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Foreword

Nowadays, large contractors, like Ballast Nedam, act more frequently as a
system integrator to deliver construction projects in the complex interna-
tional environment. More and more clients request integrated solutions from
a life-cycle perspective. Hence, contractors have to assume more responsibili-
ties and risks to create added value for these clients. Requests for tender often
include responsibility for design, maintenance, operation or even financing
the project. As a result, our clients’ contracts have become very complex to
manage and execute.

Creating maximum value and mitigation of risks can only be realized if all
parties in the supply chain work together effectively. Aligning the objectives
and agreements among all parties involved is essential to create a seamless
team in projects. It is also essential to avoid conflicts and, when conflicts
occur, to solve these effectively. Every manager in the contracting business,
that is, area managers, tender managers, project managers, and procurement
managers, should have sufficient knowledge of the principles of contract
management and the most important contract models that are used. In
Ballast Nedam’s vision, contractual awareness is an essential competence for
such specialists in order to be able to improve the added value for our clients,
for ourselves, and for our supply chain partners.

Because of this vision, Ballast Nedam was one of the founding partners of
the International Contracting Program at TiasNimbas Business School, at
Tilburg, the Netherlands. This international program is specially designed to
satisfy our company needs for an executive training on contractual awareness,
based upon a mix of academic knowledge and practitioner experience. The
true value of the program is that it has been organized around real-life case
studies taken from the international contracting business. It has been a great
success since it began in 2008. This success is the result of the effort of all
participants: trainees, trainers, founding companies, and TiasNimbas Business
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School. I am delighted that all the knowledge that has been built up during
these years is brought together in this book. I would like to thank John van
der Puil and Arjan van Weele for their enthusiasm and effort during the
development of the program and the writing of this book.

International Contracting: Contract Management in Complex Construc-
tion Projects is easy to read and very practical, due to its unique mix of prac-
titioner insight and academic theory. It is a must for project managers, tender
managers, area managers, and project engineers working in a complex inter-
national context. Enjoy reading this book and good luck with your next
international challenge!

Romeo Malizia

Chief Operational Officer
Ballast Nedam N.V.

The Netherlands



Preface

Local contractors need to make great efforts to win a contract from a client
in a very competitive arena. When the contract is signed, subcontractors and
materials suppliers need to be mobilized. Different requirements, with difter-
ent business partners, will result in different relationships within different
contractual arrangements. Most construction firms today are orchestrators of
fairly complex supply chains. They need to orchestrate the activities of a wide
range of different business partners and to do so meticulously, in order to
meet the client specifications and requirements. They also need to orchestrate
the commercial arrangements underlying these relationships.

International contracting is even more complex. Large contractors today
operate in different cultural environments to deliver multimillion or even
multibillion road and rail works, airports, harbors and adjacent industrial
areas, oil platforms, power plants, wind-energy farms, energy-distribution
infrastructures, and a wide range of buildings.

For many years, the scope of Dutch contractors has been truly interna-
tional. The Dutch have a good reputation for designing and realizing com-
plex infrastructural works across the world. Over the years, engineering and
project management have become more sophisticated. As well as contract
management, large employers and clients today use complex contracts to
create maximum value for money and mitigate risks related to their
investments. Rather than just constructing what an architect or client may
have envisaged, contractors are now faced with assuming design and engi-
neering responsibilities. In some cases, they also may be requested to finance,
operate, and maintain the infrastructure that they built! As a result of this, the
risk exposure has changed dramatically in the contracting industry. Large
clients and employers increasingly want to shift their risk to their contractors.
International contracting has become a risk game; hence, international con-
tracting has become a contracting game.



viii International Contracting

Where traditionally contractors have invested heavily in design and
engineering, project planning and management, contract management still
needs important improvements. Most project engineers and managers have a
technical background. Increasingly, apart from technical challenges, they are
faced with interface problems that need to be solved in the relationship
between the contractor and the employer on one hand, and the contractor
and its suppliers and subcontractors on the other hand. In doing so, etfective
arrangements need to be made between all parties involved and, when agreed,
these arrangements need to be followed up. In complex projects, it is
understandable that conflicts will emerge. This explains the need for project
managers to be acquainted with the principles of contract management, and
the most important contract models that are used. Project managers need to
understand what they can do to avoid conflicts with business partners, and
when they occur, how to solve them.

Surprisingly, the opportunities to get acquainted with modern contract-
ing in an international context are limited. Most training courses and execu-
tive education are aimed at accountants, lawyers, and legal counsels. Here,
business law, tax law, and contract management are taught from a specialist,
legal perspective. Little training and education on contract management and
international contracting is provided from a business perspective. Such a
perspective would allow project managers to understand the principles under-
lying business law and contract management. Next, it would allow them to
get an insight into the main legal arrangements laid down in rules and regula-
tions, in order to judge at what time they need to solicit specialist legal advice.
In essence, they need knowledge and insight, which does not need to be as
detailed as legal counsels would require. Therefore, general training for legal
counsels and specialists would not be attractive to them.

In 2007, the authors were requested by TiasNimbas Business School, the
Netherlands, to design a program on international contracting for its three
consortium partners, Ballast Nedam, Royal Boskalis, and Heerema Fabrication
Group. The program was to be aimed at project managers, tender managers,
regional managers, and project engineers. To meet their specific training
needs, we decided to organize a workshop with representatives of these com-
panies. This resulted in a program that we have conducted many times since
then. As most people primarily learn by doing, we opted for an interactive
course design built around real-life case studies, which were obtained from
the practices of these companies. This format proved to be very successful.
On top of that, it proved to be very enjoyable. The settings, which were
designed in close collaboration with the steering committee, consisting of
representatives of the three companies and TiasNimbas Business School,
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allowed for learning, both by participants and teachers. During our discus-
sions, many new insights and ideas were developed, and many gaps in knowl-
edge were identified. As a result, we decided to write this book, in order to
honor our participants and their leaders; also, to contribute to the interna-
tional contracting domain.

This book offers a blend of theory and practice. Chapters are built around
introductory cases, practical illustrations and core text. Each chapter ends with
an overview of the most important conclusions and findings. We include a
large number of subjects and describe them in different chapters. In relations
with an employer, a subcontractor, a surveyor, an agent, a supplier, a vendor
or a banker, discussions are never restricted to one chapter only, because in
one meeting multiple aspects come together. Therefore, the index will help
the reader to find their way.

We are thankful to all project managers, tender managers, procurement
managers, financial directors, technical directors, design engineers, account
managers, company lawyers and company secretaries, technical assistants,
draftsmen, foremen, logistic managers, captains and marine officers for their
openness; they gave us an insight into their interesting, urgent or important
problems. We made cases out of their experiences, changing the reality where
necessary in order to retain confidentiality.

It was a challenge and a pleasure to write this book. We hope it will be a
challenge to read it. And yet, not all subjects are included. We did not write
about the “as-built” principle, and a chapter about insurance is absent. If any
reader is missing other topics, please do not hesitate to contact us. We hope
to come back to supplementary subjects in a second edition.

John van der Puil
Arjan van Weele
Rotterdam/Maarssen, September 2013
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Introduction

Where it all started

This book is the result of an executive program on international contracting,
which has been taught by the authors since 2008 to project directors and
managers of large contracting companies in the Netherlands. In 2007, three
of these companies, Ballast Nedam, Boskalis, and Heerema Fabrication
Group, requested that TiasNimbas Business School of Tilburg University
design and arrange such a program for their international project and engi-
neering managers.

In order to arrive at a unique blend of academic knowledge and practi-
tioner insight, we, during a workshop, invited a selection of project managers
and legal experts to design an initial program structure. This resulted in one
of the best — and one of the most attractive — programs that we have ever
taught.

We decided to build the program around a few key principles.

First, the program should reflect every aspect of the contract cycle, begin-
ning with the invitation to tender, up to the delivery of the project and
handling of guarantee claims. Our objective was to show how interrelated
each part of the contract cycle is and how that interrelationship affects busi-
ness and personal relationships. Obviously, the contract cycle needed to be
discussed in relation to business strategies and project management
practices.

Second, it was decided to build the program around real-life case studies,
taken from the actual practices of the companies involved. Project managers
are pragmatic people. They have a busy agenda. They don’t like theory, as
they don’t see the practical value of'it. They have a lot of experience. They do
not want to sit and listen. They want to act and engage. Therefore, we
decided to develop case studies, which could serve as vehicles for discussion
and the exchange of knowledge and experience among future participants.

xxiii
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Hence, we devoted ourselves to the time-consuming activity of writing cases
based on their rich and fascinating stories. You will not find all of them in this
book.

Third, we opted for a mix of academic knowledge and practitioner experi-
ence. Each case study would be discussed, and, at the end, put into some
theoretical perspective or framework. Theory helps practitioners to structure
their ideas and practices. As authors, we feel that nothing is more practical
than good theory. However, in management, these theories should be derived
from actual practices.

After having designed the program, we submitted our ideas to a steering
committee with representatives of the founding companies, and TiasNimbas
Business School. Some of these members were present during the first pilot
of the actual program. Today, this steering committee is still around. Twice a
year we review the program based on participant evaluations, and discuss
what needs to be improved. Discussions are always constructive and insight-
ful, and provide a vehicle for learning to all who are present.

Teaching the program is always a pleasure to us. We learn so much from
it. Due to the interactive design, practitioners present their ideas and sugges-
tions, as well as new business problems that they are confronted with in the
exciting world in which they live. For every course, we have summarized the
results of small group and plenary discussions into case reports, which later
may serve as references for the participants. The contents of these case
reports, as well as the many ideas, problems, and case studies that were shared
during the program, inspired us to write this book. As the international
contracting world is becoming more professional and complex, and our
world becomes more dependent on the success of large infrastructural pro-
jects (and, in some cases, is becoming increasingly exposed to societal damage
when projects go wrong), we felt that practitioners and project managers
operating in this world could benefit a lot from our experiences and insights.

What this book is about

This book is about international contracting and contract management.
These subjects are discussed from an international perspective, as large engi-
neering, construction, and contracting firms operate all over the world.
However, since the founding companies of the program are Dutch, we have
also given our attention to the specific European context. Most of the book,
however, deals with international contexts. Large infrastructural, engineering,
and construction projects create the background for the book. In interna-
tional contracting, projects range from oil platforms that need to be built by
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contract engineers for large oil companies, to the design and construction of
harbor facilities in an emerging country, which are financed by the World
Bank. Projects like these form the background of our book. The international
contracting world is a fascinating one.

In conceiving and creating these large international projects, a lot of stake-
holders are involved. We had to choose what perspective to use when dealing
with the different topics. We decided to write the book from the perspective
of the contractor. This may be considered a weakness, since successtul projects
are always co-created, i.e. realized in close collaboration between employer,
contractor, subcontractors, and other stakeholders (e.g. local governments,
investors, consultants). We chose the perspective of the contractor since he is,
for the completion of the specific project, the central actor. The contractor
needs to translate the requirements from the employer into a design and pro-
ject plan. Next, he needs to negotiate a contract. After signing the contract,
he needs to align subcontractors and materials suppliers. Finally, it is the con-
tractor who has to deliver the realized permanent works to the employer. He
also needs to secure and arrange all necessary permits. An increasing complex-
ity is represented by stakeholder management, i.e. managing the interests and
interrelationships with parties that are or may be affected by the project
(neighbors, environmental associations, trade unions, local pressure groups,
etc.). Contractors are confronted with most of the complexity in the value
chain and therefore may serve as an excellent subject for our study.

In our book, we will use the term employer for a client, customer or
principal, i.e. a person, company or public institution that has a specific need
and wants to have a specific project completed. We will use the term contrac-
tor to designate the engineering firm, construction firm, the consortium or
alliance that is selected by the employer for accomplishing the work. We will
differentiate between the subcontractor and suppliers. Suppliers are those
providers that deliver primarily components and materials to the work.
Subcontractors are those companies that provide a combination of knowl-
edge, services and materials to the work of the contractor.

Other terms that will be used are project manager, tender manager, pro-
curement manager, contract manager and legal counsel. The project director,
or the project manager, is the person responsible for managing the project
within the targets and boundaries provided by the corporation. The tender
manager is the person responsible for analyzing an invitation to tender from
a potential employer and preparing the bid, which is going to be presented.
The procurement manager is the person responsible for selecting and con-
tracting subcontractors and materials suppliers. Next, the contract manager is
responsible for managing all contractual aspects in a relationship with
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employer, project partners, and key suppliers and subcontractors. The legal
counsel is the legal specialist, who is called on for specific legal advice for
putting contracts together and to solve specific legal issues, which may
emerge during the project.

The book is structured around the contracting cycle. Some of the book
deals with the role of the contractor in international contracting, the tender
process, landing and negotiating the contract, the types of contract that are
used, problems that may occur during project execution, project delivery, and
handling guarantee claims. Some chapters will deal with very specific issues
that may occur during project execution. Other chapters deal with issues such
as how to manage variations, how to handle damage to contract parties and
third parties, differences between responsibility and liability, force majenre,
dispute resolution, and how to deal with lawyers.

Target audience

This book is primarily written for business practitioners operating in the inter-
national contracting industry. It is assumed that the reader has a clear picture
of his industry and/or experience in it. Furthermore, the book assumes a
basic understanding and knowledge of theories related to project manage-
ment, construction engineering, business law, and economics.

This is not an academic book. However, due to its unique blend of
practitioner insight and academic theory, it can be taught in courses at
universities at the master level. As most engineers will, beyond a doubt, deal
with contracts in their work, this book is specifically recommended for engi-
neering programs both at the Bachelor (BA) and Masters (MSc) levels.
Lawyers will find the book useful for understanding the business context in
which their customers and/or colleagues work. A legal framework is not a
purpose in itself. It needs to enable companies and public institutions to con-
duct better business and develop better business relationships. Since, in most
legal literature, this perspective is missing, we feel that this book fills that gap.

Given the scope of this book, the prime audience for it consists of:

e Project directors and managers of large, international engineering and
construction contractors, who are responsible for managing complex
technical projects within targets imposed by the corporation.

e Area managers, who are responsible for supervising different large projects
in different cultural and legal environments.
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e Tender managers, who need to analyze invitations to bid from employers,
and who need to orchestrate the process of bid preparation.

e Field engineers, who frequently interact with employers and subcontrac-
tors to get things done in their projects.

e Procurement managers and professionals, who need to select the right
subcontractors and materials suppliers for the projects and who need to
align these to the project objectives.

e Legal counsels, who need to support tender managers and project manag-
ers in preparing and finalizing contract documents in a relationship with
both employers, subcontractors, materials suppliers and, in some cases,
Investors.

The various chapters may explain why contract management is a key
activity for project directors and managers. The book should help them
understand that clear contracts are perfect instruments for delivering top
quality in business. Also, it should help them to understand what specific
legal issues may come into play. As a consequence, as soon as the scope of the
work has been designed, the project manager will be able, based upon this
book, to involve his legal counsel or contract manager more effectively in his
daily work.

How this book is structured

This book has 25 chapters, which are divided into three parts. Each chapter
is structured around a consistent format:

e Introduction. Each chapter begins with an introductory case, which high-
lights the practical relevance and provides an introduction to the topic.

e Core text. Next, the chapter will provide core text to acquaint the reader
with the topic.

e Boxes. Boxes in the chapter will provide small case studies and/or best
practices.

e Figures. Figures are used to illustrate the text.

¢ Conclusions. Each chapter concludes with a summary presenting the most
important teachings and recommendations.

In this way, we hope to contribute to a better readability and understand-
ing of the topics that are described.
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Part I: International contracting: Defining
the playing field

This part sets the scene. It explains the context of the book and provides
definitions and concepts that will be used in later chapters. It also describes
the relevance of the subject to international contractors and society.

Chapter 1 presents one of the most disastrous projects that the modern
world has been confronted with: the BP oil spill. Based upon public docu-
ments, an analysis is made of the sequence of events that led to this disaster.
As in most cases, various causes lie at the heart of the BP oil spill. Apart from
an analysis of the damage done to various stakeholders, the effects on future
rules and regulations for the contracting sector are discussed. This chapter
sets the scene for the rest of the book.

Chapter 2 discusses the role of contracting in international business.
International competition forces large contractors to deliver integrated solu-
tions to their employers. Contractors need to choose to specialize in specific
activities or to provide integrated solutions. Most Western contractors choose
the latter. This implies that increasingly they are moving up the supply chain
and are operating as supply-chain integrators. In this role, they should be able
to orchestrate the activities of a network of subcontractors and materials sup-
pliers in order to meet customer requirements. This orchestration requires a
careful contracting strategy.

Chapter 3 discusses different clients. In international contracting, assign-
ments may be obtained from private customers, as well as public clients.
Tender procedures among these two types of clients are vastly different and
become more systematized and bureaucratic. Next, different structures are
used to realize complex projects. In this chapter we will discuss the specifics
of public—private partnerships.

Chapter 4 provides an overview of important contract management
concepts and definitions. Common problems, which may occur in customer
relationships and project completion, are discussed. Different perspectives are
presented in how to structure relationships in the project industry. These
perspectives include the dyadic perspective, supply-chain perspective, and the
value-chain perspective. The chapter will make clear that, depending on the
perspective, different alternatives for solving problems may arise.

Part II: The contracting cycle

Chapter 5 discusses the various elements of the contracting cycle. Subjects
discussed are the invitation to tender, how to land the contract, contract
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negotiations and closure, subcontracting and project execution, testing
delivery and payment, as well as claims handling and dispute resolution. As
such, this chapter serves as an important reference for the following
chapters.

Chapter 6 discusses the process of European tendering. Public institu-
tions are not free in how they award business to contractors. In Europe, they
are bound to the European Directives on Public Procurement. The principles
underlying these directives are discussed. Next, the most important procure-
ment procedures that are used by public institutions are presented.

Chapter 7 presents an overview of downstream contracting, i.e. the way
contractors could select and collaborate with materials suppliers and subcon-
tractors. Definitions on procurement and supply management are provided.
Important purchasing procedures are discussed and a portfolio-management
method is provided to decide how to differentiate among subcontractor and
supplier relationships. Next, specific operational and legal problems related to
subcontracting are discussed.

Chapter 8 discusses the role and importance of standard contracts in
international contracting. First, different basic contract types are presented.
Here we will discuss the lump-sum contract, cost-reimbursable contract, and
the unit rate or charter contract. Many contracts use a mix of these basic
contract types. In preparing a contract, employers, as well as contractors,
fortunately, can use different international templates that are utilized to
arrange for contractual relationships. Here, FIDIC, LOGIC, and BIMCO
contracts will be highlighted.

Part III: Project and risk management

Chapter 9 is about project and risk management. Managing complex engi-
neering and /or infrastructural projects is all about managing risks. Risks need
to be identified at the tender stage. Such an analysis should result in a risk
classification: high, medium, and low risks that may affect the project out-
come. It may also appear that some risks cannot be accepted, due to the
companies’ risk policy.

Chapter 10 deals with the important subject of managing variations.
Variations are natural to any project. However, they can have severe financial
consequences for project lead time, project results, and employer and sup-
plier relationships. In this chapter we will provide clear guidelines on how to
act on variations and how to arrange for variations in a contract. It will
become clear that a good project-management administration is key to this
activity.
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Part IV: Legal issues in international contracting

This part deals with various legal issues that may occur at several stages of the
contracting cycle. Each chapter results in some clear and practical guidelines
on how to handle and act on specific legal issues.

Chapter 11 discusses the Letter of Intent and Memorandum of
Understanding. It will become clear that both documents differ in nature.
However, both have an important role to play in getting parties closer to a
deal.

Signing a contract requires particular attention, as Chapter 12 explains.
A loophole lies in the circumstance that most standard contracts contain
clauses, which exclude all foregoing proposals and deviations discussed dur-
ing negotiations. The final negotiated scope of work is added to the contract
and that’s it. What is not in the signed documents is of no value to the parties.
There are more points for attention, which are highlighted in the chapter.

Next, liability versus responsibility will be discussed in Chapter 13.
A project manager is responsible for performing a certain task; in case of non-
succeeding, the company as a legal body is liable under the contract. Here,
referred issues are discussed, as well as indemnities that may be asked for
among the contract parties.

Chapter 14 deals with the difference between guarantee clauses and
warranty clauses. This seems a rather theoretical issue for specialized lawyers,
but it is better to understand the difference.

There is not a single project that has been accomplished without damage.
Damages may relate to contract parties or to third parties. Here, a difference
between contract law and tort law is made. Chapter 15 deals with this ditfer-
ence, and with contractual mechanisms for arranging for damage control in
contracts. Such arrangements may relate to preventing damage upfront or
settling for damage when it unfortunately occurs.

Chapter 16 is about consequential losses. Different legal systems deal dif-
ferently with this subject. In common law, the definition is strict. In continen-
tal legal systems, it is the attributable cause that decides whether a party is
liable and up to what amount as a consequence of their non-fulfillment of
contractual obligations, their actions or omissions.

Chapter 17 is about intellectual property. Knowing how to deal with
intellectual property is important, to prevent project managers from being
confronted with unexpected claims from third parties.

Chapter 18 describes how to assess damage. We will analyze different
causes of damage and how to deal with them. Three causality theories will be
explained. We will look at solutions for preventing future damage and find
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out how this is done by engineers and by lawyers. It appears that there is a
fundamental difference between the two.

Chapter 19 describes an important instrument for risk allocation in the
maritime industry, i.e. the knock-for-knock arrangement. English courts have
dealt with a number of cases; the principle is not often brought before courts
in other jurisdictions. However, in a number of legal systems, gross negli-
gence and willful misconduct will not be honored as arguments to escape
liability.

Chapter 20 deals with disasters and parties’ responsibilities towards the
general public. In this chapter several examples will be presented, where, as a
result of natural or other disasters, projects incurred great losses. Suggestions
are made to prevent disasters in future. In dealing with the damage of these
events, the theory of causality is important.

Chapter 21 is about force majenre. Force majenre is often used as an argu-
ment to avoid damages. However, this chapter will describe what force
majenre is. It will become clear that only in a very few cases may it be used as
an argument before court. Some practical ideas are suggested on how to deal
with and minimize the consequences.

Chapter 22 describes the problems around bribery. It informs the reader
that bribery is not a firmly defined subject, which in all different cultures
covers the same idea. In the UK and the USA, very strict legislation is in
force. A warning to all project directors and project managers is in place.

