procurement process. In this context, it is suggested that
there is scope for improvements of the review mechanism as established in the Guidelines.

This Chapter will make some recommendations on possible ways to reform the current
enforcement system. In the first part of the Chapter, the advantages d giving bidders a more
prominent role will be evaluated. In addition, some relevant considerations of drafting a review
mechanism such as the burden of proof, stands to sue, the speed of the procedure and possible
remedies will be discussed. In the second part, three possible ways to address complaints will be
evaluated namely, review by an interna organ of the Bank; review through national courts,
review through arbitration. Findly, it will be argued that although there is no wholly satisfactory
enforcement mechanism, the best way forward is the setting of aformal review panel which will
be charged with looking a complaints and draft recommendations. Although remedies will be
limited under such a mechanism, it will improve the current system by bringing more

accountability to the procurement process.

2 TheRoleof Private Partiesin Achieving Procurement Objectives

When establishing a procurement system based on transparency and clear rules and
objectives, most jurisdictions provide for some kind of mechanism whereby decisions taken from
the procuring agency are reviewed by an externa body. Those might be judicia or administrative

bodies making binding decisions, or just recommendations. Despite the method chosen, it is
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generaly recognised that if an effective procurement system is in place, there should be also a
rigorous and impartial review procedure of some kind®*.

The people most likely to trigger a review procedure are those affected by the decisions
taken by the procuring agency, namely private parties which have lost contracts. However, other
parties might also be concerned with the outcome of the procurement process, such as taxpayers
worried about the waste of public money, particular groups of people affected by the winning
proposa, nortgovernmental organisations that oversee the activities of the government, etc. The
attribution of rights to bring a complaint to those parties comes from the recognition that they
will contribute to enforcing the existing procurement rules, and will bring accountability to the
system.

However, the mere existence of bidding procurement rules does not necessarily mean
that some kind of review procedure will be available to private parties™. The UNCITRAL
Model Law*®, for instance, does not set detailed provisions on review mechanisms. Instead of
insisting on the adoption of aindependent review body with powers to make binding decisions**®,
the Model Law suggests a two stage procedure whereby complaints are brought first to the
procurement agency®’ and if the issue is not satisfactory addressed, a separate review authority
within the administration could review the decision taken in the first instance®®®. Moreover, even

the timid provisions set out in the Model Law could be left out altogether by governments

establishing procurement regulations. In fact the Model Law expresdy states in a footnote to

353 See Arrowsmith, Linarelli and Wallace, (2000), Chapter 12.

354 In fact, the review of procurement decisions is seen as a sensitive matter (see provisions in the Model
Law and Guide to Enactment). Even when a review mechanism isin place several factors might affect the
effective use of litigation as a means to seek redress, such as lack of culture in litigation, fear of losing
future business, lack of effectives of remedies, etc. For further explanation see Arrowsmith, Linarelli and
Wallace, (2000), Chapter 12.

35 The UNCITRAL Model Law on Procurement of Goods, Constructions and Services is particularly
relevant as it serves as guide to some countries which are in the process of establishing a new procurement
system or reforming the existing one. The provisions on remedies for aggrieved firms are set out in Chapter
V1 Articles 52-57.

356 1t is fair to say that Article 57 provides for the judicial review of procurement decisions. However, the
Guide to Enactment suggests that Article 57 is included just to conform to the existence of any judicial
review otherwise available under national law. It does not indicate that a review by judicial authority must
be available. For further comments on the provisions see Arrowsmith, Linarelli and Wallce (2000). For
discussion the review of those provision see Arrowsmith (2004) (a)

357 Articles 53-55.

38 Articles 54-55.
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Chapter V1 that “because of constitutiona or other considerations, States might not, to one degree
or another, see fit to incorporate [the articles or review]”. Furthermore, the Model Law left
certain areas unregulated, such as the question of the independence of the administrative review
body, the form of the relief to be given (which might include orders or recommendations), and
there were no provisions for ajudicial or quasi-judicial proceeding™®.

The position adopted in the Moddl Law (and under some domestic legal systems) can be
contrasted with the position adopted by international liberalisation agreements on the same issue.
The right to complain given to private parties in internationa trade agreements, such as the
Government Procurement Agreement and the European Community Remedies Directives™, is
usualy associated with a system that is based upon a dispute resolution primarily through a
judicid, or rule-based, system. Those systems are concerned with the objective application of the
rules and with the effective implementation of the decision taken in dispute settlements. In this
context, private parties can have a significant role in the enforcement of the agreement. Since, in
genera, private parties could directly benefit from the effective application of the rules, they
would have the greater incentive to bring an action when those have been breached®*. Another
advantage of engaging private firms in the enforcement system is the increase in the number of
disputes over rules that are uncertain. This would alow the courts (boards or tribunals) to clarify
such provisions. Greater clarity on the rules brings more certainty to the system, and helps to
lower the risks of operation.

