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Introduction

An unconditional undertaking, sometimes referred to as a
bond, is a promise given by a financial institution, usually
a bank or an insurance company (Promisor), to pay an
identified beneficiary (Beneficiary) on demand by the
Beneficiary. In the context of construction contracts the
Beneficiary is usually the Principal.

The bond is:

» unconditional

» valid up to a nominated amount

» usually valid for a specified time period
» usually not able to be assigned.

Unconditional undertakings are an essential part of most
security packages in connection with major projects. They
should be assessed in the context of the other elements
of the security package, including retentions and third
party guarantees; and other terms of the contract,
including the payment system, set off provisions,
liquidated damages and advance payment bonding.

The terms of the bond and the applicable contract (see
below) will be the subject of detailed examination by
financiers if it becomes necessary to call on the bond.

Contract
structure

Bonds form part of a tripartite contract structure under
which:

» the requirement to procure the bond is set out in the
contract between the Principal (the Beneficiary) and
the Contractor (Underlying Contract)

the bond is a unilateral promise by the Promisor to the
Beneficiary, effectively in the form of a deed poll

» the arrangements between the Contractor and the
Promisor are set out, including the fees and the
consequences of a demand on the bond.
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Underlying Contract

The bond itself is unconditional (see below) and the
Promisor must pay on demand notwithstanding the
relevant context. However, it is the Underlying Contract
that dictates the ability to make a demand on the bond and
to disburse the proceeds of the bond.

The fundamental issues to be addressed in the Underlying
Contract are whether:

» notice of the demand must be provided by the
Beneficiary to the Contractor

» the Beneficiary must first establish a breach of the
Underlying Contract as a condition for calling on
the Bond.

The issue of notice is usually the subject of vigorous
negotiation.

While the Beneficiary typically wants to avoid giving notice
to limit the opportunities to injunct the demand, the
Contractor is more likely to want notice so that it can either
seek such an injunction or otherwise avoid the demand.

The second issue that goes to the heart of the purpose of
the bond is the need for an established default. This is
necessary to properly distinguish between the provision of
the bond as a source of interim liquidity as the project
proceeds and its provision as a security in the event that a
default is ultimately established.

Both financiers and the Beneficiary will regard the bond as
an interim liquidity measure to provide funds to complete
the project, rather than as a conventional security.

This is usually the case given that establishing the default
through dispute resolution may take years and incur
substantial costs.

A balanced bond clause in the Underlying Contract will
include the following elements:

¢ The nature of the Promisor and its required credit
rating: The Promisor will usually be required to be a
bank with an appropriate banking licence or a named
financial institution with the required credit rating. The
identity of the Promisor is usually subject to the
reasonable approval of the Beneficiary.

*  When the bond must be provided and returned:
Bonds will be required to be provided to the Beneficiary
either prior to, simultaneously with or shortly after the
execution of the Underlying Contract. The bonds are
typically returned in part on practical or mechanical
completion and returned completely when all defects
notified during the defects period have been rectified.
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Grounds for calling on the bond that include a
bona fide claim: The grounds should include a bona
fide claim by the Beneficiary for an amount payable
under the Underlying Contract or for a breach of the
Underlying Contract.

An express statement that the proceeds of a
demand on the bond are NOT held on trust: This is
an important provision. The proceeds of the demand
on the bond should be owned by the Beneficiary and
not held on trust. If the funds are held on trust, then the
Beneficiary will attract unwanted fiduciary obligations to
the Contractor.

The period for which the bond must be valid and
an obligation to replace the bond if completion has
not been achieved by that time: The period will be
linked to the projected date for completion plus a
margin to account for delays.

If agreed, a short notice period, but with the caveat
that it does not diminish the bond’s
unconditionality: The period, if agreed, should be no
more than 48 hours.

The requirement to replace the Promisor should its
rating fall below the required level.

The consequences of the failure to provide or
replace the bond: This will usually be a termination
event.

The consequences of a wrongful demand on the
bond: It should be stipulated that it is not a breach, but
that there is a requirement to repay the funds with
interest.



The difference between conditional and
unconditional performance bonds

A conditional bond may only be called on actual proof of default and damage, such as an arbitration award or court
judgment, and the payment will only cover the proven loss sustained by the Beneficiary up to the amount stated in the bond
or bank guarantee.

Conditional bonds are rarely used in Commonwealth jurisdictions, particularly in projects with a high level of non-recourse
financing.

Unconditional bonds must be paid on demand without any inquiry as to whether there has been a default.

Restraining payment or expenditure

Contractors will frequently seek to restrain the making of a demand on a bond, payment by the Promisor or the expenditure
of the funds by seeking an injunction.

The injunction sought will be interim, in that the Contractor will seek to have the relevant conduct restrained until the issues
can be heard in a full hearing. This might take a number of years to occur.

It is in this context that the terms of the Underlying Contract are crucial, as the terms of the bond itself will be completely
unconditional.

If the terms of the Underlying Contract require that the default is first established, then the Court will restrain its use and the
Beneficiary will be in breach of the Underlying Contract.

However, if the terms of the Underlying Contract only require that the Beneficiary has a bona fide claim before being entitled
to act in relation to the bond, it will be far more difficult to restrain its actions.

Period of validity

Bonds will rarely be open ended. Therefore, the parties to the Underlying Contract will agree on the period of time that the
bond is available. This is usually linked to the anticipated date of completion.

The Beneficiary can protect itself from the expiry of the bond by requiring that it be replaced prior to completion if it appears
that completion will not be achieved by the projected date.
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How to contact us

If you have any questions about this paper, please contact the editor, Damian McNair, Partner, Energy Transition.

PwC Australia has a dedicated Energy Transition business, consisting of a hub of 132 multidisciplinary and highly-skilled
experts helping to facilitate Australia’s successful transition to a decarbonised economy by 2050. We are helping accelerate
our clients through the energy transition and their related ESG priorities as Australia moves to a net zero economy.

Damian McNair Varya Davidson

PwC | Partner, Energy Transition PwC | Partner, Energy Transition
M: +61 421 899 231 M: +61 478 303 103

E: damian.mcnair@pwc.com E: varya.davidson@pwc.com
LinkedIn LinkedIn

Luke Westmore Rhiannon Hough

PwC | Partner, Energy Transition PwC | Director, Energy Transition
T. +61 402 074 040 M: +61 403 514 687

E: luke.westmore@pwc.com E: rhiannon.hough@pwc.com
LinkedIn LinkedIn

Investing in Energy Transition Projects
PwC 5



https://www.linkedin.com/in/damianmcnair/
https://www.linkedin.com/in/luke-westmore-ba797119/
https://www.linkedin.com/in/varya-davidson-pwc/
https://www.linkedin.com/in/rhiannonhough/

A community of solvers
coming together in unexpected ways
to solve the world’s important problems

www.pwc.com.au

© 2022 PricewaterhouseCoopers Consulting (Australia) Pty Limited. All rights reserved. PwC refers to PricewaterhouseCoopers Consulting
(Australia) Pty Limited, and may sometimes refer to the PwC network. Each member firm is a separate legal entity. Please see

www.pwc.com/structure for further details. This content is for general information purposes only, and should not be used as a substitute for
consultation with professional advisors. Liability limited by a scheme approved under Professional Standards Legislation. At PwC Australia
our purpose is to build trust in society and solve important problems. We’re a network of firms in 158 countries with more than 250,000

people who are committed to delivering quality in assurance, tax and advisory services. Find out more and tell us what matters to you by
visiting us at www.pwc.com.au.
D0404694