Chapter 23 presents dispute-resolution mechanisms. The major message
of this chapter is: beware before you go to court. Firstly, because so many
other vehicles for dispute resolution exist; secondly, because going to court
takes a lot of time, money and energy; and thirdly, because it is extremely
difficult to align the lawyers’ interests with your business interests. The
chapter also discusses the impact of different law systems on contracts.

Chapter 24 delves more specifically into the similarities and differences
between continental law, English law and USA law. There are families of legal
systems, which are based on different human values. This chapter will make
clear how to deal with the different systems.

Chapter 25 explains that, as contracts are closed between companies and,
more specifically, between people, cultural differences greatly impact the
relationship and the way in which people deal with contracts. This chapter
presents a framework that project managers can use to assess cultural differ-
ences. In doing so they can predict what problems might occur during the
initial contracting stage, and later at project execution. Contract law is not an
exact science. Judgment will always play a role, not only at the business level
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but also certainly when going to court. This is why the cultural dimension of
international contracting deserves a place in this book.

How to read this book?

Most readers probably will find the first chapters interesting and easy to read.
The objective of Part I is to provide an overview of the trends and develop-
ments in international contracting and contract management. The BP oil spill
represents a warning for the offshore industry and society. As such, it sets the
scene for the remainder of the book. Different types of employers (private
versus public sector) are explained and different perspectives towards contract
management are provided. Therefore, Part I is recommended to all readers.

Part II describes the contracting cycle. In order to become familiar with
the contracting cycle, Chapter 5 must be read. As Chapters 6 and 7 are
related to European tendering and downstream contracting, these may be
skipped by those readers who have only a general interest in the topic.

Part III is about project and risk management. Experts who are already
familiar with these topics may skip this part.

Part IV deals with specific legal issues in international contracting. As the
variety in standard contracts is very large, reading these chapters is recom-
mended. Readers may choose only the topics that they are most interested in.
However, for a proper understanding of the many issues that may emerge
prior to or during project execution, we recommend taking notice of all
chapters, so that later on, when specific issues in the project may emerge, the
reader knows the specific section to consult.
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Chapter 1

International Contracting: How a
Project Can Turn into a Nightmare

1.1. Case — An uneasy event

On April 20, 2010, a range of explosions crippled the Deepwater Horizon.
Flames spread rapidly, power went down. Eleven men lost their lives, seven-
teen were seriously injured. The economic loss amounted to tens of billions
of dollars. BP had to set aside $40 billion to compensate for damage to third
parties. The BP Oil Spill probably has grown into the biggest disaster in oft-
shore contracting. The story is as incredible as are its lessons. Figures 1.1 and
1.2 show the giant module in perfect condition before the disaster and when
it burned before going down to the bottom of the Gulf of Mexico.

The literature about project management and risk management is abun-
dant. Most project managers are familiar with the basics of project and risk
management — they practice them every day. Rather than discussing what it
takes to implement professional project and risk management, we have decided
to present these topics via an actual case study to show the gap between theory
and practice that often exists. We use the BP oil spill as an example. The
next sections discuss what actually happened and what went wrong when test-
ing the production pit. We also describe how the contract partners and stake-
holders reacted when things went wrong and when they were brought to
investigation committees for initial interviews. We conclude the chapter with
the important lessons that can be learnt from this dramatic case study. In doing
so, this chapter sets the stage for the remainder of the book.

1.2. The BP oil spill: what happened?

BP contracted a number of parties to prepare a well for exploration. The two
most important partners were Transocean and Halliburton. Transocean
delivered the platform and technical installations under a long-term

3



4 International Contracting

Figure 1.1. The Deepwater Horizon before the disaster. (Photo: Transocean Inc., 2013,
www.deepwater.com/fw,/main/|Deeptwater- ..... - 419C151.html.)

Figure 1.2. The Deepwater Horizon burning on April 22, 2010, before it sank to the sea
bottom in the Gulf of Mexico. (Photo: www.crisispictures.blogspot.com, courtesy Bojar
Baretic, February 2013.)
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contract. Halliburton was responsible for providing and installing the
cement, as described in Box 1.1 and under Figure 1.4. BP was the legal
operator, whilst all oilfield service activities were subcontracted to specialist
companies.

With the help of the Deepwater Horizon, BP arranged for drilling a
well, enabling access to the oil reserves of the Macondo area at a depth of
5,500-6,000 meters below sea level. Locally, the sea floor is at about
1,500 meters below sea level. A special multitubular casing was drilled
through three different layers in the soil in order to arrive at the oil and
gas layers (see Figure 1.3). Care was taken so that the oil and gas would
not come to the surface. This was arranged by injecting a heavy drill fluid
(“mud”) in the drilling pipe. During the production phase, which was
planned to take place later on by a different production platform, the oil
and gas would come upwards through the central metal riser. The outside
casing and the inside metal tubing were, at the time of completion of the
drilling, blocked by cement to prevent oil and gas coming up. Injecting the
cement was contracted to Halliburton. Right on the sea floor a blowout
preventer (BOP) was mounted. This important piece of apparatus was part
of Transocean’s equipment. It was designed and manufactured by
Cameron.

Box 1.1. Casing and tubing below sea level.

Figure 1.4 shows the casing and the inner pipe under the sea bot-
tom. The casing together with the central production tubing pene-
trates three different layers under sea level before arriving into the
oil- and gas-bearing layers. The central tubing was intended, in the
future, to transport the hydrocarbons up to a production platform
and, therefore, is called the production tubing. The casing, when
coming to depth, has smaller diameters. When mounting the casing
and the inner piping, heavy drilling liquid is put into it in order to
prevent oil and gas blowing out. Later on cement is poured between
the casing and the central transport tubing. Cement is also put on
the well annulus at the lowest possible point of the production pipe
and outer casing. The tightness of the cement is verified by means
of a pressure test. If the pressure test shows negative results (which
indicates that the casing and production tubing have been effec-
tively closed), the heavy drilling liquid can be changed for sea water,
which is much lighter than the drilling liquid.
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Figure 1.3. The BP well design and the drilling platform above; the object on the sea floor
is the blowout preventer. (Source: Artist rendering of the Macondo well from rig to ‘rathole’,
National Commission on the BP Deepwater Horizon Oil Spill and Off Shore Drilling, Chief
Counsel’s Report, February 17, 2011, p. 53.)

Casing strings

Conductor pipe

Surface casing

Intermediate casing

Production casing
Perforated interval

Figure 1.4. Schematic view of drilling pipe design. (Source: Oil and Gas Dictionary, January
2013.)
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BP’s engineering team designed the well and specified in detail how it had
to be drilled (see Box 1.1). BP contracted out the work. On April 20, 2010,
only 7 out of 127 persons on board the platform were BP employees.

1.3. The test

It is common practice to test the closure of the well through a pressure test.
Engineers call such a test a negative pressure test. If nothing happens the
result is positive. The cement down the casing and the production tubing
should be sufficiently tight to resist all pressure from the oil and gas below.
Cement is the barrier. In the event hydrocarbons could have penetrated
between the outer casing and the production tubing a second barrier was in
place. A strong seal underneath the BOP should prevent oil and gas passing
through the tubing — this BOP is the third barrier and could be closed in
the event hydrocarbons would, unexpectedly, come to the surface through
the production tubing or through the outer casing.

After the “successful” pressure test, the crew started to replace the heavy
drilling fluid with sea water. This is much lighter than the heavy drilling fluid.
In the event oil and gas penetrated the cement, this would be recorded by an
increase of the pressure, which would mean that the cement was still insuffi-
ciently tight. If a rise in the pressure was registered, measures could be taken
to interfere on time.

After testing, everything seemed to be under control. Obviously, the well
passed the test in good order. Things appeared to be okay and the well site
leader concluded that the operation was successful...

The reality was quite different. There were leaks. However, these
remained unobserved due to the fact that procedures were not followed, and
also to an unclear line of command among the parties involved. As the crew
replaced the drilling fluid with sea water, the pressure on the well was
reduced. At 20:50 hours, the well became unbalanced. The weight of the
lighter sea water could not resist the pressure of the gas deep down. Suddenly,
the oil stream pushed the cement upwards, taking parts of it with it on its way
to the surface. The BOP refused to operate. First, enormous quantities of
mud, cement and sea water spread out on the drilling deck. Shortly after-
wards, the dangerous methane gas escaped and found an ignition source.
Methane is heavier than air and probably could have entered through ventila-
tion openings to arrive in the engine room, where several hot objects of
machinery, such as diesel engines, were operating. This set the methane gas
on fire. Now the oil came up, burning the giant platform to total destruction
within a mere 36 hours. When the $365 million rig slowly sank to the sea
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floor on April 22, oil and gas continued to flow from the open well under-
neath into the open waters of the Gulf. It took 87 days to get that stopped.
As noted above, BP had to put aside $40 billion as compensation for claims
for damages.

What can we conclude from this story so far? Firstly, all parties involved,
i.e. BP, Transocean, Halliburton and others, including the subcontractors, are
experienced contractors who are familiar with drilling and offshore opera-
tions. All parties have extensive procedures on health, safety and environmen-
tal issues. All parties are professionals in risk management. This is particularly
true for a company like BP, which does not make any major investment deci-
sion without a thorough risk analysis. Obviously, safety procedures were set
aside or were not followed with sufficient diligence.

Many parties needed to work closely together. However, they obviously
failed to do so since the line of command was not entirely clear to them.
Obviously, subcontractors were (or felt) overruled by the BP engineers who
actually decided what needed to happen. It is a fact that, for reasons that were
unclear, parties decided to deviate from standard routines.

1.4. The first investigations

Two weeks after the disaster, public hearings before the US Senate were held.
A public investigation before a joint Coast Guard and Interior Department
Commission started. The US Departments of the Interior and Homeland
Security started an investigation to assess the damage on land. The US
Department of Justice put a team of lawyers on the case to investigate criminal
liability of companies and individuals. President Barack Obama installed a spe-
cial committee to investigate the disaster.'! This was “an independent non-
partisan entity, directed to provide a thorough analysis and impartial judgment”.?

Immediately after the first hearings of the US Senate and the Joint Coast
Guard and Interior Department Commission, and after the Wall Street
Journal interviewed dozens of witnesses to the disaster, this newspaper
reported on how risks were estimated by BP’s responsible chiefs-in-command
and how opinions from specialized service providers were misjudged.® What

"Deep Water, The Gulf Oil Disaster and the Future of Offshore Drilling, Report to the
President, National Commission on the BP Deepwater Horizon Oil Spill and Offshore
Drilling, January 2011.

*National Commission, Foreword, p. 1.

3Deep Trouble; PB Decisions Set Stage for Disaster; There Was Nobody in Charge, Wail Street
Journal, May 27, 2010, www.wsj.com.
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emerged was a startling picture of the last operating day of the Deepwater
Horizon. Later on, the preliminary conclusion was confirmed by the National
Commission in its report in January 2011. The commission found that BP,
contractors and subcontractors working for them had conducted a number of
hazardous and time-saving activities, without adequate considerations of the
risks involved. Their report concludes:

... There are recurring themes of missed warning signals, failure to share informa-
tion, and a general lack of appreciation for the risks involved. In the view of the
Commission, these findings highlight the importance of organizational culture and a
consistent commitment to safety by industry, from the highest levels on down.*

The Chief Counsel’s report, when describing his technical findings, is in
line with these observations, when it states: “Behind this simple story is a
complex web of human errors, engineers in misjudgment, missed opportuni-
ties, and outright mistakes.”®

The BP drilling operation appeared to be way over budget and far behind
schedule. The budget was exceeded by $20 million on the original sum of
$155 million, while the planning schedule was 43 days behind. BP’s contract
required it to pay approximately $533,000 per day for the charter of the plat-
form. In addition to that amount was fuel, expenses, salaries, service providers
and suppliers. It was estimated that the total cost for BP amounted to about
$1 million per day. Members of the Congress, industry experts and workers on
board accused BP’s engineers of having cut corners to save time and money.

Drilling was finished 11 days before April 20, and the well was lined with
cement and steel, in this way preventing gas and oil from leaking and causing
an explosion or fire. The well could then temporarily be abandoned.
Thereafter, a production platform could re-open the well for production of
oil and gas.

Normally, rig workers would remove about 100 meters of mud below the
BOP and replace it with sea water. But BP engineers decided to remove 10
times as much mud as was deemed normal before running the test. It was
unusual, but the engineers stated before the Joint Commission that they had
their (technical) reasons.

During the test, at 17:00 hours, pressure increased unexpectedly. Nobody
could explain why. The personnel of the control room struggled to interpret the

*National Commission, Foreword, p. 4.
®Chief Counsel’s Report, BP Deepwater Horizon Oil Spill and Offshore Drilling, February 17,
2011, p. 35.
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data. Senior management did not think the problem was serious. It was decided
to tighten the valve on top of the BOP. This seemed to resolve the problem,
although not everyone involved was completely satisfied. Some uncertainty
remained. After discussions among managers, it was decided to do another test.

The second test resulted in an unexpected reading. One smaller tube that
led up from the well showed no pressure, while this tube was connected to
the main pipe where readings actually showed pressure. Conflicting informa-
tion is always confusing. It may be interpreted in different ways. Finally, the
well site leader for the evening decided to inform BP engineers in Houston
that he was satistied with the test.

Analyzing the available electronic data after the disaster provided clear
indications that leaks actually occurred. It is amazing that none of the expe-
rienced personnel observed these signs from their control systems. Executives
and workers were busy with “other things”.

We may conclude that the fact that the project was running behind sched-
ule and over budget caused significant stress among all key managers involved.
During the weeks before the blow out, work plans were changed frequently,
causing a lot of frustration and uncertainty among the staft involved. The
platform was needed elsewhere and the crew was already demobilizing before
the pressure tests were finished. BP wanted to finish the job as soon as pos-
sible. All staff members were engaged in different activities. This may explain
why, during two hours, the instruments that reported clear leakages were not
monitored. When, finally, the leakages were observed, it was too late.
Obviously, the leadership was lacking and failing, not only during the time of
the blow out, but certainly also in the weeks before. Bad leadership was
responsible for frequent schedule changes, with neglect of procedures result-
ing in stressful situations and frustration among personnel. Formal contracts
and risk management procedures are of no value in such a situation. Risk
management can never replace bad leadership.

1.5. The blame game

Three main parties were involved in the disaster. First, BP plc, which held the
concession for drilling and exploration of oil and gas below sea level in the
Gulf of Mexico. The next party is Transocean, i.e. the owner of the platform.
The third party is Halliburton, i.e. the specialized service provider, who per-
formed a variety of services on the rig and who was responsible for the cement
operations.

As far as the concession is concerned, US laws and regulations apply, issued
by institutions such as the competent ministries, the supervising bodies, the
environmental inspection bodies and, last but not least, the US Coast Guard.
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US Interior
Department

Concession permits conditions agreed upon
Competent surveying authority
Minerals Management Services (MMS)

BP + 2 investment
partners

Contractual liabilities

Charter contract
(Day rate

7533.000.00) Transocean Halliburton é‘;‘:’;g’;‘t
(Rigowner) Weatherford, (Cementing)
Schlumberger, a.o Preventer) (BOP)

(Oilfield service
companies)

Various otherimportant contracts

Various other with contractors and service providers

suppliers

Figure 1.5. Contract structure BP Macondo Project (major contract parties).

These rules and regulations apply to all companies searching for oil and gas.
There were also some special local issues for the well. These legal rules are
applicable to all partners who were on board at the platform and in the offices
on shore. The parties were linked by contracts as showed in Figure 1.5.

In May 2010, during the official hearings before the national Congress,
the responsible parties started what later on became known as “The Blame
Game”. The cooperation among the parties involved was far from perfect —
they were divided beyond words.

BP stated that the BOP did not work. All equipment was managed and
maintained by Transocean. Consequently, Transocean, being the owner of
the rig, was to be blamed. Transocean, in turn, mentioned that the cement
system was not in order, so Halliburton’s negligence in operating the cement
system was to blame. Halliburton, in turn, said that on board the platform
nothing was done without BP’s consent. Therefore, BP was to blame. All
persons who were interrogated declared that all safety procedures were
exactly and prudently respected, so that “they were not to be blamed”. “It
was not my fault” — that was what all of them seemed to express.

When preparing Congress’s investigation, it appeared that the Minerals
Management Services Department, being the competent surveying authority,
issued regulations “in general” and left the details, including whether these
complied with the regulations, to the oil sector. In Congress the question
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arose: why? Was that body not capable of issuing detailed regulations? Did it
not have to inspect and monitor compliance to these rules and guidelines? It
was noticed that one and the same body cashed the concession fees. This
resulted in further questions: why the same body? Was this not to be consid-
ered a conflict of interest?

In order to cut corners and to prevent even more critical questions, one
day before the first hearing, i.e. on May 11, the Ministry announced that
these practices were to be changed as soon as possible.

1.6. Kinds of damages caused by the disaster
and claims

It was expected that BP would have to pay billions of US dollars to small enter-
prises and individuals to cover 200,000 of claims that were deemed eligible. It
was clear to everyone that the local economy would suffer from the effects of
the oil spill; which came on top of the financial crisis, together with its reduced
house prices and bad balance sheets of local banks. A major difficulty, both for
private citizens and companies, was to prove before the court the causal rela-
tionship between the oil spill and the damage that occurred. Another problem
was to quantify the financial damage done to external stakeholders.

Table 1.1 provides a schematic overview of damages that were incurred
as a result of the disaster. Table 1.2 provides an overview of the major
claimants.

1.7. Court proceedings

BP and various other BP entities are among the companies named as defend-
ants in approximately 600 private civil law suits resulting from the disaster, and
further actions are likely to be brought.® The pending lawsuits have been
brought in US federal and state courts. Plaintifts include individual, corpora-
tions, insurers and governmental entities, and many purport to be class actions.
Claims come from claimants from different US states. The US filed a civil
complaint in a multidistrict litigation under the Oil Pollution Act 1990 and
civil penalties under the Clean Water Act. A summary is shown in Table 1.2.
Experts foresee that settlement of litigations will take about 20 years
before everything will be completed. BP faces tens of billions of dollars more
in governmental fines and legal costs. BP claimed Transocean, Weatherford,
Halliburton and Cameron International Corporation, the manufacturer of

SBP Annual Report 2011, p. 160, www.bp.com/annual report 2011.
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Table 1.1.

Categories of damages.

Kind

Direct suffering

Consequences

Material damages

Personal injuries
Physical damages

Immaterial damages

Financial damages

Reputation damages

Platform

Oil well

BP partners in the exploration
enterprise MOEX Offshore and
Anadarko Petroleum Company

11 persons killed
17 injured persons

Environmental damage

Families, companies, colleagues
Psychical damages

450,000 individuals, companies
and institutions; companies
involved in commercial fishing,
oyster or shrimp industries, sea
food processing/packaging
industry.

Waterfront property owners and
restaurants

Dock and marine owners and
operators and business owners

Commercial and private boat
owners, cruise lines, travel
agencies

City, County or State Institutions

Local transfers of housings

Local Gulf Coast banks

Loss of shareholders’ value for BP
shares

Civil prosecution costs

BP plc, Transocean, Halliburton,
oil and gas industry in general

CEOs and staft of companies
concerned

Tony Hayward, president BP

Numerous BP managers before
criminal courts

Financial losses by BP plc, its
partners in the venture and
Transocean — changing
relations between personnel,
reorganization, check on and
improvement of internal
health and safety procedures

Families, companies

USA — citizens

Birds, fish, alligators, vegetation,
etc

Sadness, anger, loss of
confidence in oil and gas
industry and in government

Insurance companies lose
money;

US economy:

Fishermen and families cannot
spend money, companies have
less business or not at all,
restaurants, bars, shops suffer
financially, unemployment
due to the disaster, local
supply chains earn less,
housing agents no activity

Shareholders, banks, investment
companies,

Pension funds

BP Sharcholders
Transocean sharcholders
Halliburton shareholders
Hayward and family
Shareholders and banks
Managers losing their jobs




14 International Contracting

Table 1.2. Stakeholders of the claim war.

Claiming institution

Activity

Accountable party

State of Alabama and 11
other states of America:

Increased public service
costs, loss of government
revenue

USA

President Obama

US Department of Justice

Installation of Central Claim
Court in New Orleans

US Department of Justice

A few hundred solicitors on
behalf of offenders

BP, Transocean,
Halliburton,
subcontractors

200,000 private claimants
under civil private laws of
the states around the Gulf
of Mexico

BP shareholders under civil
British law

Security Exchange
Commission of the
New York Exchange

Prosecutor of Alabama
Criminal prosecution

Cleaning of sea surface 4400
vessels — 33.000 persons
involved

Civil prosecution

Installation of 23 claim
centers for the registration
of claims

Common judgment of all
claims before courts
related to the oil disaster

Criminal Prosecution

Supporting claiming parties

Private civil law suits against
cach other

Deposing private civil law
suits

Deposing private civil claims
at the London court

Deposing law suits based on
manipulation of exchange
notification

BP, Transocean and
Halliburton, their executing
officers, directors and
project managers

BP and its contract partners

BP and its contract partners

Ministry of Justice, who will
claim against BP and
contract partners for
compensation

BP, Halliburton and
Transocean board members,
directors, key and project
managers

BP, partners, service providers
and sub-subcontractors

BP, Transocean, Halliburton,
subcontractors

BP, partners, service providers
and sub-subcontractors

BP

BP and Financial directors

the BOP. BP sued Transocean for $40 billion for the oil spill.” The August
2010 hearings, when parties attempted to understand the causes of the
Deepwater Horizon explosion, were dominated by disagreements among

lawyers of the companies involved. Later on, all contractual parties claimed

"http:/ /www.tonwhall.com /news/us /201 letc, January 21, 2013.
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against BP or filed cross claims or counter-claims based on several issues, such
as state law, maritime law, the Oil Pollution Act 1990, the Clean Water Act,
as well as on the basis of comparative fault. Shareholders of BP started a class
action against BP plc and are suing BP for lost revenues and reduced share-
holders value.®

Without awaiting any court decisions, President Obama presented the US’s
first invoice of damages, amounting to $69 million. It was May 3. Specification:
cleaning costs in general. Motive: reimbursement under the Oil Pollution Act
1990 and other laws. In July 2010, additional bills were dispatched to BP and
other parties, such as MOEX and Anadarko (BP’s partners in the concession)
and Transocean. The first 11 bills were reimbursed by BP; a 12 bill was pend-
ing at that time. The total cleaning amount was reaching $715 million. The
Administration will continue to bill the responsible parties.’