The enforcement systems designed under those international agreements differ from the
one set up under domestic legal systems for several reasons. Firstly, international agreements are
usually negotiated between parties, which have smilar bargaining power. When negotiating the

specific characteristics of the enforcement mechanism, countries can discuss their concerns with

359 However, it should be noted that modifications of those provisions have been discussed by the Working
Group | (Procurement) at its sixth session (2004) (Document A/CN.9/568) and although the establishment
of detailed procedures were seen as inappropriate it was suggested that further Guidance should be
included in the Guide to Enactment. In addition it was determined the need for independent review bodies
(either through courts or court administrative review). It was also suggested that the exception list in
Article 52 be deleted. Modifications, however, have not taken place yet.

350 See Directive 89/665/EEC (1989) O.J. L395/33 for the public sector and Directive 92/13/EEC (1992)
0.J. L76/14 for utilities sector.

361 Reich, (1999), p. 334.
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other members of the trade group and try to accommodate any relevant requirement. Moreover,
the parties are sometimes free to determine the extent to which they will refer its procurement
purchasing to the agreement®™®. In some instances, some member countries might even be exempt
from following some of the rules. The rights given to private firms also vary and, although the
basic principles are set up in the agreement, each country is left with a margin of discretion on
how to implement them in the national system®®.

The World Bank system, however, operates in a different environment from both
domestic systems and international agreements. Usually the borrower needs the loan and is not in
a position to refer to the market to get it, given its lower rate on creditworthiness. Under these
circumstances the Loan Agreement clauses are not widely negotiated and the borrower has to
accept the model ‘suggested’ by the lender. The Bank, therefore, imposes the application of the
Guidelines and subjects the disbursement of the funds to the strict observance of the rules. In this
context, the greater incentive to the borrower in complying with the rules comes from the need to
receive the loan, and not from a designed review mechanism that brings accountability.

However, in the context of the World Bank system, the possible role played by private
firms in securing the enforcement of the rules should not be undermined. Allowing suppliers to
bring complains within the Bank’s system can still have severa advantages. The settlement of
concerns brought by suppliers might bring clarity to the interpretation of the Guidelines. Clear
rules improve confidence of suppliers when bidding, and eventualy might lead to greater
competition and the conclusion of better contracts. In this context, the intervention of private
parties in the procurement process could lead to a more efficient procurement, in which best
value for money is often achieved. Moreover, private parties can aert the Bank about breaches

that could be happening in the procedure (especiadly in those cases where the Bank will only

362 For coverage under the EU system and the GPA agreement see Arrowsmith, Linarelli and Wallace,
52000), pages 324 and 194.

®3 For a general review of the EU and GPA enforcement mechanisms see Arrowsmith, Linarelli and
Wallace, (2000), pages 754-757 and Reich (1999). For national implementation of EU remedies directive
see Arrowsmith (2005), Arrowsmith (1999), Pachnou (2000) and (2005) (a), Brown (1998), Arrowsmith
ed. (1993) and Tyrell and Bedford (eds.) (1997). For specific discussion on the use of centralised
enforcement see Delsaux (2004) and Pachnou (2005) (b). For discussions on the GPA enforcement system
see Arrowsmith, (2002) (b); Footer, (1995) and Davies, (1997).
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carry out a post review of the procedure), allowing the mistake to be corrected in due time and
avoiding the risk of having to start a new procedure.

The improvements that the participation of private parties brings to the procurement
process are in line with the objectives that the Guidelines aim to achieve. As mentioned in
Chapter 111, the main concerns addressed by the Guidelines are: firstly, to ensure that the goods
and services needed in the project are procured with due attention to economy and efficiency;
secondly, to secure compliance with the Bank’s interest in gving al digible bidders from
developed and developing countries an opportunity to compete in providing goods and works
financed by the Bank; thirdly, to encourage the development of domestic contracting and
manufacturing industries in the borrowing country, stimulating development in those countries;
and finally, to ensure transparency in the procurement process.