BP took responsibility for the cleanup, reserving billions for losses.!* BP
opened a $20 billion trust fund that is available to satisty the foreseecable
claims and litigations; as per 31 December, 2011, BP’s total contributions to
this fund amounted $15.1 billion."" BP remains of the opinion that the
amounts it put aside for paying damages will not be sufficient to finalize
the claims. “The total amounts ... are subject to significant uncertainty and
the ultimate exposure and cost to BP will be dependent on many factors
(including ... determination of BP’s culpability based on any findings of neg-
ligence, gross negligence or willful misconduct).”*?

In the meantime BP was able to arrange some settlements with contract
parties for some of the claims. MOEX and Anadarko, who were partners in
the joint venture Deepwater Horizon, paid $1 billion and $4 billion respec-
tively to BP. Cameron, the producer of the BOP, paid $250 million to BP. A
deal was realized between BP and Weatherford, a subcontractor that supplied
and installed pressure control valves to the Deepwater Horizon. The com-
pany agreed to pay a sum of $75 million to BP.!* These amounts were trans-
ferred to the $20 billion trust fund mentioned above.'*

In March 2012, a settlement was reached between the Plaintifts’ Steering
Committee, representing the economic and medical interest of approximately

Swww.prnewswire.com/news-releases /etc, June 30, 2010.
“www.restorethegulf.gov /release /2011 /etc, July 12, 2011.
Owww.bp.com/sectiongenericarticle800.do, January 21, 2013.
"'BP Annual Report 2011, p. 77.

2BP Annual Report 2011, p. 193.

Bwww.bloomberg.net, June 22, 2011.

“BP Annual Report 2011, p. 77; under Legal Proceedings, p. 161.
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100,000 persons and businesses around the Gulf. BP will help to restore the
economic losses and property damage related to the Gulf Seafood Industry,
and other economic interests such as tourism and boating; the total amount
referred is $7.8 billion."® The deal needed approval from the US District
Court in New Orleans, which was granted on 22 December, 2012.1¢

In turn, Transocean reached a $1.4 billion settlement with the US over
the spill. Transocean decided to plead guilty to violation of the Clean Water
Act 1990 ($400 million in criminal fines and $1 billion in civil penalties).!”

BP also agreed to pay $4 billion to the US Justice Department, pleading
guilty to several counts, including 11 for the manslaughter of seamen. BP will
pay an additional $525 million to resolve claims by the Security and Exchange
Commission that the company misled investors about the rate of oil flowing
into the Gulf in April and May 2010.'8

There are some personal charges as well. The well site managers, who
supervised testing, were charged with involuntary manslaughter, seamen’s
manslaughter and Clean Water Act violations. The US states that they
ignored multiple indications that the well was not secure before the explo-
sion. A former BP vice president was charged with obstruction of Congress
and false statements related to the size of the spill. A former BP engineer is
charged with destroying evidence and obstruction of justice for allegedly
deleting text messages from his mobile phone.'” These are not the only
personal cases related to the disaster. More persons will be invited before
the court.

1.8. Further investigations and reports

BP is subject to a number of further investigations related to the oil spill by
numerous agencies of the US government. The related published reports are
available on the websites of the referred agencies and commissions.?’

e On January 11, 2011, the National Commission on the BP Deepwater
Horizon Oil Spill and Offshore Drilling, established by President Obama,
published its report on the causes of the incident and its reccommendations

> APNews, Townhall.com/news/us,/2012/, 2012 /05 ,/02; BP Annual Report 2011, pp. 77
and 163.

o www.Bloomberg.net, December 22, 2012.

”The New York Times, January 3, 2013; www.bloomberg.net, January 9, 2013.
Bwww.bloomberg.net, December 12, 2012.

Ywww.bloomberg.net, November 29, 2012 and January 14, 2013.

2BP Annual Report 2011, p. 164.
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for policy and regulatory changes for offshore drilling. On February 17,
2011, a separate report regarding the causes of the disaster followed. (See
also Section 1.4 of this chapter.)

e In a report dated March 20, 2011, with an Addendum dated April 30,
2011, the Joint Investigation Team (JIT) for the Marine Board of
Investigation established by the US Coast Guard and Bureau of Ocean
Energy Management (BOEMRE) issued the Final Report of the Forensic
Examination of the Deepwater Horizon Blowout Preventer (BOP) pre-
pared by Det Norske Veritas. To that purpose, the blowout preventer was
carried up from the bottom of the Gulf of Mexico by the US Coast Guard
and transported to test facilities as shown in Figure 1.6.

e On April 22, 2011, the US Coast Guard issued its Maritime Report
focused on the maritime aspects of the incident. The US Chemical Safety
and Hazard Investigation Board (CSB) also conducted an investigation
that is focused on the explosions and fire.

e Also, at the request of the Department of the Interior, the National
Academy of Engineering/National Research Council established a
Committee to examine the performance of the technologies and practices

Figure 1.6. The blowout preventer of the Deepwater Horizon dismantled into two parts dur-
ing transport on the Mississippi River into Jeux de Fille at New Orleans, September 2010. The
blowout preventer was used to help the Joint BOEMRE /US Coast Guard investigation deter-
mine the circumstances surrounding the explosion, fire, pollution and sinking of the Mobile
Offshore Drilling Unit Deepwater Horizon. (Photo: US Coast Guard Petty Officer 3 class
Stephen Lehmann. http://www.deepwaterinvestigation.com/index_fichiers/360339.JPG.)
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involved in the probable causes of the disaster and to identify and recom-
mend technologies, practices, standards and other measures to avoid simi-
lar future events. On November 17, 2010, the Committee publicly
released its interim report.

e The Flow Rate Technical Group (FRTG), Department of the Interior,
issued its final report, titled Assessment of Flow Rate Estimates for the
Deepwater Horizon/Macondo Well Oil Spill, on March 10, 2011. The
report provides a summary of the strengths and limitations of the different
methods used by the US government to estimate the flow rate and a range
of estimates from 13,000 b/d to over 100,000 b/d.

e On March 18, 2011, the US Coast Guard ISPR team released its final
report noting lessons learned from the incident as well as making recom-
mendations on how to improve future oil spill response and recovery
efforts.

e There are hundreds of investigations on the consequences of the disaster.
These relate to the local economies of the areas around the Gulf, the dis-
turbed wildlife, the mental health of individuals concerned, and many
disturbed human relations.

All reports are extensive and time-consuming to read. Most reports
require detailed understanding of various applied sciences. In short, these
reports seek to identify the alleged root causes of the disaster, the failures
of the safety systems and safety equipment, such as the BOP that did not
work when it was needed. Also the maintenance operations and safety cul-
ture of companies are reported. The contractual relations between compa-
nies are examined. Communications between human beings, such as
directors, staff members, design and construction engineers, project man-
agers, representatives and operating personnel are investigated. As such, the
reports will be part of the numerous court proceedings that will be going
on for years to come. The official reports also will serve for the improve-
ment of design and construction standards of the authorities and the clas-
sification societies.

This extensive reporting will lead to improvements to industry practices,
and to regulatory programs to prevent recurrence and mitigate potential
consequences. Inspection authorities are now equipped with additional per-
sonnel and executive authority. Stricter procedures on health, safety and
environment will follow worldwide. All countries where oil and gas are
explored learned their lessons: dramatic oil spills could happen anywhere in
the world.
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Many reports had critics, though. Transocean and BP issued their own
reports, expressing different viewpoints, which were not mentioned in the
reports of the competent authorities. BP investigated the accident with the
help of a dedicated special team of experts.?! Their report denies a number
of causes that were indicated as root causes by the National Commission and
the JIT committee. BP is clear in analyzing that Transocean’s equipment was
not up to standard and Halliburton’s cement and mud treatments were
inadequate, while the well monitoring failed. Also, the malfunctioning of
the failing BOP is mentioned.

Obviously, BP went to great lengths to obtain financial compensation
from its business partners. However, BP admitted making major mistakes and
misjudgments. BP’s investigation unveiled a complex, interlinked series of
implementation and team interface failures, involving several companies,
including BP, which contributed to the accident. The BP team made 26
recommendations specifically for its drilling operations, which now are imple-
mented worldwide. Two of the recommendations relate to the strengthening
of contractor management and personnel competence. There is an integrated
action plan which will apply for BP, its partners and its service providers.

Halliburton disagreed with the cement testing, performed on behalf of
the Commission, and disagreed with the findings of the National Commission
in its January 2011 report. “The National Commission selectively omitted
information provided to it by Halliburton in response to its numerous
inquires”, the company said.*

Also Transocean investigated the disaster and published its findings.
Transocean’s report says BP failed to properly assess the risks around the
troubled well and did not communicate these to Transocean. BP used a poor
well design which led to the failure of the cement around the well casing,
allowing gas to escape, the report states. Transocean also said its BOP was
properly maintained, but the extreme pressure from the well forced drill pipes
to bend, preventing it from functioning.?® “Transocean blamed BP for the
Deepwater Horizon Platform Disaster .... the disaster resulted from BP’s

21BP, Deepwater Horizon — Accident Investigation Report, September 8, 2010, http://www.
bp.com/liveassets /bpinternet/globalbp/. Deepwater_Horizon_Accident_Investigation_
Report.pdf

2 Halliburton Press Release: Halliburton comments on National Commission Cement Testing,
October 28, 2010; Press Release: Halliburton comments on Final Report from the National
Commission on the BP Deepwater Horizon Oil Spill and Offshore Drilling, January 11, 2011.
ZTransocean Ltd, Internal Investigation Report on Causes of Macondo Well Incident, June
22, 2011, www.deepwater.com and http://phx.corporate-ir/net/phoenix/etc, August 29,
2011.
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faulty decision-making and inadequate attention to risk management.
Transocean blamed BP for changing its plans for Macondo five times in the
two weeks preceding the blow out.”?* Transocean rejected its responsibility
for the oil spill and believed it was indemnified from liability in the contract
with BP.?

Notwithstanding the fact that BP and Transocean were successful in set-
tling their private civil litigation where they claimed damages, cross claims
and counter-claims under their contract, as well as damages in tort,
Transocean’s defending opinions will remain valuable in the remaining crimi-
nal proceedings which were started by the US Department of Justice. Sharing
the guilt for the offences may result in sharing the upcoming penalties and
fines. As well as that, top executives of both corporations are still individual
suspects in the proceedings.

1.9. What went wrong? — The causes
and proposed reforms

Looking at the many reports which were analyzed, we conclude the
following:

e When designing the production tubing and the casing, BP had the option
to choose from different designs. The Chief Counsel’s Report remarked
about this issue: “BP’s decision to use a ‘long string production casing’
increased the difficulty of achieving zonal isolation during the cement job.
While the decision did not directly cause the blow out, it increased the risk
of cementing failure.”?¢

e Halliburton advised BP to install numerous devices to make sure the riser
was centered in the drilled shaft before injecting cement between riser and
casing. Otherwise, small channels in the cement might give way for the gas
to squeeze through. However, BP decided to have only 6 center-devices
installed instead of the 21 recommended by Halliburton. In doing so, BP
obviously overruled the expertise of a specialist subcontractor (probably
for cost reasons).

e More mud than usual was replaced by lighter sea water; up to 10 times
more, it was reported. In this way the risk that the oil pressure from below

2www.bloomberg.com /news,/2011-06-22 /transocean
Zhttp://www.nypost.com/p,/news/national /transocean_rejects_responsibility, December
15, 2010.

26Chief Counsel’s Report, Chapter 4.2.
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could match and even override the pressure from the weight of the sea
water was increased. In discussing this item, Transocean disagreed with BP
about how much drilling mud should be removed and replaced by water.
BP clearly won the argument. Here, again BP did not listen to, and over-
ruled, its expert subcontractor.

e In general, comparable tests to check the cement would last 10 hours.
BP ordered that the negative test should last only 30 minutes, during
which time any risk that the pressure would rise would not be identified.
The test needed to be longer so that the risk would become apparent.
Here, BP clearly did not respect standard procedures on cement
testing.

e It was clear that the well was not tight — the gauges gave different
indications after the second test, while the responsible well site leader
concluded the test to be successful and he apparently was wrong.
Transocean personnel also agreed that the test was okay.”” Due to the
time pressure imposed on them, and the urge to speed up the work,
staff had become careless in their analysis of measurements and inter-
preting data.

e In the two hours between the decision, “test successful”, and the start of
the fire, the digital measurements in the control room showed gas and oil
leakages. During these two hours, engineers could have given orders to
intervene; mud and cement could have been added. “If rig personnel had
identified the problem earlier they could have prevented the Macondo
blow out.”?® Due to other duties, staff did not keep track of instruments
and measurements. Both crew and their supervisors fell short of executing
their tasks.

e The BOP did not work at the moment it should have closed the well. The
Chief Counsel’s Report mentions that it could have prevented the killing
of 11 persons. However, it could not have reduced the oil spill.?’

e Transocean did not maintain its BOP according to the manufacturer’s
instructions. There were also ‘““other maintenance problems on the
Deepwater Horizon”.*

e A chapter of the Chief Counsel’s Report is dedicated to underlying man-
agement causes. “Management failures lay at the root of all technical
failures.”?!

7 Chief Counsel’s Report, Chapter 4.6.
28 Chief Counsel’s Report, Chapter 4.7.
2 Chief Counsel’s Report, Chapter 4.9.
30Chief Counsel’s Report, Chapter 4.10.
31 Chief Counsel’s Report, Chapter 5.
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Proposed reforms of regulations

In September 2011 the United States Coast Guard (USCG) and BOEMRE
completed their joint investigation.* The Joint Report of Investigation con-
tains the findings, analyses, conclusions and recommendations of the JIT. It
contains the issues within the jurisdiction of the Coast Guard, specifically the
vessel and its systems and the subsequent evacuation, firefighting and search-
and-rescue efforts; it addresses the causes of the blow out, including factors
related to the Macondo well drilling, well abundant procedures and well
control that are within the jurisdiction of BOEMRE. Both institutions are
already undertaking significant reforms of the domestic regulatory and over-
sight regime for Mobile Oftshore Drilling Units (MODUs). They will keep

<«

pace with changing industry practices and drilling procedures “... to effec-
tively manage risks to ensure safe, secure, and environmentally responsible
operations”.* That message is loud and clear. When the industry does not
manage its risky operations, we — in our role of public institution — will.

The Coast Guard made 52 recommendations for changing regulations.
These refer to: a) coastal state requirements; b) flag state requirements; and
¢) international requirements, established through the International Marine
Organization (IMO). To mention some recommendations, they refer to
design of MODUs, fire and exposure strategies, layout of machinery, ventila-
tion systems, persons in charge, regulatory inspections, fire-fighting systems
and components, engineering evaluation, performance standards of systems
and components, life-saving issues, introduction of compulsory shore-based
operation centers, more comprehensive inspection standards for foreign-
flagged MODUs* and risk assessment models.

The USCG received 282 comments that took issue with numerous find-
ings and conclusions in its joint report. They came from five entities — i.e.
the main contract partners — and only a very few of them were acceptable to
the Coast Guard: the Coast Guard disagreed with most comments and
believed that the JIT’s recommendations were supported by the evidence of
the investigation. The comments were considered but did not impact the
decisions reflected in the Commandant’s Final Action.®

2Joint Cover Memo, September 9, 2011, Volume I and Volume II, plus Appendixes,
September 16, 2011, http://www.deepwaterhorizoninvestigation.com/go/doc/3043/
1193483, 25th, September 2011.

33Joint Cover Memo Introduction letter to Joint Report, September 9, 2011.

#*Bear in mind the Deepwater Horizon was registered in the Republic of the Marshall Islands.
3Joint Report, Response to Comments on the Coast Guard Deepwater Horizon Report of
Investigation, Enclosure to Volume I of the report.
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1.10. Violation of laws, regulations,
procedures and policies

The BOEMRE report of September 2011% covers the same subjects as the
carlier Report to the President of January 2011.%” Its objective was to ana-
lyze the causes of the disaster, to mention the violations of US regulations
and make recommendations to improve the safety of offshore drilling.
BOEMRE found that seven compulsory US-regulations were violated. The
report also analyzes company practices and written procedures which had to
be followed by all employees. The report states that eight company practices
with regard to safety and risk management were violated, mainly by BP
itself.*® Six out of eight were contributing causes of the Macondo blow out,
while two were classified as possible contributing causes. “As a prudent
operator, BP should have complete control of operations and issues sur-
rounding operations on its lease.”*

Earlier, BP stated that Halliburton and Transocean were to blame, being
responsible and liable for their own activities, as — according to BP — they
are the specialists in their area of knowledge. The lesson to be learned from
this case by all technicians operating at dangerous projects: you may contract
out your responsibilities and liabilities to contractors, subcontractors, service
providers and suppliers, but contracting out is a risk in itself. Transferring
risks is common practice in the construction and oil and gas industry. In real-
ity, risks never disappear. In all events, the party who contracted out the risk
remains responsible and accountable with regard to the competent local
authorities having jurisdiction over local activities.

1.11. Sharpening regulations

Drilling activities in the Gulf of Mexico were interrupted for two months. All
drilling rigs and further installations were inspected. Safety policies were
checked. When this moratorium was lifted, new rules were imposed.*® The
US administration temporarily barred more than 3,800 contractors from win-
ning new federal work in 2012. Not all of these bans were related to the oil

3Volume 11 of the Joint Report.

% Deep Water, The Gulf Oil Disaster and the Future of Offshore Drilling, Report to the
President, National Commission on the BP Deepwater Horizon Oil Spill and Offshore
Drilling, January 2011.

#Pp. 191-193, Volume II.

#Joint Report, p. 191, Volume 11.

4 New York Times, October 13, 2010.
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spill disaster. In BP’s case, the ban was imposed because the company’s con-
duct during the 2010 Deepwater Horizon disaster showed “a lack of business
integrity”. The action does not affect existing contracts.*’ One of the reasons
for barring some oil and gas contractors was that they appeared to be not up-
to-standard as far as HS&E regulations were concerned.

Competent authorities in Denmark, the Netherlands, Norway, the
United Kingdom, Ireland, Sweden, Germany and other countries checked
their existing regulations. All of them scrutinized the supervision of all exist-
ing oil and gas concessions. The number of inspections has been intensified
everywhere. All offshore operating companies had to forward their proce-
dures for ongoing drilling activities, to inform authorities which equipment
was used, what competences were attributed to the regular workers and
their emergency and rescue plans in the event of a disaster. Companies had
to report which safety measures were taken during recent years.

Awarding licenses and concessions has become much stricter. As a con-
sequence, operations costs for all oil and gas companies have increased
dramatically in a very short period of time. International public authorities
sharpened their regulations with regard to design, maintenance and inspec-
tions, notwithstanding the fact that there is no proof that systems or com-
ponents (for instance the electrical equipment and installations) were in bad
condition or failed, neither that they contributed to the disaster. In the
future, building and operating the assets will require increased investments
and costs. Contractors of drilling platforms will be faced with inspection
authorities who keep stricter regulations in stricter hands. The bad risk
management of a few private parties has increased future investments and
costs for the entire oil and gas industry all over the world. Laws that
arrange for damages after oil disasters have been changed and the maximum
fine has increased from $75 million to $10 billion damage compensation in
the USA.

Four oil exploration companies announced the foundation of an alliance
and provided funding of $250 million each to develop a system, capable of
catching up to 100,000 barrels a day, in case a comparable disaster to that of
the Macondo well should occur. They hope that new licenses and concessions
will be granted. The companies involved are ExxonMobile, Chevron,
ConocoPhilips and the Dutch-British Shell.*?

*'Bloomberg, December 20, 2012.
*“New Oil Spill Containment System to Protect Gulf planned by Major Oil Companies,
Chevron press release, July 20, 2010.
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1.12. Causality and risks

The management of BP, responsible for the operation of the well, had an
appetite for risk, or it disregarded the risks involved. The job was over sched-
ule and over budget. Simon (2000) analyzed the circumstances and the con-
ditions in assessing internal risk pressure.** The job was over time and far over
budget. Working under pressure results in stress, and stress in its turn may
jeopardize clear thinking, clear reading of gauges and test result values and
coming to balanced conclusions to implement the correct actions.

In the offshore and construction industries, damage is very seldom caused
by one element; in most cases, two or more causes come together. Here, in
the BP disaster, at least six risk-accumulating causes occurred at the same
time. Most probably all of those were sine gua non causes. That means that if
one such cause had not happened, the disaster would not have taken place.
Management’s inappropriate disregard for risk assessment created the climate
where all causes were overlooked; the signals were ignored by the staff
responsible for safety and risk assessment.

There is another phenomenon that requires attention. Before the disaster,
the US surveying authority was the Minerals Management Services
Department, which monitored oil exploration and drilling activities. During
the hearings, it appeared that the rules and regulations were formulated in
general terms only, leaving the details up to oil companies (in this case, BP).
BP was able to change testing procedures five times without being questioned
by the surveying authority. Apparently, BP had much more knowledge con-
cerning the operations and the risks involved than the surveying institute.
This may be true for most international, high-tech contracting activities.

When you, as a project manager, are responsible for a job — in, for exam-
ple, the Great Republic of Swania — it may happen that you are in a position
to convince the surveying authorities that a certain way of operation is
“absolutely safe”, without the inspectors of the official institute being able to
criticize you. In such a situation, you obtain a permit, while you know that
the institution that issued the document is not in a position to judge all risks
involved. This gives you an ethical dilemma. Is your proposed action a full
100% safe, and does it sufficiently meet the risk management policy and
guidelines of your company? Or are you cutting corners to speed up your
time schedule and to limit your financial losses, through accepting more risk
than you normally would do?

$R. Simon (2000), Performance Measurement & Control Systems for Implanting Strategy.
Upper Saddle River, NJ: Prentice Hall, pp. 264-269.
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What happened in the BP oil spill could happen in any project. Engineers,
project managers, project directors, engineering staft and operators should
realize that, from time to time, working under pressure is not dramatic, as
long as you keep a cool head. Any project can be placed under pressure. That
was the case here: over time and over budget. The rig was committed to the
next job and was squeezed between two deadlines. In those circumstances,
BP, as well as Transocean, had good reasons to speed things up. However, by
neglecting normal safety procedures, tremendous risks were accepted. The
pressure to finish the job came from senior management, both at BP and at
Transocean. The project failed due to failure of management and leadership.

1.13. Conclusions

BP was rather autonomous in setting the rules for the negative test. In this

self-governing position BP could summon a changed test procedure in the

morning meeting on April 20. BP overruled the advice of its specialized service

providers Transocean and Halliburton. In any project design technical choices

have to be made. They are always connected to project costs and project risks.
From our analysis we may conclude the following;:

o Risk management starts even beforve tendering for projects. When tendering,
one has to investigate and list all possible risks. The design of the drilling
pipe was made by BP. The rig was hired by BP. Oilfield service activities
were subcontracted to anumber of specialist subcontractors. Subcontractors
accepted BP’s instructions. Subcontractors should remain cautious and
critical about risks which are related to the design and engineering of a
project. Why does the employer decide on a certain design? How many
redundancies were built into the design? Analyze your own company’s tech-
nical, project and safety procedures. Provide timely feedback to your
employer. Don’t accept everything that is submitted to you.

o Project management and international contracting ave all about risk man-
agement and risk allocation. All contract parties involved had excessive
technical and safety procedures. All statf probably were well trained. But
what about the basic risk mentality that was conveyed? Why were these
technical and safety procedures not followed?

o Assess risks carefully. Do so in a joint discussion among all contract parties
involved. Write down which potential causes for damage may be hidden in
the intended operations. Distinguish between sine qua non causes (“show-
stoppers”) and consequential causes. Ask yourself if the total risk of an
operation is increased if two or more causes occur at the same time.
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o Value the expertise of your subcontractors. Discuss what will happen in the
event that damage occurs. Listen to specialized service providers and their
subcontractors. They know more about specialized activities than you do.
Use their experience; your company is paying for it. You have the right to
be informed about the best advice that you can get. Analyzing project risks
is done in concert with your business partners. Your risk is their risk, and
the other way round. It is better to cooperate with your contracting par-
ties than blame your business partners afterwards when things go wrong.
Leave your ego at home.

o Tike good care of your equipment. Do not neglect maintenance. Be respect-
ful of maintenance procedures, and of the maintenance schedules of your
equipment. If maintenance appears to have been neglected, you put your
company in a risky position before any court.

o Keep your nerves under control. When top management puts increasing
pressure on you to stay within budgets, and when you are squeezed to
meet deadlines, realize for yourself that your personal responsibility will
never disappear. At any time, and under any law system, you will remain
responsible for your actions or non-actions. This is even true when your
boss, your contractor or your employer orders you to put aside safety pro-
cedures. Don’t forget that tens of high-ranked persons of the companies,
as well as the individuals involved in the Gulf disaster, will be brought
before court, this time not as witnesses, but as suspects. The responsible
site managers of the Macondo project were amongst the first to be sued.

o When private companies fail to manage their visks adequately, compulsory
and stricter legislation will follow. The best ways to cope with risk manage-
ment are excellent leadership, managing by example, personal wisdom and
integrity. Failing risk management leads to increasing costs and invest-
ments for the entire offshore and contracting industry.

o Risk management occasionally may suffer from the egos of arrogant senior man-
agement. Such management operate from a large distance and who issue
orders without really understanding and knowing what is going on at the
work site. No risk management system can replace or cover for a bad relation-
ship between senior executives of companies that are supposed to cooperate.

In modern society, project managers and project engineers hold very
responsible positions. Being a project manager and project engineer is won-
derful, that’s for sure. The work ofters challenges and adventure. However, it
also brings responsibilities towards society and the environment. No contrac-
tor can escape from risk and responsibilities. When managing risks, project
managers and engineers are recommended to think and plan before they leap.
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Chapter 2

The Role of Contracting
in International Contracting

2.1. Case — What is reasonable?

Some years ago, a major Dutch contractor got the challenging assignment to
do specialist dredging work to deepen the fairways to Rio de Janeiro. The
agreement between the Port Authority of Rio de Janeiro and the contractor
was a FIDIC Dredging and Reclamation Contract, which stipulated the
works to be delivered “fit for purpose”.

Based upon the soil investigation, which was conducted by a specialist
consultant on behalf of the Port Authority, the Dutch contractor prepared his
work plan and time schedule. As the soil investigation showed, no specific
problems were to be expected in the dredging area. However, a few weeks
after the work commenced, the dredger stumbled on some unexpected hard
rock formations. As a result of this, the cutter teeth and adapters of the
dredger needed to be replaced more frequently, leading to higher operational
costs and a delay in the time schedule. When the job was finished, there was
no profit and the contractor was cited by the Port Authority for late delivery.
The contractor was appalled, since he had worked exactly according to the
Port Authority’s instructions and the technical data that was provided. In
reaction, the contractor claimed against the Port Authority for its defective
and incorrect soil investigation, and the negative consequences that resulted.

When both parties went to court for settlement, the Judge sentenced the
contractor. He argued that since the work was to be delivered fit for purpose,
it would have been the contractor’s responsibility to check the validity of the
results of the soil investigation. By not doing so, the contractor assumed the
risk that data would not be complete or correct, so damages should come
from the contractor’s account. Furthermore, he decided that the Port
Authority’s claim for late delivery should be awarded against the contractor,
since this was arranged in the contract.

29
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Another large Dutch contractor conducted a major work in Berlin, Germany.
After the fall of the Berlin wall in 1989, a major reconstruction of the city was
decided upon. In the next decade, billions of euros were invested to improve
Berlin’s infrastructure. As a result, it happened that two contractors would con-
duct construction works next to each other, i.e. at adjacent sites. The German
contractor had assembled a large construction pit, which was secured by major
sheet piling. However, one Saturday morning, after heavy rainfall, the sheet pil-
ing started to crack, causing a flood of water to flow into the construction pit.
As the Dutch contractor’s crew were aware of what was happening, and since
only security personnel were around at the German contractor’s site, they imme-
diately mobilized equipment, sand and concrete, to stop the sheet piling from
further breaking down. In doing so, they were able to limit the damage for the
German contractor. In the week following this incident, the sheet piling was
repaired and the Dutch contractor’s equipment could be moved to its own site.

Since the Dutch contractor incurred considerable costs for this operation,
the project manager deemed it reasonable that these costs would be reim-
bursed by the German contractor. However, the German project manager
referred to his contract manager. The contract manager acted rather formally:
since there was no contract between the German contractor and the Dutch
contractor, the latter was not entitled to any compensation. The German
contractor felt it was only obliged to payment to any third parties, and only
it it had engaged formerly in a contract with those parties...

The Dutch project manager was appalled; he was of the opinion that it
would be absolutely reasonable to have the cost of his rescue operation fully
covered by his German colleague. However, no payments were ever made in
this respect by the German contractor.

These cases lead to a few observations. One is that Dutch contractors, for
many years, have operated in a truly international environment. Most Dutch
contractors obtain more revenue and profits from employers abroad than
from employers in the Netherlands. As a result, project managers and contract
managers have to deal with different cultural settings and environments.

As the Rio case shows, the type of contract between contractor parties
defines roles, responsibilities and liabilities between parties. When a work
needs to be delivered fit for purpose, the contractor is held responsible and
liable for the design of the work. As such, the contractor needs to validate the
technical information that is provided by the employer or the employer’s
engineer. Having a good understanding of the different contract types that
can be encountered in the international offshore industry is crucial for a suc-
cessful completion of the work — and to prevent unpleasant surprises!
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The Berlin case shows that different cultures may have different interpreta-
tions of what is reasonable. The German contractor operated from the principle
that if you have no agreement, you would not be liable or responsible for any
payment. The Dutch contractor operated from a different principle: in a case
where you see a disaster strike, you need to act immediately. In the German view,
there was nothing wrong with that, provided that the Dutch contractor made an
immediate phone call to the German project manager for his permission to act.

2.2. Changing relationships in international
contracting

Globalization is, already for many years, a characteristic of the international
contracting and construction industry.! Projects, by definition, are large,
complex and, as a result, carry a lot of risk. Managing these projects requires
superior project management as well as a careful orchestration of all disci-
plines and stakeholders involved.

In general, the future of the international contracting and construction
industry seems bright. This is due to a number of factors:

o Increasing world population. It is expected that the world population will
grow from its current 7 billion people to 9 billion people by 2050.? This
will result in an increasing demand for infrastructure, not only in terms of
houses to be built, but particularly also in terms of trade infrastructure that
will be needed to support transportation and logistics flows within and
among nations. As most of the population growth is to be expected in
coastal areas, this will call for a greater demand for land reclamation pro-
jects, deep-water harbors and ports.

o Newly constructed infrastructure to be developed in the next decades will
be needed in areas outside Europe and North America. Economic devel-
opment and new land reclamation will be concentrated in Africa, Asia,
Oceania and Latin America. More and more economic power will move
from the developed Western countries to upcoming economies.® This

'"Throughout this book we will use “contracting industry” to refer to the international offshore
and construction industry, i.e. industries which are characterized by large construction projects
offshore as well as onshore.

2United Nations, Department of Economic and Social Affairs, Revision of World Population
Prospects, 2010; UN Press Release, May 3, 2011.

*]. A. Goldstone (2010), The New Population Bomb, The Four Mega Trends That Will
Change The World, Foreign Affwirs, January/February, http: / /www.foreignaffairs.com/articles /
65735 /jack-a-goldstone /the-new-population-bomb, January 21, 2013.
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Figure 2.1. Offshore oil and gas capital expenditure (US § bn). (Source: Douglas-Westwood
and Energy Files: “World Offshore Drilling Spend Forecast 2009-2013”.)

means that Western European contractors will largely book their orders in
foreign cultures and foreign legal systems.

o Increasing energy consumption. The increasing world population will
require more energy in terms of oil and gas. Due to the exhaustion of
traditional oil wells and gas fields, new and more difficult energy reservoirs
will be exploited. Next, investments will be made in renewable energy
infrastructure (e.g. offshore wind parks, submarine cables). This will
require massive investments in new technology (see Figure 2.1). To cite
an example: as Brazil has now found one of the largest oil reserves in the
world, located three and a half miles off the coast at a depth of three to
five kilometers, Petrobras* has announced investment plans of over
$225 million for the period 2012-2017.% Similarly, other oil companies
have significant investment portfolios.

o Growing needs for terminal and transport capacity. Given the growth of
the world population and the increasing energy consumption, countries
will need to expand their terminal and transportation capacity. To
accommodate new terminal capacity, existing ports need to be expanded

*Petrobras: the Brazilian state oil company.
®S. Pearso and J. Leahy (2011), Perrobras in $225 bn investment plan, Financial Times, July 23.
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and new ports need to be built. The current investment plans of China
and other Southeast Asian countries are good news for international

dredging, engineering and construction companies.

During the past decades, some markets have changed dramatically. The

oil and gas industry has witnessed an ongoing concentration. Today, a hand-

ful of large, powerful, professional oil companies dominate the competitive
arena. As a result, the relationships between these companies and contractors
also have changed dramatically:

Complex value chains. Large companies in general have focused on their core
competencies, whilst outsourcing their non-core activities to specialist provid-
ers. This has resulted in complex, international value-chain structures where
contractors may need to work together in different constellations (e.g. joint
ventures, alliances) in combination with a myriad of subcontractors and mate-
rials suppliers. Managing these supply networks has become extremely com-
plex. Adding to this complexity is the fact that clients in different parts of the
world operate with different degrees of bureaucracy and ethics.

Risk management. Given the increasing size and complexity of projects,
financial and technical risks have increased. As a result, large companies
now try to move these risks to their business partners, using advanced risk
allocation and contracting methods and techniques.

Contract management. Many large companies today have segregated pro-
ject management and contract management, which are considered to be
closely related but separate disciplines. As a result, contract management
has become a specialist discipline and has made interorganizational rela-
tionships more complex and detailed. In general, this has resulted in even
more formal relationships between contract parties.

Claim culture. As contracts have become more complex and formal, rela-
tionships between parties have become more tense. Any change in the
scope of work by the employer during project execution may immediately
result in claims for extra time and budget and resources from the contrac-
tor. Vice versa: any failure by the contractor to meet the employers’
requirements may immediately lead to claims. As a result, the culture
between parties has changed during the past decade. Traditionally, the
claim culture has prevailed in Anglo-American countries. However, this is
now making inroads in other Western countries.

The way in which large employers deal with their contractors clearly has

affected the contractors’ business strategies, business models and ways of
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working. It has also affected relationships with suppliers and subcontractors,
who, in general, have been confronted with more formal behavior from the
contractors they work for. In general, the following observations can be made:

Focus on core competencies. Given the excessive pressure that employers
impose on their contractors, contractors started to specialize. The basic
idea was: focus on what you can do best, and outsource or subcontract
non-core activities to specialist subcontractors and materials providers.
This has become apparent, for instance at Dockwise, a specialist provider
of heavy transportation in the maritime industry. Dockwise decided in
2004 to outsource its entire ship management in order to concentrate on
customer-relations management and engineering. Oil companies like BP
decided to outsource their drilling and maintenance activities to special-
ized service providers.

Differentiated value propositions. Large employers nowadays expect inte-
grated solutions from their contractors. When constructing a port, this
needs to come with terminals, storage and transportation infrastructure,
which should be arranged for by the contractor. As a result, the contractor
has moved into the role of supply-chain integrator and orchestrator, some-
times being responsible for getting all the permits from the government
and managing all the agreements with subcontractors and materials sup-
pliers. Landing and executing these integrated contracts has dramatically
changed the risk profiles of contractors.

However, since competition for large infrastructural projects is intense,

contractors also need to be able to do routine, less complex works at com-
petitive prices to maintain a high level of equipment utilization. As such,
contractors need to provide different value propositions to different mar-
kets and market segments.
Validated ways of working. As employers move more risks to contractors,
this calls for a full tracking and tracing of their activities. This is not only
true for activities that are conducted by the contractors’ personnel; it also
holds for activities conducted by subcontractors and suppliers. Given the
complexity of the networks that project managers need to manage today,
this is quite a challenge.

Apart from these changes in strategies, business models and ways of work-

ing, project managers need to be able to deal with different clients. Executing
a major project for an international oil company is quite different from work-

ing for a governmental institution in a third-world country. Project managers
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need to work in different environments, for different types of customers and
to be able to work with different types of contracts.

2.3. Contract management and contracts

Parties that operate in the international construction value chain are linked to
each other through contracts. As we have discussed, contracts have become
more complex. They also have become more varied. Today, different con-
tracts are used for different situations and different objectives.

In this book we define contract management as: “The process that
ensures that all parties to a contract fully meet their obligations, in order to
satisfy the operational objectives of the contract and the strategic business
goals of the customer.”¢

This definition warrants some more discussion. The definition refers to
contract management as a process, which is aimed at successful and profitable
project delivery. Usually, different stages can be identified in the process of
contract management, i.e. the pre-contractual stage, the contract-negotiation
stage and the post-contractual stage.” These three stages are interrelated:
problems that have occurred in the pre-contractual stage between contract
partners may surface during project execution. Therefore, it is important to
be aware of the full contracting cycle when engaging in a contract.

The definition also refers to the obligations from both parties, which
should be fully met. Obviously, it is difficult to put all obligations in writing.
As projects differ in terms of complexity, their outcome may be more or less
predictable. Therefore, a good contract will allow for specific arrangements®
or contract parties, when, during the course of project execution, circum-
stances may change.

The third aspect is that a contract does not focus only on activities that
are necessary to realize the project objectives. A good contract also takes into
account the strategic business goals of the final customer. The final customer
may, in many cases, not be the contractor’s contract party, i.c. employer. In
the case of dredging for a new port, the employer may be the port authority.
However, the final customer may be the city (or the country) which has an
economic interest in having the harbor completed. In such a situation, both

¢Obtained from various sources on the Internet (see www.cips.org, https: //sonsultations.rics.
org, www.business.govt.nz).

"Post-contractual stage refers to those activities that are commenced after contract closure.
81.e. contract clauses.
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the employer and the contractor may have one common interest: to jointly
serve the interests of the city’s council. Later in this book we will discuss dif-
ferent perspectives from which contracts may be considered.’

A major problem that underlies contract management is how to transform
a conflict system into a cooperative one.'* Traditionally, the major problem
between contract parties is how to overcome conflicting interests. Usually,
the employer’s main interest is to pay as little as possible for the job to be
done. However, the contractor’s main interest will be to get as much money
as possible from the assignment. This conflict of interest is, in most cases,
dealt with by negotiation. Prior to the negotiation, each party will consider
its interests, what it wants to get out of the negotiation (maximum versus
minimum position) and what tactics it will use to attain its goals. Negotiation
usually leads to solutions where one party gives in to the benefit of the other
party. It may lead to situations where a party feels outsmarted and where
concessions were made that were later regretted.

Negotiation may be an eftective coordinating mechanism for less complex,
one-shot deals. However, for more complex and risky projects, where parties
will be engaged for a long period of time, other mechanisms may be needed.
Parties should avoid the situation where objectives are not jointly consistent
(conflict system). The challenge is how to transform a conflict system into a
cooperative one, in which individuals act rationally in the name of a common
objective. In practice, this is a challenge that can barely be overcome.

A conflict system is one in which parties have objectives that do not con-
cur. It is organized through exchanges and other interactions between par-
ties. A cooperative system is one in which parties act rationally in the name of
a common objective. Conflict systems can arise through bounded rationality
(participants would like to act rationally but fail to do this) and /or opportun-
ism (participants try to optimize their position at the expense of others).
Later in this book we will discuss how to overcome the disadvantages of
conflict systems.

This book will cover different types of contracts to a fair degree of detail.
A difference will be made between three basic contract types: lump-sum con-
tracts, cost-reimbursable contracts — i.e. time and materials — contracts and

unit-rate contracts.!! Most contracts are a combination of these three

?See Chapter 3.

19This discussion was taken from J. R. Turner (2001), Project contract management as a theory
of organization, ERIM Report Series, ERS-2001-43-ORG, Erasmus University, Rotterdam,
the Netherlands.

"See also Section 8.2 for a discussion of these and other contract types.
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archetypes. Next, we will discuss different contract forms, which are covered
by international standard contracts. Our discussion of contract forms will
include: Construction contracts, Design and Construct contracts, EPC con-
tracts, DBFM contracts, engineering contracts and subcontracts. Most inter-
national standard contracts cover these contract types. Standard contracts that
will be discussed include FIDIC, LOGIC and CMM. Next, some specialist
contracts for the offshore industry (BIMCO, TOWCON, TOWHIRE) will
be discussed.

2.4. The role of project managers and contract
managers

The role of project managers in international contracting projects is crucial.
Working at places that are often very remote from their headquarters, project
managers need to manage their projects within the corporate guidelines, the
contract, the project budget and timeline. As projects become more inte-
grated, this calls for new tasks: arranging permits from the local government,
communicating with local stakeholders on the progress of work, communi-
cating with the employers and the employers’ engineer, negotiating and con-
tracting the subcontractors and the materials suppliers, staffing the project
and managing the workers, keeping control of progress and quality of work,
keeping control of budgets and cash flow, to name a few.

Today, project management means stakeholder management rather than
only managing a project in a technical way. This is why project managers are
recruited increasingly from non-technical disciplines. On the road to project
success, the project manager needs to align all stakeholders’ activities with the
client’s business interests. As, in most projects, a large part of the work is con-
tracted out to subcontractors, this calls for effective contract management.

This book describes the role of project managers in the full contracting
cycle. It describes how project managers can create alignment among contract
partners. It also describes what problems may be expected in relation to the
different contract types that can be encountered, and how to solve these
problems.

2.5. Conclusions

The world of international contracting is a dynamic world. As the global
economy and world population grow, the need for energy and infrastructure
grows. This is not only true for civil infrastructure such as ports, airports,
railways, and roads, it is also true for industrial infrastructure such as power
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plants, renewable energy farms, petrochemical and chemical installations. As
such, the future outlook for international contracting firms seems bright.
However, as investment in such infrastructure becomes larger and projects
more complex, risk management has become a key issue in managing projects
successfully. Many large clients, private as well as public employers, try to
cover part of these risks through detailed contracts, which stipulate the rights
and liabilities of the parties involved. In dealing with contractors, employers
have introduced contract management increasingly as a separate discipline to
manage their projects. Over time, projects have become more integrated and
multidisciplinary. As a result, risks and responsibilities have been shifted to the
contractors.

Contract management has developed into a separate discipline. The cli-
ent’s contract managers are involved at an early stage of project development
to define what contract types and templates to use, given the background and
technical complexity of the project. During project execution, they support
their internal project leaders by following up the contractors’ activities against
what has been contractually agreed.

The increased sophistication, which at client-side is apparent in many
industries, poses interesting challenges to contractors. In managing projects
successfully, the contractor’s project managers need to understand the differ-
ent contract forms or contract types that they might encounter. More particu-
larly, they need to understand in what circumstances these contracts are used
and what responsibilities and liabilities result from these contracts. Moreover,
they need to have a thorough understanding of the different pricing mecha-
nisms (such as lump-sum/fixed-price, reimbursable and unit-rate mecha-
nisms), which may be used in these contracts. These subjects are the core of
this book and will be dealt with in detail in subsequent chapters.



Chapter 3

The Client!

3.1. Case — No discrimination

During the early 1980s, the government of Denmark issued a tender for the
construction of a bridge, spanning six kilometers over the Great Belt. The
bridge was part of a 17-kilometer highway connecting the islands of Funen
and Seeland. Following the European Directives on Public Procurement, the
tender was announced in the EC Tender Electronic Daily (TED). Based on
the unique nature of the project, the Danish government had opted for the
negotiation procedure with prior publication. Having received the bids, five
consortia were shortlisted. Finally, the European Storebaelt Group (ESG) was
selected.

However, before the assignment was awarded, one of the other consor-
tia submitted a claim to the European Commission because of a violation of
the EC Treaty. The tender documents stipulated that the work needed to
be performed, as much as possible, with Danish employees and Danish sub-
contractors. Such conditions were deemed to be a violation of the non-
discrimination principle of the EC Treaty.

Next, objections were made against the fact that the quotation by ESG
was used as a benchmark to compare the other bids. This was considered not
to be fair to all bidders. Finally, the competition claimed that ESG’s quotation
did not meet the requirements of scope of work, the technical specifications,
as well as the award criteria that had been announced in the publication prior
to tender.