As to the first concern, an enforcement mechanism open to private parties could bring
clarity and reliability to the system, making it more efficient and improving the chances of
obtaining a profitable contract. Such an enforcement mechanism might also provide a fair and
equa ground to compete for both national and international suppliers. If in the actual system
suppliers have to rely on national legidation and judicial mechanisms to address their concerns, it
is not unreasonable to suggest that nationa suppliers would have some advantages over
international suppliers, since they are more aware of the requirement-s and nuances of the
enforcement system. If on the other hand, suppliers are to trigger the informal mechanism
through their representatives in the Bank, this also does not provide a fair level of dispute
settlement mechanism. As mentioned before, the access to Executive Directors is limited,
especialy for suppliers in developing countries, and the power exercised by each Director is
different, and therefore suppliers from minor shareholders' countries are unlikely to have their
complaint addressed.

The development of the domestic industries might also be positively influenced by the
creation of a formal complaint mechanism. In some jurisdictions, the existence of procurement

rules does not necessarily give the right to affected parties to complain against procurement
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decisons®®. In other instances, the right to complaint might be given only to a limited number of
people, such as taxpayers and government officials. When the right to complaint is limited under
national regulation, suppliers are left with little hope of having their concerns addressed. This
uncertainty increases the risk of presenting a bid and might elevate the price of the contract, or
even discourage good suppliers from engaging in the procedures. The establishment of a
complaint mechanism for projects financed by the Bank might provide a model for national

procurement and might encourage domestic firms to engage in contracts with governmental
authorities. Some firms might even specialise in supplying goods and services to the public
sector.

Probably the greatest advantage of a formal complaint mechanism is the transparency it
will bring to procurement decisions. Under a transparent system, parties not only understand and
rely on the rules that are being applied, but also are reassured throughout the process that such
rules are indeed being followed. Decisions taken under such a system are made public and
justified. Documents are open to interested parties to consult and any concern or complaint is
dealt with serioudly. In summary, the establishment of a formal complaint mechanism provides a
clear, transparent and fair way of dealing with al the concerns presented by interested parties.
Issues of corruption, for example, can be openly addressed and resolved. Moreover, an effective
enforcement mechanism will not only identify and punish any malpractice, but will also function
as a deterrent to breaches as the perpetrators will be aware of the possibility of being exposed.

Although the creation of an effective complaint mechanism is unlikely to have adverse
effects on the procurement, some problems might deter private parties from bringing a claim.
Private parties might not be willing to bring a dispute against the procuring agency (or the Bank)
for fear of jeopardising the possibility of future contracts. This factor was detected in the
European context, for example. Empirical research has shown that in some countries suppliers

65

are unwilling to bit the hand that feeds unless the have a strong case®®. Moreover, private firms

364 see Arrowsmith, Linarelli and Wallace, (2000), page 752.
365 See Pachnou (2005) (a).
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might have difficulties in detecting and proving such breaches™®. In addition, suppliers might
have no incentive to complain if an effective remedy system is not in place to ensure that they
could have either the contract or compensation for failure to observe the rules®®’. Therefore,
idedly, the complaint mechanism should try to maximise the advantages that private parties
could bring to the procurement system, and provide a greater incentive to them in bringing those
complaints without causing difficulties or compromising the effective running of the procurement

procedure.

3 Relevant Considerations When Setting a Review M echanism

Before turning to the analysis of the possible review systems, it is necessary to frame
some relevant issues. Therefore, in this section, four general issues relevant to al forms of review
mechanisms will be considered; namely, the burden of proof and evidence, determination of who

has the right to complain, the importance of the speed of the procedure, and remedies.
31 Burden of Proof and Evidence

One of the main concerns when setting a review mechanism where both the borrower’s
actions and the decisions of the Bank can be challenged regards the allocation of the burden of
proof and the access to evidence. Despite the method or jurisdiction of the tria, private parties
will have to prove their clam. As Wellens correctly points out “[any third-party dispute
settlement procedure derives its legitimacy from its impartiaity, which requires that parties
should not be obstructed when presenting their arguments and submitting evidence **°. However,
under the current system private parties could have to overcome three major obstacles. immunity
of archives enjoyed by the Bank, any limitation of access to the borrower documents, and the

lack of accessibility to the Bank and borrowers communications.

366 For more details on burden of proof and evidence see Section 2.1 of this Chapter.

367 see Arrowsmith, Linarelli and Wallace, (2000), Chapter 12 and Reich, (1999). In the EC procurement
context see discussion over the effectiveness of complaints brought to the attention of the Commission. See
Pachnou (2005) (b) and Delsaux (2004).