Even before the contract was awarded, the European Commission informed
the Danish government about the claim that it had received. Notwithstanding,
the Danish government awarded the contract to ESG. In response, the

'In the remainder of this book we will use the following synonyms for client: “customer”,
“employer”.

39
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European Commission summoned the Danish government to cancel the
award. When the Danish government refused, the European Commission
started a legal case before the European Court. As part of the claim, the
European Commission demanded that the Danish government suspend all
construction activities until the European Court came to a judgment.

During the preparation for the trial, the Danish government admitted to
the European Court that the non-discrimination principle of the EC Treaty
had been violated. Therefore, the Danish government proposed to come to
a settlement with the opposing consortium. Once such a settlement had been
concluded, the case was closed by the European Court. Although the exact
amount was never made public, rumors are that the Danish government set-
tled for 10% of the total contract price.

The case of the bridge over the Great Belt in Denmark is a classic one. It
was one of the first cases where a local member state was sued by the
European Commission for violation of its European Directives on Public
Procurement, with regard to a large infrastructural project. These directives
are mandatory. Member states cannot put them aside. This is also true for
those contractors that act on behalf of European governments on their pro-
jects. These European directives also need to be taken into account by, for
instance, Shell, in respect of its exploration or drilling operations in the North
Sea. As Shell operates under a concession from the government, it automati-
cally follows that all subcontracting undertaken by Shell needs to be in
accordance with the European Directives on Public Procurement. The fact
that Shell is a private company does not exonerate it from acting in accord-
ance with these directives.

The world of international contracting is a complex and diverse world.
Construction firms and offshore companies deal with a variety of clients,
operating in diverse environments in different cultures and legal systems. This
makes every project unique — not only in the technical sense, but also in the
sense that project managers need to deal with different companies and organ-
izations, personalities and legal rules and guidelines.

This chapter deals with that variety. It briefly describes the trends and
developments going on in large private companies that deal with international
contractors. Next, developments in the public sector will be described. In
doing so, we provide a short description of the role and value of public—
private partnerships (PPPs). Differences in the value systems of clients lead to
different practices in projects and contracting. We will briefly discuss the
implications for obtaining permits, financing projects, the role of advisors and
the impact of different law systems and cultures. This chapter provides the
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project manager with insights that will be key for project success: the values
and interests of the clients whom he may work for.

3.2. Private sector

The private sector for international contractors consists of different market
segments. Usually these market segments include the oil and petrochemical
industry, energy producers and public utility companies, shipping and trading
companies and real estate companies.

In general, these large customers are increasingly searching for an all-
inclusive service offering, as well as early contractor involvement, in their
dealings with international contractors.

The following trends can be observed in the contracting behavior of, in
particular, large clients:

o Cost, schedule and flexibility. Due to heavy international competition, pro-
jects need to be accomplished against very competitive budgets and tight
schedules. The sooner a platform is in production, the sooner the oil com-
pany can earn back its investment. Given the strong price competition in
these markets, international contractors are played off around the world.
Hence, European contractors need to compete head-on with their
American and Asian counterparts.

o Risk management. As supply chains have become much more visible due
to Internet technology and social media, large companies impose increas-
ing demands in terms of health, safety, labor conditions and environment
(HS&E requirements). Problems — like with Brent Spar? and oil spills in
Nigeria — have put companies like Shell in the spotlight. This has resulted
in a strong focus on risk assessment and management. Where possible,
clients try to shift their risks to the contractor without additional
compensation.

o Strict and formal tender procedures. In order to reduce risks, large compa-
nies impose increasing demands on contractors in terms of quality, opera-
tional performance, craftsmanship and HS&E. As a consequence, the
tender process becomes more laborious and it has become more difficult
and laborious to qualify as a contractor.

2Brent Spar was a North Sea oil storage loading buoy in the Brent oilfield, operated by Shell
UK. Brent Spar became an issue of public concern in 1995, when Greenpeace organized a
worldwide, high profile media campaign against Shell’s plan to dump the Brent Spar in the
Atlantic.
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o Role of advisors and engineering firms. Many companies operating in the
oil and petrochemical sector have focused on their core activities. Non-
core activities are subcontracted increasingly to specialized firms. Detailed
engineering work, which used to be done in-house, nowadays is out-
sourced to specialized architects and engineering firms, who provide the
liaison between client and contractor. As a result, large firms have lost
significant technical knowledge, for which they now rely on engineering
firms and contractors.

o Lifecycle costing and management. As the investment cost of many pro-
jects is just a small part of the total lifecycle cost, large companies some-
times award projects based on Total Cost of Ownership (TCO)? rather
than price alone. Moreover, they want their contractors to take part in
financing the project and maintaining it atter completion. This requires
totally different capabilities and resources from contractors to win con-
tracts. It also demands different requirements of project managers, who
increasingly need to be familiar with the financial engineering of
projects.

o Early Contractor Involvement (ECI). As contractors are often specialists in
their business, large customers want to involve them early in the design
process. Contractors are invited to participate in design contests or beauty
contests or, sometimes, they are pre-selected on the basis of their input,
i.e. ideas on basic designs. Often, these activities need to be conducted
without full payment. Although this system offers participating contrac-
tors no guarantee of being awarded part of the project, it could be advan-
tageous for the client to have a contractor implement its “own” design.

o Changing demands. The contractor is often confronted with continuously
changing customer requirements during the tender process. However, this
may also happen during project execution, with clear (or, more often,
unclear) consequences for the project budget and schedule. A good exam-
ple of this is the High Speed Line project in the Netherlands where, after
approval of budgets and project plans, political leaders decided on an extra
underground tunnel under the green heart of Holland. Not surprisingly,
this had dramatic consequences for both the project budget and the pro-
ject schedule.

o Integrated solutions. Where large companies traditionally focused on con-
tracting for a single activity, today they increasingly seek integrated solu-
tions. This is true for a company like Boskalis, for instance, which made its
reputation in international dredging work. Today, the company has to

3Also referred to as “Life Cycle Cost”.
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deliver a Turnkey coastal-protection infrastructure, the accomplishment of
which includes many more disciplines than only dredging.

These examples show that international contractors today face a varied
world of private customers with different demands and requirements.
Demands and requirements differ between market segments, but may even
differ within a market segment. These multifaceted requirements should be
met by the contractors with multistaged value propositions, which need to be
delivered through integrated supply chains. This is not always easy for
the more traditional contractors, who do not have the required expertise in
the fields of engineering, financing and multidisciplinary scopes of work.

This idea is depicted in Figure 3.1. Different customers with different
needs require different value propositions and different contracts. A major
challenge in doing so effectively is how to align the interests of all stakeholders
involved.

In conclusion: a project manager should keep a keen eye on the interests
of his clients, which underlie the project that they commissioned. It is not so
much the completion of the project that the private client is interested in; he
is more interested in what commercial interests and benefits he may accrue
from the project. As a result, the project manager should have a good under-
standing of these commercial interests, which are not always clearly

Total project and

life cycle cost /-— Key:

Key contractor / Coastal protection and

selection l land reclamation
criterium / ‘

Innovative Government Agencies
Government Owned Project Developers

Single activity _—-/‘rradi[ional Government Agencies

cost

Dredging only Multiple services &
Customer demand Early involvement

Figure 3.1. Changing market requirements in the offshore industry lead to more integrated
value propositions in projects. (Source: Boskalis* internal document, published with
permission. )

*Boskalis, officially Royal Boskalis Westminster NV, www.boskalis.com.
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communicated to him. Small engineering changes or schedule improvements
(early delivery) may be of great value to the client. On the other hand, small
delays and quality flaws may have severe financial consequences for the client.
The project manager should be aware of the client’s key interests, so that he
can make an adequate assessment of his options whenever he needs to decide
on a course of action.

3.3. Public sector

Some of the trends and developments that have been described in the previ-
ous section also apply to the public sector. However, in essence, clients from
the public sector operate quite differently from those in the private sector.
The key difference is that public-sector officials and politicians need to justify
their decisions to their taxpayers and are subject to complex political regimes.
Decision-making on large infrastructural projects in this sector is, therefore,
often bureaucratic and surrounded with uncertainties. It is highly political in
nature. Since the political climate in the country can change overnight, long-
term collaboration with governmental institutions, which is often needed in
large infrastructural projects, is quite a challenge. Moreover, in many coun-
tries, specific laws and directives may apply on how to engage in contracts for
large civil works.

Below, we describe the most important trends and developments in deal-
ing with governmental institutions as clients:

o High political visibility. Large governmental investments in infrastructure
projects usually have high political visibility. Given their complexity, the
investments involved and the opposing views among politicians, these
projects are closely monitored by the press. Decision-making and planning
is complex due to the large number of stakeholders involved. This makes
the timing and planning of these projects highly insecure. To cite an exam-
ple: it took the city council of Amsterdam about 15 years to decide on the
construction of the extension of its metro system. It took the city about
another 15 vyears to execute the project. Another example in the
Netherlands is the 7-kilometer section of the A4-motorway between Delft
and Schiedam. The estimated investment will amount to approximately
€650 million in total, over €90 million per kilometer. This work will
therefore result in the most expensive road project ever. The first design
and proposals date from 1953. Since the investment and plans were finally
approved in 2011, we conclude that the public decision-making process
took a stunning 58 years.
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Consultants and engineering firms. Large infrastructural projects require
specific knowledge and expertise. Usually, contractors have an advantage
in this respect. For them, designing and executing civil works is a matter
of routine. However, for the local government or city council, the project
is often unique and a one-off event. In many cases, the leadership, exper-
tise and knowledge required to serve as a partner to the future contractor
are not present. Frequently, the apparent lack of knowledge and expertise
is solved by recruiting and hiring specialist consultants. However, involv-
ing these specialists is usually costly and time-consuming and slows down
project activities, as they first need to be selected and contracted.
Sometimes, these external parties pursue their own commercial interests,
rather than serving those of their employer. In such situations, the con-
tractor is caught between two parties, who in some cases are difficult to
align.

European Directives on Public Procurement. Most European countries have
now committed to European Directives on Public Procurement, which
regulate the procurement process for large infrastructural projects and
large-scale service contracts (e.g. contracting for large IT and software
contracts). These directives prescribe to a high level of detail regarding
how to deal with bids from contractors and services providers, how to
evaluate these bids, and how to engage in a contractual relationship with
contractors. Any mistake in the procedure may lead to either an extension
or even cancelation of the tender procedure, or claims from contractors
who didn’t win the bid. Public procurement law has developed into a fast
growing and highly profitable domain for specialized law firms. Chapter 6
deals in more detail with the importance of the European Directives on
Public Procurement for Works, i.e. construction projects.

Finance and payment. Since the financial situation in many European
countries and emerging countries is tight, local governments have become
very creative with ways to get public initiatives financed. One is to initiate
DBEM contracts for large infrastructural projects, where future contrac-
tors are obliged to participate in financing the project, its operational
execution and future maintenance. Having a detailed insight into the
financial engineering that underlies the future project is key to accepting
or not accepting any invitation for tender. This is certainly true for projects
that are executed in emerging and developing countries, and that are
financed by the World Bank and other international financial institutions.
When these institutions are involved, increasing demands with regards to
risk management and liabilities emerge. In any project, it is important to
contractually arrange for how actual payments will be made. Usually, the
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government will rely on engineering firms or external advisors to validate
the work that the contractor claims to be completed. Any debate on this
will immediately lead to the extension of planned payments. This may, as
a result, jeopardize the project’s cash flow.

These characteristics make successful project management in the relation-
ship with public-sector institutions quite a challenge. The public context
requires the project manager to keep a keen eye on the political interests that
are served through his project, and the personal interests that key officials
may have in the realization of the project. This dimension may be of greater
importance than the technical aspects.

3.4. Public-private partnerships

A public—private partnership (PPP) can be described as a government service
or private business venture, which is funded and operated through coopera-
tive institutional arrangements between public and private sectors.? PPPs may
have different forms: the PPP may perform all activities itself, or the PPP may
act as a principal, i.e. taking care of all project coordination activities, whilst
subcontracting most of the work to subcontractors and service providers.
Public—private partnerships are sometimes referred to as PPP, P3 or P.° PPP
involves a contract between a public-sector authority and a private party, in
which the private party provides a public service or executes a project and
assumes substantial financial, technical and operational risk in doing so. In
some types of PPP the cost of using the service is borne exclusively by the
users of the service and not by the taxpayer. In other types (for instance,
Private Financed Initiative projects), the private sector provides a capital
investment on the strength of a contract with a local government to provide
agreed services while the cost of providing that service is borne wholly or in
part by the government. Government contributions to a PPP may be in kind
rather than in money (notably the transfer of existing assets). In projects that
are aimed at creating public facilities, like in the infrastructure sector, the
government may provide a capital subsidy, so as to make it more attractive to
the private investors. In some other cases, the government may support the
project by providing revenue subsidies, including tax exemptions.

*See C. Greve and G. Hodge (2005), The Challenge of Public—Private Partnerships.
Northampton: Edward Elgar Publishing, p. 359.

¢Sometimes also referred to as Build—Operate-Transfer (BOT) or Private Financed Initiative
(PFI) projects.
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A PPP could be structured as a special purpose company (also “special
purpose vehicle”; or SPV). In that case, each partner will be a shareholder in
the SPV, with voting rights in accordance with the “weight” of his shares.
The SPV ofters the opportunity to organize the partners’ cooperation in a
legally sound manner and also to limit their individual liability for the finan-
cial wellbeing of the SPV. In a worse case scenario, the SPV could go bank-
rupt, leaving the shareholders with nothing of value, but at least they would
not be liable for any debts of the company.

In the context of a PPP, the shareholders in the SPV would typically con-
sist of a building contractor, a maintenance company and bank lender(s). It
is the SPV that signs the contract with the government and with subcontrac-
tors to build the facility and then maintain it. A typical PPP example would
be a hospital building financed and constructed by a private developer and
then leased to the authority. The private developer then acts as landlord, pro-
viding housekeeping and other non-medical services while the hospital itself
provides medical services.

An additional example would be a plan by the Ministry of Infrastructure
to have a road constructed, based on functional requirements, that needs to
be maintained and financed by the contractor for a period of 20 years. In
return, the contractor is entitled, for example, to levy a toll on the road users,
with the idea that, in this way, he will recover his costs and earn a profit,
sometimes backed by government guarantees as to a minimum traffic volume
or revenue. Winning such an assignment requires the active involvement of
investors, construction firms, installation firms and maintenance firms, whose
activities need to be carefully orchestrated by the main contractor. In doing
so, the main contractor will need to be able to handle different types of con-
tracts in the relationships with its key stakeholders.

Although the perspective of a long-term contract may be attractive, in
practice some major risks can be found related to public—private partnerships.
One is that strong leadership from the side of the government can be lacking.
Usually, different governmental institutions need to cooperate in such pro-
jects, whereas their professional and political interests are difficult to align.
Where this happens, the effectiveness and the quality of decision-making will
suffer. As a result, the contractor may wait a long time before decisions are
made on scope changes, schedule changes and/or claims. As has been men-
tioned before, advisors and consultants that are hired by the government to
run such a project may add to the problem, due to lack of communication,
lack of expertise and, sometimes, different agendas. An example is the north—
south metro line in Amsterdam, where the project schedule was significantly
delayed due to the lack of cooperation between the different departments
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that were involved in providing the required permits to the different contrac-
tors. Political problems as well as differing personal agendas were at the heart
of these issues.

To cite another example of a project that suffered from significant delays
and financial problems: in the HSL’-South project (a major infrastructural
railway project in the Netherlands in 2000-2006) decision-making on the
new railway safety system (ERTMS) took a long time, leading to a situation
where the system was not available when the trains needed to be purchased.
This was one reason why trains and carriages were ordered late. Next, the
supplier was not able to deliver the trains within the required timeframe.
Needless to say that the anticipated benefits from this prestigious PPP project
will probably never be realized.

In conclusion, PPP appears to be a concept that can work only in a perfect
world, where all parties have the same objectives, share the same views on
how to realize those objectives and commit sufficient resources (time, money,
equipment, personnel and expertise) to the project. Also, clear lines of
responsibility must be defined, including the appointment of a leader.

3.5. Working with clients: specific issues

Working with private and public clients in the international contracting sector
poses a challenge in itself. Some specific issues need to be taken care of. We
mention here:

o Obtaining permits. Due to their impact on the local environment, infra-
structural projects require specific permits from the government. For large
infrastructural works, the government requires an Environmental Impact
Assessment to be conducted before permits are provided. In many cases,
these assessments require specific investigations on soil conditions, effects
on air pollution, effects on wildlife, etc. Permits need to be obtained by
the client; however, in many cases, the client is happy to shift this task to
the contractor. Conducting the necessary investigations and obtaining the
permits needed will require significant time and effort. It is important that
these activities are sufficiently recognized in the overall project schedule.
In practice, this is seldom the case. Many tender processes are started
before environmental assessments are finished and permits obtained.

o Financing and payment. Before putting his signature on any contract, the
contractor should make sure that sufficient financial arrangements have

"High-speed line.
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been made by the client. First, the project manager should assess whether
the financial resources available are sufficient to conduct a job. Secondly,
he should be secure that the investors involved will be able to last during
the project (and will not go bankrupt or withdraw). Next, the project
manager should see to a previously defined payment schedule related to
clear milestones in his project planning. He should assess the risk of over-
due payments and may even consider export credit insurance.

o Consultants and engineering firms. Since these parties play a dominant
role in almost every project, developing good personal relationships with
these firms and their representatives is paramount. Too often we have
experienced in practice that a project is delayed or affected by miscom-
munication or a relationship gone sour.

o Legal system. As we will see later in this book, legal systems may vary to a
great extent. The continental European legal system, which is based on
Roman law, is a far cry from the Anglo-Saxon and Commonwealth system
based on common law. In general, the legal systems of Western countries are
much more developed than in developing countries. Sometimes legal sys-
tems hinder the effective economical development of countries. In Mexico,
the state-owned PEMEX (Petroleos Mexicanos) holds the monopoly for
exploration and production of oil and gas. For a long period PEMEX lacked
both the capital and the know-how to manage the exploration of its energy
reserves. In that case, alliances may be formed to make such exploration pos-
sible. This is what happened. Foreign companies set up alliances with
PEMEX for the investment in new drilling platforms or refineries. However,
compulsory legislation prescribes that the title of any assets is transferred to
the State of Mexico automatically. Obviously, it a contractor is invited to
tender for work in Mexico, he should ensure that the State of Mexico will
make or guarantee all payments, which in practice is quite a challenge.

o Stakeholder management. Whatever the project, stakeholder management
is of paramount importance for project managers in international contract-
ing, considering the interests of both the client, co-contractors, subcon-
tractors and, of course, their own employer. We have observed that in
many projects the social complexity of the project clearly outweighs its
technical complexity. This may come as a surprise for project managers,
who predominantly have a technical background. Aligning the internal
and external stakeholders in the project may be more crucial for the suc-
cess of the project than the way in which it is technically executed.

Evidently, many aspects need to be considered in delivering international
projects successfully. Both the private and public sectors are subject to
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different legal systems and contracts. Next, there are cultural differences
when dealing with private clients and public clients. This all poses significant
challenges to those project managers who want to succeed.

When contracting for projects, parties may use different legal frameworks.
Rather than using company-specific contracts, standard international contract
frameworks can be used (such as FIDIC, LOGIC, BIMCO). These contract
frameworks relate to different contract forms (such as Construct, Design and
Construct, Engineer/Procure /Construct, DBFM, Dredging and Reclamation
contracts). Such subjects are discussed in the next chapters. Reading these
chapters will not make project managers legal specialists. However, it will
assist them in understanding why a certain legal framework and contract type
were chosen for the project for which they are responsible.

3.6. Conclusions

The competitive landscape for construction contractors and engineers is com-
plex and diverse. As a result of the growing world population, the outlook for
the sector is bright.® Contracts are awarded from a wide range of clients. In
general, a distinction is made between clients who operate in the private sec-
tor and those who operate in the public sector. Within the private sector a
distinction can be made between the oil and gas industry, petrochemical
industry, mining industry, energy producers and public utilities, terminal
operators and the transportation and shipping industry. Clients in these sec-
tors have changed their contracting behavior dramatically during the past
decade. In general, projects and contracts have become more complex,
involving many stakeholders whose interests need to be satisfied simultane-
ously. Another trend that can be observed is that large clients try to shift their
business risks to the contractor through the use of more integrated contracts.
As a result of these changes, international contractors need to be able to offer
a diversity of value propositions, ranging from low-cost single project work to
integrated, turnkey projects.

As discussed before, international clients have changed their buying and
contracting behavior for investment projects. During the past decade, many
companies have focused on their core activities, outsourcing non-core activities
to specialist providers. In the past, most clients’ contractors were much more
vertically integrated, subcontracting only specifically defined activities, i.e. jobs
to contractors. In many cases, the coordination of the different activities was
conducted by the client himself. Today, large clients often contract large

8See Chapter 1.
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projects to consortia and alliances that have been formed specifically for these
projects. As a result, these consortia and alliances have become responsible for
managing complex multidisciplinary, multistakeholder, integrated projects.

The implications for the project manager’s job are considerable.
Traditionally, the project manager was focused primarily on performing a
single job to his client’s detailed specifications. The relationship was predomi-
nantly dyadic, i.e. involving only two parties. Today, the project manager is
manager of an integrated supply chain or supply network, consisting of spe-
cialist subcontractors, many of whom have been engaged already during the
tender phase, and who need to collaborate intensively side-by-side with the
contractor’s own technical staff and workers. As a result, the qualifications
needed by today’s project managers are not so much those of a technical
specialist but those of an executive manager, managing a wide range of exter-
nal and internal stakeholders. Each of those stakeholders is engaged through
specific contractual agreements, which need to be carefully managed in order
to secure the project interests.

Successful project management in international contracting requires a
good understanding of the client’s objectives. Here, interests are different
among private clients and the public sector clients. The first category nor-
mally utilizes the project (for instance: the construction of the oil platform or
the construction of a jetty for a refinery) to serve other business objectives.
The project manager needs to understand the overriding commercial objec-
tives and interests of his client, since this may be crucial for managing and
solving operational problems.

Successful tendering for projects in the public sector requires a good
understanding of local laws in order to be able to submit competitive bids for
tender, especially those laws that relate to procurement directives (such as the
European Directives on Public Procurement). If the project is obtained, the
project manager needs to have a good understanding of the political interests
that may underlie the project, and the personal interests and sensitivities of
key public sector officials and leaders. This makes stakeholder management
almost a full-time job and the key issue for successful project completion.

Some specific issues may hamper or complicate discussions with future
clients. In this chapter we mentioned obtaining permits, financing and pay-
ment, consultants and engineering firms, legal systems, and stakeholder
management.

When contracting for projects, parties can use a wide variety of standard
contracts, templates and contract forms. The remainder of the book will cover
these subjects in a fair degree of detail.
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Chapter 4

Contract Management: Definitions,
Concepts and Perspectives

4.1. Case — The Amsterdam underground
metro line

In April 2003, work started on one of the most challenging projects ever
undertaken in the Netherlands: the construction of the metro in Amsterdam.
This new subway should connect the northern part of the city with the south-
ern part and will cover a distance of 9.7 kilometers. A complication was that
the construction work needed to be conducted 40 meters under the old city
center. As the soil below Amsterdam is very weak, many disasters were fore-
cast before the work commenced. And many of those disasters actually hap-
pened. One of the major incidents was the damage done to six historical
houses in Amsterdam’s hot spot, the Vijzelgracht. As a result of the construc-
tion work, the owners of another seven historical buildings needed to leave
their properties for considerable time. Of course, the damage to their proper-
ties was claimed from the contractor and the city of Amsterdam, resulting in
complex court cases. At the time of writing these cases are still not settled.

These and other problems caused significant delays, resulting in a pre-
dicted total construction time of 14 years. In the meantime, the original
budget that was anticipated in 1996 (€678 million), increased to an astound-
ing €3.1 billion. Altogether, these problems have put an end to the career of
many promising local politicians and city officials.

As in many of these cases, the reasons underlying the problems of this
prestigious construction project are manifold. Firstly, the city of Amsterdam’s
project office decided to apply many civil-engineering techniques that were
unknown to them. Part of the tunnel would be drilled using specialized
equipment, with which the city of Amsterdam had no experience (see
Figure 4.1). Secondly, in order to save costs, the project office decided to
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Figure 4.1. Drilling head of equipment used by Bouygues for the Amsterdam metro.
(Source: AD, December 8, 2009.)

work with different contractors for different parts of the project, instead of
selecting one main contractor. As a result, many conflicts and discussions
arose around the interfaces between the different contractors (the project
office had to manage relationships with over 45 contractors). Thirdly, the
fact that many of the contracts were open-ended was a prime reason for the
extreme budget overruns. Fourthly, the project office decided not to insure
the project for cost reasons. As a result, all risks for this complex project were
to be carried by the city of Amsterdam. Finally, it appeared that a sound risk
analysis for some critical parts of the project was totally absent. This was the
reason why the project office was taken by surprise in some technical cases.

Although many of the difficulties were attributed to technical issues, the
major cause of most problems was assigned to significant failures in project
and contract management. The project office was operating without a clear
mandate from the Amsterdam city council, which obstructed clear and effi-
cient decision-making. In the relationship with most contractors, there was
not a clear line of command. Since the authority of the project office was
debated within the city, different departments, who are responsible for sub-
mitting permits and licenses, went their own way.

The important lesson from this case study is that complex construction
projects require professional project management as well as contract manage-
ment. Without these activities these projects are certain to fail — often at the
cost of the taxpayer!
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4.2. Contract management: concepts
and definitions

Earlier, we defined contract management as: “the process which ensures that
all parties to a contract fully meet their obligations, in order to satisfy the
operational objectives of the contract and the strategic business goals of the
”! When discussing this definition we observed that the major
challenge underlying professional contract management is to overcome the
conflicts of interest which may arise between the client (employer) and the
contractor (supplier). These conflicts of interest arise from different objec-

customers.

tives, which contract parties may pursue. The employer wants to pay as little
as possible for the project that needs to be accomplished; the contractor
wants to generate as much money as possible from the contract. This problem
is referred to in literature as the problem of opportunism: when closing a deal
with another party, each party primarily wants to serve its own interests.

The question is: how to overcome this classic conflict of interest in com-
mercial contracts between parties? Different solutions and coordination
mechanisms will be suggested here.

One approach is to increase and improve the communications flow on the
project, to ensure all participants have sufficient information to behave
rationally and to reduce the possibility of deceit, on which opportunism
depends. The idea here is that if every partner in the project is informed regu-
larly about its progress, its planning, its budget, and the parties are clear
about their interests, rational decision-making will be facilitated. Improved
communication will also create a much better mutual understanding. Clearly,
this idea calls for a sound multilevel communications structure between par-
ties, in which senior management, project management and workers are
engaged on a regular basis.

Another suggestion is to incentivize the project participants in such a way
that all participants indeed share a common objective. Health, safety and
environmental issues may serve as an example here. Employers of large pro-
jects set clear targets in terms of the number of accidents without injury, the
number of accidents with injury and /or absence, etc. Actual performance by
the contractor and his subcontractors results in penalties to be paid or for
bonuses to be received. Similar agreements may cover quality aspects, lead
time and cost performance issues. Incentivizing contract partners in this way
seems to be an effective means for achieving goal-alignment among all parties
involved.

1See Section 2.3 of this book.
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In the construction industry, most contracts are fixed-price, lump-sum
agreements. The advantage for the employer in the case of such contracts
is that the price to be paid is established in advance, as well as the work
schedule. A disadvantage is that he will not get any insight into the contrac-
tor’s cost price and profits. Most risks for project execution and delivery are
with the contractor. For the employer, the benefit of such a contract is that
he knows exactly what to expect when commencing the work. In case the
employer wants to change his scope of work or other requirements, a revised
budget and time schedule need to be made and negotiated. This will make
the employer reluctant to suggest any changes along the way. An advantage
for the contractor is that he can abstain from detailed weekly reporting on
cost, progress, man-hours, etc., to the employer. This example illustrates that
an important aspect of contract management is to manage and provoke cer-
tain behavior from contract partners. Different contract types will evoke dif-
ferent (and sometimes undesired) types of behavior among partners in the
value chain.

In the remainder of this chapter we will discuss several important aspects
of contract management. Different perspectives on contract management are
presented. Thereafter, we will discuss different attitudes towards contracting.
And finally, we will discuss the contract cycle, i.e. the phases that parties may
go through from tendering to completion of the project and its delivery.
However, first we will describe what problems may occur in the practice of
contract management.

4.3. Problems in contract management

Realizing a successful project in international contracting is a far from simple
task. Project managers often report the following issues in the relationships
with their clients:

o Misalignment of objectives between client and contractor. When signing the
agreement, parties may communicate enthusiasm and drive for accom-
plishing the work. However, when the work progresses, the client comes
forward with extra requirements that he doesn’t want to pay for. Often the
contractor is confronted with the employer’s managers and staff, who are
unfamiliar to him, and who do not seem to be properly briefed about the
work and its contractual agreements.

o The employer lacks knowledge and expertise. Many international companies
and large governmental institutions have focused on their core activities.
Non-core activities have been outsourced to specialist providers. As a
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result, the knowledge and expertise with regard to specific design, engi-
neering and construction solutions and techniques have suffered. In such
situations, technical requirements are often unclear, whilst the employer
has engaged a range of consultants and/or interim managers who inter-
tere, and the contractor is overwhelmed with extra work resulting from an
overload of detailed questions.

o Active involvement of engineering and other consultants. Often, employers
require approval for (parts of) the work from specialist engineers and con-
sultants. In many cases, these engineers and consultants operate at a high
level of detail in the relationship with the contractor, since every problem
that they might find will lead to extra work and, next, a higher fee for
them. Depending on the arrangements made between the engineer and
the employer, and more specifically on their risk allocation model, engi-
neers may represent an important inhibiting factor for successful project
completion.

o Contract management. Many large organizations (e.g. oil companies and
the chemical industry) have initiated special contract managers to deal
with the contractual side of the relationship with their contractors. In
most cases, these contract managers appear to act rather straightforwardly
(as the second case at the beginning of Chapter 2 shows); what has not
been agreed contractually will not be discussed and compensated for.
Many project managers in the construction industry, who used to solve
issues on a personal basis with their employer, are often surprised by this
new, direct and straightforward approach, which they need to get used to.

o Inefficient decision-making. In large organizations and governmental
institutions, mandates and the authority to make decisions are not clear
(see Box 4.1). The contractor is confronted with staff that are underquali-
fied and have no mandate to act. As a result, decisions with regard to
suggested scope changes, planning changes and cost changes are often
postponed and delayed; however, the project completion date remains
unchanged. This is why project managers increasingly are suffering from
a squeeze on time.

o Frequent scope and planning changes. Certainly in complex projects, the
employer becomes aware of flaws in his design during the course of the
work, and wants to change his specifications. This may not only happen in
Construct contracts® (where the employer is responsible for the detailed
design), but also in Design and Construct (D&C) contracts (where the
contractor is responsible for the design). In the latter case, this may lead

*In this book we will use “construct” and “construction-only” contracts interchangeably.



58 International Contracting

to a discussion about the responsibilities and liabilities of contract part-
ners, which may hamper the technical completion of the project.

o Misunderstanding of what has been agreed. At the time of completion,
the employer has a different interpretation of what should have been
accomplished than the contractor. This problem may arise in D&C and
EPC (Engineer, Procure and Construct)® contracts where the work to be
delivered needs to be described in functional terms and where the contrac-
tor is responsible and liable for the design. The contractor’s design may
meet the functional specification of the employer but not his aesthetic
preferences. In practice, defining the right functional specifications is quite
a challenge. Another one is to manage the contract in a proper way.
Operating under a D&C or EPC contract requires the contractor to
provide a work that is fit for purpose or functionality. Contrary to
Construction-only contracts, under these contracts, variations for extra
work are often not justified and cannot be claimed. Working with D&C
and EPC contracts therefore requires a difterent approach from both the
employer as well as the contractor to the work to be delivered.

e Payment problems. Some project managers report that they spend about
20% of their time trying to make the employer pay for work that has been
delivered. Often, this requires a careful orchestration of all stakeholders
involved, who may influence the employer’s decision-making. Most
employers require extensive evidence that the actual work has been deliv-
ered to the correct standard. However, providing such evidence in une-
quivocal terms is often troublesome.

o Local political pressure. Pressure may emerge from stakeholders with
whom the contractor has no contractual relationship at all. They may
influence the running of the project and the permanent works to be cre-
ated. Examples of these institutions are trade unions, local deciding
authorities, local public opinion leaders of political parties and local com-
petition between sub-subcontractors for participating in the project.

Another problem that was often reported was one related to the transfer
of the responsibility for the project to the project manager, after the contract
has been signed. Until that moment, sales managers and tender managers
work intensively together to prepare the bid. After winning the contract, the
project is handed over to the project manager. However, he is not always
properly briefed about the history of the project, the detailed discussions with
the client and the problems and issues that were discussed.

*To be discussed in detail in Chapter 5 of this book.
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Box 4.1. Decision-making in Saudi Arabia.

Many large Dutch contractors have accomplished a lot of work in
Saudi Arabia and the Middle East, where they experience different
decision-making structures than at home. The ample financial
resources and wealth of some Arabian families and sheiks has
resulted in massive investment programs in housing, commercial
real estate and infrastructure. In many cases, local engineers and
consultants are hired to contract construction firms and subcon-
tractors. Also, these engineering firms and consultants are respon-
sible for following up on the work. In all their dealings with American
and European contractors, contact with their employers are care-
fully secured. However, contractors are highly dependent on the
consent and approval of the final customer, i.e. the investors them-
selves. In these countries, payments may be deferred many times
for unknown reasons and for uncertain periods of time, while differ-
ences in the legal systems may exacerbate this problem.

These examples illustrate that successful project completion is far from
simple. In practice, employers may deal with D&C as an EPC contract, and
forget that not all risks can be attributed to the contractor. Contractors, on
the other hand, may act in the case of a D&C contract as if it were a
Construction-only contract, trying to charge the employer with all costs
related to variations. Project management and contract management require
a thorough understanding of the risks and liabilities of the different contracts
that are used. As employers increasingly want formal evidence that work has
been delivered and quality requirements have been met before making any
payment, excellent project administration is required.

Next, project and contract management are equal to stakeholder manage-
ment. As projects have become more multidisciplinary and integrated, the
emphasis in project management has shifted from a technical orientation to a
stakeholder orientation. Rather than engaging in technical discussions, most
of a project manager’s time goes into aligning communications with stake-
holders. If relationships in the construction value chain are not properly man-
aged, these may give rise to all kinds of disputes and conflicts, and even legal
claims, which could have been prevented. A good contract can never replace
a bad employer—contractor relationship.

Given the many problems that may affect successtul project completion,
we recommend that for larger projects companies differentiate between pro-
ject management and contract management. The project manager at all times
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assumes responsibility for every aspect of the project. Project managers
should ensure excellent communications on a day-to-day basis with the
employer and major subcontractors. Contract managers act on their behalf,
and in close coordination, in dealing with specific contractual matters, either
in the relationship with the employer or in the relationship with the subcon-
tractors and materials suppliers. It is important that contract managers follow
up on what has been agreed contractually with all parties involved. In fact,
the contractor’s contract-management approach ideally should be mirrored
by that of the employer. It is useful to separate discussions on business mat-
ters and contractual issues. Only if a contract manager is not able to solve
specific contractual issues, should he seek support from his project
manager.

4.4. Perspectives on contract management

Usually, contracts in construction are agreed between two parties, i.e. the
employer (customer) and the contractor (supplier). However, in complex
projects other parties can be involved in the main contract negotiations. Such
is the case in many infrastructural projects where the employer negotiates a
contract with a consortium of specialist contractors. The specialist contractors
may organize themselves through different coordination mechanisms. They
may use different legal entities to engage in the relationship with their pro-
spective employer. Legal entities may range from the creation of special pur-
pose companies (where parties legally act as shareholders) to joint ventures
and alliances, sometimes with the help of venture capital from third parties.
A joint venture (JV) is defined as a contractual agreement joining together
two or more parties for the purpose of executing a particular project or busi-
ness undertaking. A key characteristic is that all parties agree to share the
risks, profits and losses of the project or business undertaking. Joint ventures
may take the form of a consortium or an alliance. A consortium is usually
considered to be a group of companies that undertake an enterprise or an
activity that would be beyond the capabilities of the individual members. An
alliance differs with a consortium in the sense that the client is a partner in
the entity. Also, it may occur that a client acts as subcontractor, due of its
specialized know-how in a niche market. In both a consortium and an alli-
ance, all parties share risks and rewards (the “pains and gains”) of the
project.*

*For an overview of widely used business terms and definitions, see www.investorwords.com.
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Figure 4.2. Different perspectives on contractual relationships.

Whatever contract is made among the parties involved, contracts may be
perceived from different perspectives. Here, we introduce the following four

perspectives (see also Figure 4.2):

o  Dyadic perspective. Contract parties are limited to the employer and the
contractor. When negotiating the agreement, both parties assume that
they can act independently from other parties in the sector in which they
operate, and/or the value chain that they belong to. This perspective
applies when parties allocate all risks among themselves and when parties
think that all problems related to their agreement need to be solved by
themselves.

o Supply-chain perspective. Here, contract parties are aware, when negotiat-
ing the agreement, that the completion of the work will depend to a fair
extent on the contribution of subcontractors and suppliers downstream on
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their supply chain. As a result, key subcontractors and suppliers may be
consulted when preparing the contract, or even may be involved in the
contract negotiation itself. This happens in the case of so-called back-to-
back agreements, where the major conditions of the contract between the
client and the contractor are translated one-to-one in the contracts with
downstream subcontractors and suppliers. The supply-chain perspective
usually emerges in projects where major supplies (such as steel piles, pile
sheets, prefabricated concrete elements) or specific supplier capacity and
expertise (design, special molds for concrete elements, telemetry) repre-
sent bottlenecks in the project planning.

o Value-chain perspective. When adopting this perspective, the contractor,
subcontractors and suppliers are aware that they have one common inter-
est: to jointly serve the current and future interests of the employer. All
contract parties are aware that they may influence the project results and
that they are mutually interdependent. As a result, parties will engage in
close collaboration and information exchange (see Box 4.1 for an illustra-
tion). The value-chain perspective usually results in gain and risk sharing
agreements, based upon the actual project outcome.

o Network perspective. This perspective builds on the previous ones and rec-
ognizes that no company can act in splendid isolation. All parties are aware
of the interdependencies that may exist in the relationships of other com-
panies that belong to the same industry. This becomes clear in tenders,
where a contractor wants to involve a specific subcontractor early and
therefore wants exclusivity from him. However, the subcontractor is reluc-
tant to provide such exclusivity, since he is not sure which contractor will
win the tender. Therefore, he also engages in relationships with other
potential contractors, which he assumes may win the tender. Obviously,
such behavior impedes longer-term and close collaborative relationships
among partners in the construction industry. Adopting a network perspec-
tive recognizes the interdependencies that may exist in different stages in
the construction industry’s value chain.

Knowledge of these four perspectives on contract management is important
when designing a contract or when discussing a conflict between parties. Some
examples will illustrate this. In the case that a subcontractor makes up a signifi-
cant part of the total project, this would call for early involvement of that sub-
contractor in the tender stage. When constructing a harbor in a developing
country, a large part of the project sum may go to the dredger, who needs to
provide for sufficient depth in the bay and its seaway. We have seen many situa-
tions where the contractor sent out an invitation to tender to the employer and,
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in his final negotiations, had to reduce the bid price, leaving almost no profit for
the work. In most of these cases, the contractor will push its subcontractors for
further cost reductions. However, in the international dredging market, news
travels fast. Most of the time, the dredging contractors will be informed about
the deal that has been closed between the main contractor and the employer. As
a result, the dredging company will not move an inch with regards to their initial
offering to the main contractor.” In such situations, it seems preferable to
involve the dredging contractor at the tender stage and to create a partnership
with them for the project involved. When concessions need to be made in order
to win the contract, the main contractor and the dredging contractor can jointly
decide what to do and what to give in to. This is one illustration of how to apply
the supply chain perspective to contracting management.

Most disputes that we have been involved with are confined to discussions
between employer and contractor. After ample discussions, in the case of
severe disputes, parties may decide to go to court. However, by expanding
their dyadic view to a value-chain perspective, new possibilities to solve the
conflict may open up. For instance, an employer may stick to the completion
schedule that has been agreed in the contract with the contractor, and since
the work has been delayed, he calls for a penalty. This is because the final
customer has also negotiated for a penalty in the contract with the employer.
In such a situation, both the employer and contractor could jointly discuss
with the final customer what leeway he has in his planning. This may lead to
a situation where all parties agree not to exert any penalties (although these
were contractually agreed).

4.5. Attitudes towards contracting

When we discussed contract management with colleagues and legal counsels,
we heard the view that contract management is similar to war games. As con-
tract parties have different objectives, they will pursue their own self-interest,
often at a cost to, and to the detriment of, the other party. When such dis-
putes arise, there is no other way to solve them than to either outsmart the
other party (providing new data and information that he was not aware of)
or to exert power (“if you do not agree with me in this case, this is the last
contract that I will award to you”). The prevailing coordination mechanism
for settling disputes and conflicts is negotiation. In these negotiations, con-
tract parties will probably not be 100% clear about their intentions, their
commitments, plans and resources.

*For a more extensive description of this case, see Chapter 5, Section 5.1.
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This view, contract management as war, is quite common among lawyers
and legal counsels. Often, these parties benefit from enlarging disputes and
conflicts and making these more complex. This is comprehensible, if one is
aware of the business model that underlies most legal practices. The more
complicated the case, the more hours need to be spent on it and the greater
the resulting fee will be.

However, another view on contract management is possible. Based upon
our definition (see Section 4.2.) we propose a collaborative view towards
contract management. Essentially, a contract is a vehicle to serve and facilitate
the collaboration between parties involved. As we saw earlier, the contract can
be aimed at meeting the project objectives and meeting the business objec-
tives and strategic goals of the final customer. A collaborative attitude towards
contract management requires a careful orchestration of four dimensions in
the interaction between employer and contractor (see Figure 4.3), i.e.:

o Information flow. In organizing for the work to be done, parties need to
agree on what information will be provided by whom, in what form, when
and to whom, with regard to the functionality of the work, its technical
requirements, the planning that will apply, etc. Moreover, it should be
agreed what information will be exchanged between parties during the
course of the project.

®  Goods flow. Arrangements need to be made on how materials will be deliv-
ered to the work and when the work will become the property of the

Information Financial
flow \ flow
Goods Relationship
flow

Figure 4.3. Contract management: four dimensions need to be managed in parallel.
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employer. Arranging for the goods flow implies agreement on how tracing
and tracking of the project deliverables between parties will take place.

o Cash flow. As large projects will require sufficient and timely funding, par-
ties need to arrange for specific agreements for when payments will be
made against what warranties. Also, they need to discuss what will happen
if payments are postponed or deferred for whatever reason.

o Relationships. Most construction works are conducted in highly complex
networks consisting of different parties, companies, managers and employ-
ces, who may come from different cultures. As experience has shown, the
human factor is key to project success. Therefore, specific arrangements
are needed for how to improve and maintain the relationship quality
among all key stakeholders involved.

Experience shows that better outcomes can be achieved through collabo-
ration.® Experience also shows that the nature of the relationship can change
from one phase of the contract to another — contract management is a
dynamic phenomenon.

4.6. The lifecycle of a contract

Contracts may go through different stages and may have different lead times.
The comparison may be made with the different seasons of the year. In
spring, parties may get acquainted and orientate themselves about a future
relationship. At this stage, the employer sounds out the market for a potential
contractor to get a specific job done. He may do this through his network,
through intermediaries or through the Internet. Usually, he will differentiate
between pre-selecting the potential contractors based upon their capabilities,
experience and references from other customers, and the actual tendering
when, based upon the bids received, the contract is awarded to the best bid-
der. Summer is marked by globalization and the kick off. Now, both parties
are full of hope and confident about their collaboration. Both parties need to
get used to each other. They will provide each other with the benefit of the
doubt. At this time, there are few clouds in the sky. In autumn, parties have
gotten to know each other. By this time, the work has progressed. However,
a number of issues have appeared. Some of these issues were caused by the

®See for example: M. Nicholas and J. Nicholas (2011), Lean Production for Competitive
Advantage. New York: Productivity Press; J. P. Womack and D. T. Jones (2003), Lean
Thinking: Banishing Waste and Creating Wealth in Your Corporation. New York: Free Press;
J.L. Liker (2004), The Toyota Way: 14 Principles from the World’s Greatest Manufucturer.
New York: McGraw Hill.
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employer, who wanted to change the scope of the project. Other issues were
caused by the contractor, who was not able to deliver part of the work at the
required quality levels and within the agreed time frame. The sky is gradually
becoming overcast with clouds. In winter, the parties involved have a realistic
picture of what the result of their collaboration is going to be. Some conflicts
have caused irritations in the relationship between the managers and staft
involved. Some of these irritations have been communicated; however, some
important ones have remained under the table and are now going to surface
at the time of the full project delivery.