368 page 126-127.
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The charter of the Bank provides that the archives of the institution “shall be inviolable’.
This rule ams to protect the internal information owned by the international organisation and to

protect it from any undue interference in its functioning and independence®®®

. The immunity of
the archives is also independent from the waiver of the immunity from legal process provided in
the same charter. This means that the waiver, even if interpreted widely, will not necessarily
imply an open access to the ingtitution’s archives. Therefore, private parties complainants might
be deterred from having access to relevant procurement documents, especialy those containing
requirements and decisions taken by the Bank staff during procurement process.

The immunity established in the Bank’s congtitutive agreement is not unique but most
international organisations also enjoy the same immunity. However, the extent of the immunity
granted must be subjected to the functionality restricted immunity concept, in which such rule is
based. This argument was embraced by the European Court of Justice in J.J. Zwartveld, a case
where a Dutch court asked the ECJ to order the Commission to produce evidence and permit
Commission officials to testify in anational criminal proceeding®”®. There the Court rejected the
formal provisions of the EC Privileges and Immunities Protocol of 1965 and stated that member
states and the Community ingtitutions had “duties of sincere co-operation” with each other. Based
on such principles the Court said that the privileges and immunities granted to the communities
have a“purely functional character, inasmuch as they are intended to avoid any interference with
the functioning and independence of the Communities™"*. By doing so the Court ordered the
Commission to provide the evidence to the nationa court “unless it presents to the Court
imperative reasons relating to the need to avoid any interference with the functioning and
independence of the Communities justifying its refusal to do so” 3%, Although the Bank operates
under a difference environment in the sense that its is not subject to the rulings of a centra court,

nor has it to follow a treaty which requires co-operation between member countries and the

ingtitution, it seems that there is a general duty for international organisations to facilitate the

369 3.J. Zwartveld and others, Case 2/88, ECJ, 13 July 1990, as reported in Reinisch,(2000), page 340.
;i (1990) ECR 1-3365 at 3372. Reinisch,(2000), page 340.

Ibid.
372 |pid.
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administration of justice regardiess of the jurisdiction in which the evidence is needed”.
Privileges and immunities should only serve to protect the interests of international ingtitutions
and their proper functioning, and not to prevent third parties from achieving the proper
administration of justice.

After overcoming the obstacle of immunity of archives, private parties might still have to
face difficulties imposed by national laws, especidly if the case is heard under nationa
jurisdiction of the borrowing country. As mentioned before, not al jurisdictions where
procurement regulations are in place have a dispute settlement mechanism open to private parties.
Procurement rules might be bound only to the aministration and enforced only by interna
proceedings. Moreover, even in jurisdictions where procurement documents are generally open to
review by private parties, there could be national laws that protect some governmental documents
from being disclosed to the public, for instance in strategic purchasing. In those cases, private
parties could be deterred from having access to the documents leading to the final procurement
decision.

The lack of access to the communications between the Bank and the borrower might also
impose a significant obstacle to private parties, especialy at the pre-litigation stage, where the
clamant would have to determine the accountability for the wrongful act. The greater effect
would be felt in prior review procedures where the Bank has to approve all mgor documents
before the borrower is authorised to release them to the bidders. In those instances, it would be
difficult to determine whether the borrower or the Bank has taken the decision that is being
challenged. Another situation where it might be extremely difficult for private parties to ascertain
accountability are cases where litigation arises at the start of the proceeding, where suppliers
challenge the criteria set out in the bidding documents. Since the Bank and the borrower work
together in the preparation of such documents, it is unlikely that private parties would be able to

clearly determine who has to decide on the inclusion of a certain criteria

373 Wellens (2002) page 126.
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Despite the obstacles that limited access to the documents impose on private parties, it
must be acknowledged that the Bank and the borrower should take care in disclosing information
a their disposal not to harm the legitimate interests of other parties. Therefore, the adequate
allocation of the burden of proof should rest with the party that is more likely to have access to
the evidence needed. This means that if the Bank or the borrower isin a better position to prove
the legdity of the act being questioned, the burden of proof should be shifted and the claimants
rdeased from the obligation of providing evidence that is in the hands of the Bank or the
borrower. The shift of the burden of proof in favour of the claimants would bring the necessary
fairness to the review mechanism as not only would the inequality of the parties be taken into
account, but also a reasonable and practical solution would be provided to the limitations

imposed to private parties.
3.2 Who Could Bring a Claim?

After establishing that private parties could have an important ro