Most project managers and contract managers will recognize these stages
in the contract lifecycle. The fact that projects have a clear beginning and a
clear end makes work in the construction industry bearable — at the end of
a project, there is always a new project on the horizon.

In reality, the following stages may be identified in the contract lifecycle:

Pre-contractual stage

o Sales and marketing. Through its sales and marketing activities, the contrac-
tor makes itself known to the outside world. It is important to communi-
cate to future employers the firm’s capabilities, specialties, experience and
reputation in order to qualify for future work. Here, different publication
channels, ranging from personal sales to publication through the Internet,
are used to influence all members of the employer’s decision-making unit.

o Invitation to tender. At this stage, the employer communicates the future
project to the market. Private companies have more degrees of freedom in
doing this than governmental institutions. The latter need to satisty all
kinds of public interests and national or local policy, including opposition
from the leading politicians. In Europe, public institutions are bound by
the European Directives on Public Procurement, which prescribe how to
engage in the delivery of works and goods to external parties. In this case,
they are bound to specific lead times, which allow for construction firms
to react to requests for information and bids. Construction firms should
be allowed sufficient time in order to prepare their proposals, calculations
and risk plans, including contracting their suppliers, service providers, sub-
suppliers and vendors.

Contractual stage

o Landing the contract. Most bidders will not make it to this phase. Based
upon a number of competitive bids, the employer will pre-select one or
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two contractors, with whom he will negotiate. Contract negotiations will
follow after having made agreements on the base price. Such contract
discussions can be lengthy, detailed and tedious. This stage results in the
contract, which will serve as a basis for the future collaboration.

Post-contractual stage

Engineering and design. After landing the contract, the engineering begins
in order to prepare for detailed technical specifications and drawings.
Based upon the detailed engineering, budgets are prepared for the man
hours that will be spent, the materials and materials volumes that will be
needed and the subcontractors that need to be hired. This stage is a crucial
project phase. In many cases, unexpected technical challenges need to be
solved, for which client approval is needed. Next, government permits
need to be acquired, which may also take more time than planned for. As
a result, preparing the technical specifications and project planning will
require much more time than anticipated, whilst the delivery date of the
work contractually can not be changed. This explains why project manag-
ers and their downstream supply partners are often faced with a significant
time squeeze from the beginning of their project.

Subcontracting and procurement. As soon as the agreement has been
reached on the main contract, the agreements with the subcontractors and
materials suppliers should be finalized. Here, the contractor has different
options: he could choose for a back-to-back agreement, to make sure that
all major performance clauses are mirrored in the subcontractors’ con-
tracts; he may choose to go for the best competitive bid, selecting the
subcontractors and suppliers on the lowest price possible; or he could use
a mix of these options.

Realization of the scope of work. Usually, project work commences before
all contracts have been finished. Since the construction industry does not
operate in an ideal world, variations are a fact of life. These need to be
discussed, agreed, documented and archived. Smaller disputes and con-
flicts need to be dealt with on a day-to-day basis.

Testing and delivery. As the project moves beyond its major milestones,
work needs to be approved by the employer or its representative/
engineer. This may take time depending on availability of staff, reports,
etc. Payment schedules need to be managed in line with the project mile-
stones, which in reality is quite a challenge.

Muaintenance and guarantee period. After delivery of the work the contrac-
tor remains liable for potential defects and failures that may be found.
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e Claims. Long after the project has been finished, legal counsels and law-
yers may be busy for years settling claims from the employer and /or sub-
contractors. Depending on the outcome of the legal conflicts, a project
profit may turn into an unsuspected deficit.

The concept of the contracting lifecycle is key to understanding contract
management. Chapter 5 will deal with it in detail. Here, we argue that the
different stages of the contract lifecycle cannot be considered in isolation.
Every step of the cycle is put into the next step. Problems that may occur in
one step of the process can only be understood if what happened in the previ-
ous stages is understood. For practical reasons, some contractors make a dif-
ferentiation between the pre-contractual stage, the contractual stage and the
post-contractual stage. The pre-contractual stage is dealt with by sales and
marketing managers, tender departments, tender managers and cost analysts.
Contract negotiations are conducted by directors and lawyers. When the con-
tract is launched, it is handed over to the project organization, i.e. the project
manager, often without a proper and detailed briefing. Frequently, project
managers are confronted with projects that technically can barely be executed
and whose profitability is highly uncertain. Depending on their complexity,
operational problems can occur during the execution of the work, resulting
in disputes and conflicts with employers and subcontractors. Having finished
the project, these problems are handed over to the legal counsels and lawyers,
who can be busy for years to come.

In order to solve the interface problems, which by definition are related
to the different contract stages, some companies have adopted the practice of
involving the intended project manager in the tender stage. Very few compa-
nies have adopted the practice, for complex strategic projects, of working
with tender teams, consisting of senior project staff and competing tender
teams, who need to prepare a bid based on identical tender documentation.
As experience has shown, these practices will lead to more careful, complete
and realistic bidding practices. Good preparation means half the work is
already done!

4.7. Conclusions

In this chapter we defined contract management as: “the process which
ensures that all parties to a contract fully meet their obligations, in order to
satisty the operational objectives of the contracts and the strategic business
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goals of the customer.” A major challenge underlying professional contract
management is to overcome the conflicts of interest that may arise between
the client and the contractor. In short: the client wants to pay as little as
possible for his project, whereas the contractor wants to get maximum pay-
ment for the works delivered. Overcoming this business dilemma calls for
excellent communication and information exchange among parties. This
will facilitate rational decision-making, and it will also create a better
mutual understanding. Another suggestion is to incentivize project partici-
pants in such a way that they all indeed share and work towards a common
objective. Preparing a thorough risk assessment and jointly discussing
the outcome of this exercise is a third idea to create alignment among con-
tract parties.

In practice, such business alignment is hard to realize. Since most pro-
jects are unique, problems are likely to occur. Operational problems may
result from misalignment of objectives between client and contractor; par-
ties involved lacking knowledge and expertise; interference of engineers,
consultants and experts; playing the project too much by the book; mis-
understandings of what has been agreed; and frequent scope and planning
changes. Executing projects successfully is far from simple. In order to deal
with these problems, project managers should be aware of the contractual
context of their projects. Contracts differ in scope and nature and hence
imply different rights and liabilities for contractors. Large clients today use
integrated contracts in their dealings with contractors to shift business
risks to them. As a result, contract management and stakeholder manage-
ment have become key for successful project management. For large pro-
jects, project managers should seek assistance from professional contract
managers.

In order to solve operational problems, project managers can adopt dif-
ferent perspectives, such as those discussed in this chapter. Knowledge of
these four perspectives is important when designing a contract or when dis-
cussing a conflict between parties. The more participants who are included in
the project manager’s perspective, the broader the range of options for solv-
ing problems. Integrating key subcontractors early in the tender stage may
help to arrive at more suitable and competitive bids to customers.

In this chapter, we have proposed a collaborative view towards contract-
ing, which requires a careful orchestration of the four dimensions discussed.
Each of these dimensions should receive sufficient attention from contract
parties during the lifecycle of the contract.
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The lifecycle of a contract has, in fact, three main stages, as noted above.
All these stages are interrelated in the sense that problems that have occurred
during a previous stage are likely to impact subsequent stages of the contract
litecycle.

Contract management is a dynamic game. This means that managing the
transitions in the contracting lifecycle is of utmost importance, both for the
client and the contractor. The next chapters of this book discuss how these
transitions can be successfully managed.



Part 11
The Contracting Cycle
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Chapter 5

From Tender to Final Payment

5.1. Case — The offer and the main subcontractor

A major Dutch contractor tendered for a large construction job in a develop-
ing country. The construction work included the building of a harbor, includ-
ing facilities, within one of the country’s beautiful bays. The work was a
multimillion-dollar project and contained a lot of uncertainties and risks. The
work was to be executed under a FIDIC Design and Construct contract. The
project was financed by the World Bank. The tender was coordinated by a
local engineering firm on behalf of the State Port Authority. The volume of
the dredging work to be conducted was unknown. Reports covering a sound
soil investigation (for the dredging work) were not available. As the Dutch
contractor did not have in-house dredging capabilities, a French dredger was
contacted to estimate an initial sum for the dredging work, based on the
general information that was available.

The Dutch contractor requested a bid clarification meeting, which was
approved, and the contractor presented many questions to the prospective
client. It was decided at that meeting that the State Port Authority would
summon the soil investigation immediately, at its own cost. More detailed
information was provided about the client’s needs and requirements, which
allowed the contractor to prepare a first bid. In preparing the tender, a lot of
discussion took place between the members of the contractor’s board. Some
senior executives were of the opinion that, since the company needed new
work badly, the bid should be based on the lowest cost possible. Some mem-
bers were in favor of presenting a competitive price, combined with a large
number of reservations. In doing so, the company ran the risk that the bid
would be rejected by the client, since the tender documentation explicitly
requested an all-inclusive price, i.e. covering all risks and uncertainties. Other
senior executives were in favor of providing this all-in price, as requested by
the client. In this situation, the other members of the board feared that the
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company could be confronted with some unpleasant surprises during project
execution, which would prevent the company from making a profit on the
project. Next, it was feared that the contractor’s price might come out too
high compared to competitive bids.

Finally, after many discussions, it was decided to go for an offer that was
a compromise between both views.

The contractor was pre-selected, together with another major competitor.
The State Port Authority continued their discussions with these two contrac-
tors. Obviously, the client was “cherry picking” during the conversations.
Good ideas that had been obtained in the interviews with contractor number
one were brought into the discussions with contractor number two and vice
versa. Clearly, the client was playing off both competitors. Cost information,
which was obtained in discussions with contractor number one, was used in
discussions with contractor number two to drive down his price. A complicat-
ing factor here was that both contractors had the intent to subcontract the
dredging work to the same French contractor. To the Dutch contractor’s
relief, the client chose its final offer as the best one. An important considera-
tion was that in the final discussions the board had approved a reduction of the
already very competitive offer by another 5%. Shortly after this concession was
made, the State Port Authority decided in favor of the contractor’s proposal.
Since the dredging work would make up about 25% of the total contract sum,
the contractor’s procurement manager was instructed to negotiate a discount
of 10% with the French contractor. However, the French contractor would not
move an inch in that direction and was not willing to give in on his initial
estimate, which he considered fair. The procurement manager had the impres-
sion that there were strong personal bonds between the general manager of
the French dredger and some high-level people at the State Port Authority.

As this introductory case shows, the initial stage of a project can be com-
plex and time-consuming. In theory, it is easy to differentiate among the
stages in the contracting cycle. In practice, these stages seem to be very much
intertwined and it is not easy to distinguish between them.

This chapter deals with the contracting cycle, covering the initial stage of
projects, i.e. the tender stage, the stage of contract negotiations, as well as the
stage of project execution and delivery. More specifically, we will discuss how
to tender for new contracts. We will explain how the arrangements made in
the tender stage will affect project execution and contracting subcontractors
and material suppliers. An important stage in the tender process is the bid
clarification meeting, after which contract parties engage in more detailed
discussions. Here, we will discuss the value and importance of the Letter of
Intent (LOI). Next, we will discuss how to land the contract. A crucial
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decision in international contracting is how to decide which contract type to
use. We will mention some important contracts as well as the value and
importance of standard contracts in international contracting. Furthermore,
an important issue is how to contract effectively for subcontractors and mate-
rials suppliers. Some specific issues and problems with regard to subcontract-
ing (sometimes referred to as downstream contracting) will be discussed. All
these activities set the scene for project execution. Since project business is a
one-oft business, operational problems will definitely occur. Variations are a
fact of life! The chapter concludes with a discussion on testing and delivery,
guarantees and how to handle claims and disputes. However, the chapter
commences with an overview of the contracting cycle.

5.2. The contracting lifecycle

Earlier in this book, we stated that projects and contracts in international
contracting may go through different stages throughout their lifecycle.!
Here, a parallel with the seasons of the year is made.

During springtime, contract parties first contact each other for work to
be conducted. The client expresses his requirements and wishes, and the con-
tractor expresses the intent to comply with these and conduct the project.
During summertime, contract parties engage in more intimate discussions
and explore each other’s values and intents. Summertime usually ends with a
contract (or not). During autumn, contract parties need to work closely
together to execute the project successfully. A multitude of technical and
operational problems will occur and parties will be put to the test of solving
these problems effectively. At this stage of the relationship, the strength of the
bonds between parties will show.

Depending on the complexity of the problems and the expertise of the par-
ties and staff involved, problem-solving may be blurred by the egos and per-
sonalities of the persons involved. Although how disputes and conflicts will be
solved between parties has been agreed contractually, political, social and per-
sonal controversies may prevent effective decision-making. Depending on how
parties solve these controversies, winter will have different conditions. During
wintertime, parties may go their own way, each satisfied about the outcome of
the project. In that case, winter will be a mild season to them. However, parties
may also go their own way even though some major contflicts still have not been
solved. In that case, projects cannot be closed and results cannot be assessed,
due to the fact that lawyers of both parties will be busy on claims for many years
to come. In that case parties will face a long, cold winter.

'See Chapter 4, Section 4.5.
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As this description shows, parties will experience different stages and
situations as they go through the contracting cycle. Issues that happened in
the past will affect their relationships today. Clearly, the different stages of the
contracting cycle are connected.

In Chapter 4 we described the nine stages of the contracting cycle. Given
the scope of this book, we will concentrate our discussion on the following
stages:

o Invitation to tender. This stage is characterized by exploring the needs and
requirements of the client, analyzing the client’s upstream network, clari-
tying tender documents, initial negotiations with regard to risks and vari-
ations and checking the credentials of the parties involved. These subjects
are part of Chapter 11.

o Landing the contract. This stage is characterized by complex negotiations
among different specialists from the parties involved. Legal specialists are
heavily involved, which results in very detailed agreements, which are hard
to understand for non-legal professionals. Many specific legal issues are
discussed in Part IV of this book.

o Subcontracting and procurement. This stage is characterized by hard-
pressed negotiations with subcontractors and materials suppliers, who
need to give in dramatically on their initially quoted prices and rates. This
results in initial disappointment and frustration for all parties involved. As
time pressure usually is high, contracts with downstream partners are less
carefully prepared and less detailed. More details on subcontracting and
procurement can be found in Chapter 7.

o Contract execution. This stage is characterized by many discussions on the
variations caused by changes in the client’s requirements. Any change in
requirements leads to extra costs, charged by the contractor who wants to
make up for the bad project margin. Discussions on these issues lead to
disputes, which cascade up-and-down the organization of the parties
involved. Chapter 10 discusses the complexities that may arise out of vari-
ations and how to manage these.

o Testing and delivery. Here, the client and the client’s engineer are overly
meticulous and ruthless in assessing the contractor’s actual performance.
Variations from the initial scope of work will always be found, as well as
variations in performance (in case of delivery of complex installations).
These variations will be used to uphold or extend payment to the contrac-
tor. Part IV, again, will discuss many of the problems that may occur at
this stage and how to prevent or overcome these.

o  Guarantee period. As these disputes will continue during the guarantee
period, the client will withhold final payment of the retention fee. Details
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about liabilities, indemnities, warranties and guarantees are to be found in
Chapters 13 and 14.

e  Claims. Based upon problems that occurred during the previous stages,
lawyers will be busy for years. Given the importance of the subject,
Chapter 24 deals exclusively with dispute resolution mechanisms.

Figure 5.1 provides a schematic overview of these contract stages.” In the
following paragraphs, we will look into each of these stages in more detail.

Invitation to
tender
Sl Landing the
contract
o . Sub
uara.ndee contracting and
perio procurement
Testing and Contract
delivery execution

Figure 5.1. The contracting cycle: key elements.

>This figure reflects a cycle, since experiences gained during one project are used to prepare
for an invitation to tender for the next project. Contractors learn from previous experiences
and integrate their expertise and knowledge into future project proposals.
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5.3. Invitation to tender: the tender process

The first step in the contracting process is when the contractor receives the
tender documents from the client. The receipt of these documents needs to
be confirmed. These documents need to be checked against specific require-
ments with regard to the client’s tender procedure. Usually, explicit mile-
stones and deadlines are mentioned that already may create problems for the
contractor; for example, the time allowed for preparation of the bid might be
too short. It is important that a tender manager or tender team is nominated
and assigned with the job of preparing a detailed bid and to submit this bid
for approval to the board of management.

At this stage we would recommend the following activities to be con-
ducted by the tender manager or tender team:

e Check the completeness of the clients’ tender documentation.

e Check the specific milestones and deadlines, as communicated by the
client.

e Drepare a time-based work plan for effectively preparing the tender, includ-
ing a list of the key persons that will be solicited for advice and actions.

e DPrepare a concise tender document summary, to be sent to all those con-
cerned in the internal organization.

e Drepare a detailed risk assessment plan, covering the major risks and flaws
in the proposed project, documents and conditions.

e Develop initial ideas about the tender strategy, respecting the company’s
overall business values and strategic principles.

See Box 5.1 for how to handle the risk assessment at this stage.

In practice, the tender process is conducted under severe time pressure.
The reasons for this are manifold. One reason is that the client needs a long
time for its decision-making about the project and getting all financial
resources arranged. As a result, less time remains for project completion,
which means that the contractor needs to make up for the lost time.
Another reason is that tender managers (if available) have a heavy workload
and are not able to give their attention to the incoming invitations to ten-
der when required. A third reason is that, where tender managers need to
rely upon the capabilities and expertise of other specialists in the organiza-
tion, these specialists are not readily available. The same is true for specific
information from subcontractors and suppliers, who respond late to the
procurement organization (which is already late in its request for initial
quotes on subcontracted work and materials). A final reason is that senior
executives, who need to decide about final proposals, appear to have
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Box 5.1. Risk identification and risk assessment.

Preferably, the tender manager will use a pre-defined list or ques-
tionnaire to methodologically assess the risks that are related to the
proposed project. It is recommended, for strategic projects, to set up
a multidisciplinary tender team, consisting of specialists from dif-
ferent departments. The risk assessment, in that case, should be
conducted together with the tender team, which is requested to:
identify the most important risks, using the questionnaire; assess
the risks identified in terms of their gravity (small, average, great,
non-acceptable); and assess how these risks will be managed. With
regard to the last point, risks can be classified as: risks that should
be accounted for by the firm; risks to be accounted for by the client;
risks that should be carried jointly; and risks that should be trans-
ferred to other parties.

To support the discussion between the disciplines involved, a
risk assessment grid would be useful (see Box 5.2). Risks may be
categorized as follows:

e Risks associated with employer’s design.
e Risks associated with contractor’s design.
e Technical risks associated with execution.
e Risks from subcontractors and suppliers.
e Risks regarding logistics and equipment.
e Contractual risks.

e Country specific risks.

e Financial risks.

e Political risks.

e Risks in hiring local labor.

e Risks concerning HS&E.

The financial risks may be sub-divided into a number of catego-
ries, such as financial and credit risk, market risks (for instance,
currency risk, changing prices of materials and interest risk) and
liquidity risk. These risks will be discussed elsewhere in this book.

different ideas at the time the proposed bids hit their desks. All of these
circumstances may lead to a situation in which bids for tender are not get-
ting the attention that they deserve. As a result, the company may be sub-
jected to unnecessary risks when decisions about these proposals need to
be made (see Box 5.3).
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Box 5.2. Risk assessment grid.

Before coming to an agreement with a client, a careful risk analysis
needs to be made. After the objectives and the deliverables of the ser-
vices to be provided have been defined, it is useful to analyze all factors
that may impede the realization of the agreement and deliverables.

These risk factors should be assessed based on two criteria:
1) the negative impact on the project’s financial performance and/
or operations and 2) the likelihood with which the risk factor prob-
ably will occur. Based on these two criteria, a risk assessment grid
can be developed (see Figure 5.2) that allows for developing specific
risk mitigation strategies and activities per risk factor. Of course,
most efforts should be concentrated on those risk factors that
would represent both a high negative impact on the project’s perfor-
mance and that could occur with high probability.®

RISK: Factor 1 Factors:

High S P 1. Unavailability of
qualified staff
‘ Factor 2 2. Materials
N L shortages
3. Weather
Factor 4 conditions
4. Soil investigation
5. Local work
Factor 6 ‘ permits
6. Low expertise of
client’s engineer

Factor 7 ; 7. Financing of the
Low ~— project

Medium

Factor

Likelihood of occurrence
Low Medium High

Figure 5.2. Risk assessment grid: systematic analysis of risk factors.

Based upon our experience with tender managers and project managers,
we recommend for important tenders to work with competing tender teams.
The contractor will benefit beyond doubt from the insight given by the dif-
ferent specialists involved. Another recommendation is to take sufficient time
and spend sufficient effort in preparing a bid.

3For further details see Chapter 9, Section 9.7.
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Box 5.3. Different tender teams arrive at different proposals.

During our program on International Contracting at TiasNimbas
Business School at Tilburg University, the Netherlands, project
managers are assigned to tender teams, who need to prepare a bid
for tender. All teams are provided with the same tender documenta-
tion, which concerns the construction of a new port in an emerging
country. Tender documents contain technical specifications and
requirements. Next, a draft contract, which is submitted by the cli-
ent, is provided to these teams.

Before arriving at the program, all participants have to study the
tender documentation carefully. They have to identify risks and
prepare remarks or reservations and have to calculate a bid price.
They have to list all risks that are to be found in the tender docu-
ments. On the first day of the course, the individual findings are
discussed in small sub-groups of, in general, four or five persons.

Our observation with regard to the outcome of this pragmatic exer-
cise is that tender teams arrive at totally different solutions and pro-
posals. To begin with, the risks discovered in the tender documents
varied: the lowest score was 18%, while the highest amounted to 72%.

We have seen that proposed bid prices differed as well: the high-
est offer was approximately 24% above the lowest offer proposed.*

We did see a relationship between the number of risks identified
and the proposed bid price. Time and time again, we observed that
the team which actually won the tender was the one that observed the
least risks in the client’s tender documents. Our conclusion is that
international contracting in construction is essentially a risk game.

A few companies have made it their standard practice to include the
future project manager in the tender team. Usually, this is avoided, since sen-
ior project-management expertise is needed elsewhere in the organization
and project managers cannot free themselves up for the time-pressed tender
work. In such a situation, the tender team, as well as its board of manage-
ment, is faced at a later stage with the so-called transter problem. When the
client assigns the project to the contractor, a project manager needs to step
in — one who was not acquainted with the project, and who was not able to
bring in his ideas. Given the positive experiences of some companies, we rec-
ommend involving senior project-management capacity early in the tender
process, especially in strategic projects.

*Details of our experience are listed in Chapter 9, Section 9.6.
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A major question to be asked is: are we going to tender or not? This is
why the tender documents and the client information need to be checked for
their compliance with the contractor’s business values. What factors will be
real problems for this project and will prevent us from submitting an offer?
These need to be clear from the beginning. At that very early stage, the ten-
der manager also needs to decide what type of contract needs to be pursued
in the relationship with the prospective client.

Normally it is the customer who chooses the contract type and the form
of contract, which as a rule are part of the tender documents. It is the cus-
tomer who invites the contractor to enter into a Construction contract, a
D&C contract or an EPC contract. But sometimes it is of interest to suggest
a different contract type than originally required by the customer. This
depends upon the contractor’s experience and his core business. We once
witnessed an invitation for an office building near a town, with parking lots,
adjoining roads and flood lights, which originally was put forward by the cli-
ent as a D&C contract, being offered by an experienced contractor as a
Turnkey ofter. The price was “a little bit” higher than expected by the cus-
tomer, but if the functional specifications to be agreed upon are clear, the
customer may arrive at interesting savings on its building and the supervising
team during execution. The proposed Turnkey contract was attractive for the
customer due to its shorter project lead time.

The same can be true for an invitation to tender for a Construction con-
tract, which may be upgraded to a D&C contract by the contractor. The
contractor will have to scrutinize the customer’s design, but the advantage of
a D&C contract is that the contractor shows the potential customer that it is
not afraid of taking over the full responsibility for the design.’

Later in this book® we will see that the tender manager has different
options here. Deciding about the right type of contract is crucial for the
remainder of the contracting cycle in the discussions with the client. If they
opt to go for tender, the tender strategy needs to be decided on. Here, two
options are available: to go for a rock-bottom offer in combination with a
large number of provisions, i.e. reservations or to go for an all-inclusive offer
on a lump-sum basis, while accepting all project risks.

The preferred tender strategy is always the result of a number of consid-
erations, including the hunger for work by the contractor, the specific project
characteristics, the contractor’s risks policy, the relationship with the client,

*For a detailed discussion of different contract types and forms, see Chapter 8.
See Chapter 8. See also later in this chapter.
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the personalities and seniority involved in the tender team, etc. When inter-
viewing senior executives of large contractors, we overheard the following
interesting statements:

e “Success in international contracting is decided by the way in which you
are able to manage risk in the relationship with your key stakeholders. Risk
management should be at the core of the activity of any tender team.”

e “Tender teams that continuously get second or third place will automati-
cally adjust their risk attitude. Nobody likes to lose constantly. Negative
experiences will affect the risk attitude of tender teams. Eventually, this
will come out okay.”

e “Additional work, i.e. variations, should be identified at the tender stage.
Identifying flaws in the client’s specifications and requirements is key to
tender teams.”

e “At the tender stage it is extremely important to know how the client, i.e.
the project, is financed. It is not so much project profitability that tender
teams should be concerned about, but also future payments made by the
client. Will we get the cash in?”

o “We should be careful not to involve lawyers, i.e. legal counsels, too early
in the process as they usually lack a business perspective. On the other
hand, some lawyers are good with small print. They may be helpful in
identifying hidden risks in tender documents; but they shall not prevent
us from tendering where risks are acceptable.”

Finally, this stage should result in a professional bid to the client.
However, before this stage can be arrived at, discussions and negotiations
with the client may influence this task.

5.4. Landing the contract: the Letter of Intent (LOI)

The tender process is part of the pre-contractual stage. At this stage, contract
parties need to get acquainted and accustomed to each other. One way to
explore the other party is to ask questions and request clarification on issues
that are observed in documentation and communication. This allows parties to
engage in dialogue and discussion. From the client’s point of view it’s impor-
tant that a level playing field is developed in the relationship with all bidders.
The client’s procurement managers generally will ensure that no sin-
gle contractor comes into a favored position. This is difficult, since what
is allowed and not allowed at this stage is different per culture, per sector
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and per type of company. In general, oil and petrochemical companies are
very strict in their dealings with contractors. No fringe benefits will be
accepted whatsoever, be it in the tender stage or later in the project execu-
tion stage. However, when dealing with emerging countries, personal
favors may be highly appreciated and may lead to a favored position.
Here, the company’s ethical policies and local laws may decide what is
allowed or not allowed.”

In most cases, clients will organize face-to-face meetings with all the
contractors concerned to answer questions that may have emerged or been
put forward by contractors. Usually, the questions will be cited and docu-
mented, as well as the client’s reactions. In some cases a bid clarification will
be provided on a bilateral and personal basis. In other cases, this may be
done in a bid clarification meeting with all the contractors present. Through
its interactions with contractors, a preference may emerge at the client for
one of them. Gradually, the long list of contractors will be brought down to
a shortlist containing the two best contractors. These two contractors will
be requested to submit a detailed bid, on the basis of which a final selection
will be made.

Prior to making a final selection, parties may draft a letter of intent.
Usually, this is seen by both parties as a pre-stage to the final contract negotia-
tions. In practice, misunderstandings may occur about the legal value of a
Letter of Intent. This is because in most standard contracts (such as FIDIC,
LOGIC and the Dutch CMM contract), the LOI is not described.

In general, a LOI commits parties to what has been agreed in it and noth-
ing more. If parties have agreed to explore opportunities to engage in a final
contract, they should make their best effort to do so. However, although
every party went at it with the maximum effort, a final contract may not be
closed. This is all in the game. If parties have agreed in the LOI to deal with
each other on an exclusive basis, they cannot engage with other parties at the
same time. If the client has committed in the LOI to a soil investigation by
an outside research agency, he should do so and pay for it.

The LOI can be considered as a preliminary contract, which helps parties
to gain experience in working together more closely and to get a feel for the
chance of success in the future collaboration for the entire project. This is the
purpose of a LOI.

As we will see in Chapter 6, it is much more difficult for public institu-
tions to engage in a similar way of working, due to the rigid procurement

7See also Chapter 25 of this book.
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directives that they are subject to. This is one reason why working for public
institutions as a contractor is much more difficult.

5.5. Contract negotiations and closure

At this stage of the contract cycle, it has become clear what type of contract
will be closed with the client. Alternatives here are:

Construction-only contract. This is recommended for building or engineer-
ing works designed by the employer or by his representative, the engineer.
Under the usual arrangements for this type of contract, the contractor
constructs the works in accordance with the design provided by the
employer.

Contract for plant and design build (Design and Construct contract). This
is recommended for the provision of electrical and /or chemical plants, and
for the design and execution of building and engineering works. Under
the usual arrangements for this type of contract, the contractor designs
and provides, in accordance with the employer’s requirements, plant and/
or other works. This may include any combination of civil, mechanical,
electrical and/or construction works.

Contract for Engineer, Procure, Construct (EPC) projects/Turnkey projects.
This may be suitable for the provision on a Turnkey basis of a process or
power plant, a factory or similar facility, or often an infrastructure project or
other type of development, where a higher degree of certainty of final price
and time is required and the contractor takes total responsibility for the
design and execution of the project, with little involvement of the employer.
Design, Build, Finance, Maintain (DBFM) contract. This is used in situa-
tions where the employer does not have the technical knowledge to design
the project, nor has the financial resources to pay for the total investment
up front, and nor wants to engage in the maintenance of the project. All
of these activities are to be transferred to the contractor, who in many
cases will need to team up with other specialist subcontractors in order to
apply for the contract. Usually, this leads to very complex contracts, which
extend to a long period of time (20 years or more).

Design, Build, Finance, Maintain, Operate (DBFMO). Here, the contrac-
tor accepts the obligation to operate the permanent works for a certain
period of time. When doing so, the employer’s personnel may become
familiar with the operating secrets of the referred works, in this way
obtaining the necessary experience. Delivery of a toll road may serve as an
example.
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These and other contract forms and types are discussed in more detail in
Chapter 8. A basic understanding of contracts is important, since every con-
tract defines the responsibilities and liabilities among contract partners.

In Construct contracts, the risk and liability for design and engineering
lies with the client or the client’s engineer. The contractor is liable to the
degree to which his work meets the client’s specifications. When a Construct
contract applies, the client should be aware that every change in its technical
requirements could result in an extra cost to be charged by the contractor.
Engineering changes should be documented carefully, their consequences on
cost should be followed up and they should be approved by the contractor
prior to execution. Experienced contractors may act very rigidly on this and
probably will not commence any work on changes if the client has not agreed
the financial consequences.

This situation is totally different when an EPC contract applies. Here, the
project manager is responsible for ensuring that the work delivered meets the
customer’s design, which beforehand was checked and accepted by the con-
tractor and as such became part of the contractor’s responsibility. Stated
otherwise, his work should be fit for the functional requirements of the
design, whereas the design should be fit for purpose. Both types of contracts
have different implications for the roles of the parties involved.

When an EPC contract applies, the contractor is responsible, when taking
over, for ensuring that the works meet the definitions of the intended pur-
poses as provided by the employer when concluding the contract. Above
that, the contractor should ensure that the works meet the criteria for testing
and performance. The client and the client’s engineer should refrain from
detailed instructions with regard to the construction and execution of work
with an EPC contract. Preferably, the client should adopt a hands-off
approach.

In industry, several standard templates are available for these different
contract types. Examples of standard contracts are FIDIC and LOGIC for
construction and offshore installations, and BIMCO for shipping and tow-
ing activities. These standard contracts are derived from the best practices in
the sectors and have been agreed among major players in these sectors (both
clients and contractors). FIDIC, for instance, was developed by the interna-
tional federations of engineers, who were supported by the United Nations,
World Bank, the International Development Association and the IMF, just
to mention a few. LOGIC was developed by a large number of experts in
the oil and gas industry. In general, the decision on which form of agree-
ment will apply for the future project is up to the client. In the meantime,
standard contracts cover Construct contracts, Design and Construct
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contracts, specialized dredging agreements, contracts for ship management
and towing, contracts for Turnkey projects, contracts for Design, Build,
Finance and Maintenance, etc. The use of these international contract
standards is widespread.

Using these contract templates improves communication between parties
in international business, saves a lot of time and cost, since agreement exists
about the terminology and conditions of use, and contract parties can benefit
from the vast experience from which these standard contracts have been
derived. In these standard contracts, all subjects are covered in a methodo-
logical and systematic way. As Chapter 8 is devoted to this subject, we refer
the interested reader to this part of our book.

With regard to contract negotiation strategies and tactics, we have
observed a rich range of practices, which unfortunately are beyond the scope
of this book. The reader is referred to the specialist literature on this topic.®

5.6. Subcontracting and project execution

In international contracting, it is quite common that projects are won at a
price level that is barely profitable. As our introductory case shows, during the
final negotiations the contractor gives an additional discount on its already
competitive contract price. When the contract is captured in this way, the
project manager is faced with a problem: how to make this project a profitable
one? Of course, in many cases, efficiency gains can be made by meticulous
work preparation and a reduction of operational costs. However, since sub-
contractors and materials suppliers easily make up 50-70% of the contract
price, the procurement organization is summoned to squeeze these external
partners. This approach is called: “Procurement needs to secure the margin
for the project.” The procurement organization may or may not succeed in
chopping oft a few percentages of the total procurement expense. However,
in all cases, the procurement organization will face a tense relationship with
its supply partners, who will use every opportunity to cut costs, charge heavily
for extra work, and give in on quality and delivery. What’s even worse: the
supply partners will have no interest at all in making the project a success for
the project manager, the contractor and/or the client.

8Harvard Business School (2003), Harvard Business Essentials Guide to Negotiation. Boston,
MA: Harvard Business Press; R. Fisher (20006), Getting to Yes: Negotiating Agreement Without
Giving In. London: Random House Business Books; G. Richard (2006), Negotiation Strategies
for Reasonable People, 2™ edition; R. Dawson (2010), Secrets of Power Negotiating. Pompton
Plains, NJ: Career Press.
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This case is an illustration of what we have referred to earlier in the book
as a “dyadic perspective” on contracting, which is characterized by a “win-
lose” attitude by contract partners.” Although this approach has its merits (it
is easy to practice), its major disadvantage is that parties will pursue only their
self-interest at the detriment of the client’s interest. This traditional approach
towards subcontracting and procurement should therefore only apply for
non-strategic, low-volume subcontractors and suppliers. Engaging strategic
subcontractors and suppliers would, preferably, call for a more careful
approach: these supply partners should be contracted using back-to-back
agreements, which cover the risks and liabilities of the main contract as much
as possible, as the case may allow. Otherwise, the risks for non-performance
are fully carried by the contractor. Back-to-back agreements in general create
a stronger interest from supply partners to meet the contractor’s and client’s
needs. For strategic supply partners, full business alignment should be real-
ized, i.e. alignment between the supply partners’ interests and the contractor’s
and client’s interests. Back-to-back agreements are helpful in creating a supply
chain, i.e. value-chain orientation.!® Parts of these back-to-back agreements
are penalty and incentive schemes, which may motivate the supply partners to
constructive behavior and contributions. For more details on how to deal
with subcontractors and materials suppliers, see Chapter 7 of this book.

Subcontracting and procurement precede the stage of project execution.
In theory, this may be true. In practice, subcontractors may have commenced
their job and materials suppliers may have delivered their materials before a
proper contract has been put into place.

In dealing etfectively with supply partners, the project manager could do
the following:

e Have a proper supplier selection procedure in place, documenting which
supply partners are pre-selected, i.e. pre-qualified, how bids are evaluated
and decided upon, what contracts need to be used and what general pur-
chase conditions will apply. This would require a dedicated project buyer
to be assigned to the project, who can act as a liaison between the project
engineers and the procurement organization.

e Have a proper contract administration in place covering all contract docu-
ments and related documents. Obviously, this is a key requisite for success-
ful contract management.

?See Chapter 2.
9See Chapter 2.
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e Have a proper order-to-pay system in place, allowing the project support
staff to order materials and services using the company’s corporate pur-
chase agreements and allowing for a full tracing and tracking of materials.

e Send a copy of general purchase conditions when necessary.

e DProvide for effective expediting, following up on project strategic materi-
als, subcontractors and suppliers.

e Have a quantity surveyor or contract manager on site who follows up per
subcontractor and supplier on the number of man hours actually spent,
the quantity of materials actually consumed and the equipment availability
and usage.

e Have a clear incoming and quality inspection procedure in place for all
incoming materials. Shipments should be checked with purchase orders in
terms of quality, quantity and timeliness of delivery.

e All materials should be kept in secured inventory locations.

e Have a clear procedure for handling invoices coming from supply part-
ners. All invoices should be subject to a three-way matching principle
(order matches delivery document; delivery document matches with
invoice, to be checked by an independent person; invoice matches with
the order). All exceptional invoices should be checked by the project man-
ager. Invoices without a purchase order number should be returned to the
supplier /subcontractor.

e Have a proper subcontractor and supplier evaluation procedure in place,
allowing for a ranking of supply partners in terms of partners, preferred
suppliers and suppliers, and those suppliers with whom the relationship
would need to be terminated due to bad performance.

If these procedures (which would call for adequate staffing and resources)
are put in place, the project manager easily would save 3—4 % of the materials
cost on his project. These savings are the result of less waste, less theft and
actual payment for performance or goods delivered.'!

It is our observation that expediting, materials control, quantity survey-
ing and contract management are, in most projects, undervalued, underrated
and understaffed activities. Our suggestion is not to see these activities as a
cost to the project, but rather as an investment (which will be recouped
within a couple of months).

When making payments ahead of time, as some suppliers may require or
need, the project manager should make sure that the supplier issues a bank
guarantee or concern guarantee. Through a statement called the Transfer of

"'In some industries suppliers may invoice higher volumes than have actually been delivered.
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Title of Ownership he should assure that materials (e.g. piping, steel plates)
that are produced by the supplier are kept separate from other materials and
are labeled with the name of the contractor, i.e. project. This will prevent seri-
ous problems in case the supplier gets into financial difficulties or faces
bankruptcy.

5.7. Testing, delivery and payment

Having arrived at the project’s milestones, the client or the client’s engineer
shall want to inspect the progress of work. Approval of both the quality of the
work and its quantity by the engineer or client is needed to be able to send
the invoice, which is linked to the respective milestone in the planning sched-
ule, and get this approved for payment. Therefore, the project manager needs
to manage the relationship with both the client and its engineer in order to
prevent delays that might occur.

What to do if the work has been approved, the invoice has been sent, but
the actual payment, for some obscure reason, is suspended? Most project
managers will continue with their work, taking the risk that the company will
finance most of the project eventually. Some financial directors have issued
strict guidelines to their project managers and will summon their project
managers to cease all project work. Of course, this can only be done if the
client has been summoned through a first and second reminder to pay, and
finally, has been officially put in default.

The jurisprudence provides many examples of situations where a contrac-
tor fell short of delivering a work according to what had been agreed in the
contract. More often than not, parties settle their positions themselves with-
out going to court or to arbitration, although one of the parties involved is
in default. A contractor, who is a specialist in offshore pipe laying and sub-sea
construction, may serve as an example here. For this work, the contractor uses
specialist vessels. Recently, the decision was made to modify one of its special
purpose vessels, i.e. a vessel that was used to cover sub-sea pipelines with
stones and sand. The reason was a major project that was won from an inter-
national client for such work, totaling £60 million. The two existing electrical
deck cranes were deemed to be outdated. Their movements were slow, and
spare parts were no longer available. It was decided that both deck cranes
would be replaced by a Hitachi 870 excavator. The Hitachi 870 would be
used to move stones from the holds 4 and 5 of the ship into a vertical piping
structure, which would manage the positions of the stones onto the seabed.
However, in order to increase its productivity, it was necessary to increase the
capacity of the original Hitachi bucket. A larger bucket was needed in order
to be able to deliver a large project within the client’s tight deadlines.
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For the modification, an experienced subcontractor was selected, and he
produced detailed technical specifications and drawings. These included the
deck’s frame construction, which should be supported in order to carry the
heavy excavator and its loads. Next, many issues were discussed, such as lifting
certifications, ship stability in various loading conditions and wind directions,
maintenance, maximum residual charge remaining after unloading, cycle times
of the bucket, anchoring system and safety while operating and during sailing.
It was contractually agreed that the subcontractor would need to deliver the
project Turnkey, including the reinforcement of the deck’s frame. Next, the
subcontractor was responsible for carrying out all maintenance work. It was also
agreed that the Hitachi 870 would be operated by a certified driver, who
needed to carry out daily maintenance and inspections. Of course, the perfor-
mance of the bucket was specified. The bucket should be able to discharge full
loads of 1-8” sand stones with a standard operating bucket of 4 m?, from holds
4 and 5, whereas the cycle time for the bucket was specified to be one minute.

However, after completion of the work, the first tests with the Hitachi
showed that the construction that was conceived was too light. The bucket
deformed when gripping the stones in the cargo holds. Additional stiffeners
needed to be attached. However, these would make the bucket too heavy to
handle. Then, the subcontractor proposed using a smaller bucket of 2.5 m?.
When tested by the contractor, this seemed to work. However, using this
smaller bucket had some major disadvantages: the residue that remained in
the holds appeared to be three times higher than with the larger bucket.
Next, 1,500 movements were now needed instead of the 1,000 movements
for the larger bucket, reducing the excavator’s productivity and implying that
the anticipated project could not be achieved within the agreed timeline. See
Figure 5.3 for a picture of the situation.

Obviously, the contractor faced severe problems. If the project could not
be executed within the agreed timeframe, considerable penalties for delay
would be executed. Of course, the claim could be passed on to the subcon-
tractor. However, since this was only a small firm, executing the penalty
would result in its bankruptcy; another party would have to be found to do
the future maintenance.

The question rising from this case study is: what is the legal position of
both parties and what claims can be executed by the contractor? A few obser-
vations may help to understand the situation:

e Since the contract between the contractor and subcontractor is a construc-
tion contract, the subcontractor can only be held liable for meeting that
client’s technical requirements. The technical solution was provided by the
subcontractor and probably approved by the contractor. Next, the
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Figure 5.3. The modified Hitachi 870 in action.

contractor varied the contract according to his approved specifications and
drawings to the subcontractor to conduct the job.

In the case that an EPC contract had been used, the subcontractor would
have been liable for assuring that its technical solution would meet the
contractor’s business objectives and purpose: to be able to conduct
the pipe-covering project within the agreed timeframe. In such a situation
the subcontractor clearly would have been held liable for all direct dam-
ages. These could relate to the contractor’s project if that was clearly com-
municated to the subcontractor from the beginning.

Furthermore, the legal system of the referred contract plays a role.
Under common law, in contrast to Dutch law, penalties in contracts are
not allowed. This is why, in common law, parties normally arrange for
liquidated damages to recoup the costs accrued by rectifying problems
arising from malfunctioning equipment.

Under LOGIC contracts (UK law) a contractor cannot successfully sue a
subcontractor for consequential damages. Claims should be limited to
liquidated damages that were caused by malfunctioning equipment.

As a rule, indirect, i.e. consequential, damages are limited or excluded in
contracts through specific clauses on the issue.'? In this case, liquidated
damages for the contractor were limited to 0.5% of the contract sum per

12See Chapter 13, Section 13.7 for a detailed discussion of consequential damage.
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week overdue, i.e. £300,000 per week. Obviously, this far outweighs the
subcontractor’s total contract sum (which amounted to £200,000).

When brought to court, the outcome might be different based upon the
legal system that applies. If English law applied, the judge would discard any
claims for consequential damages in the event the subcontractor was not
informed about the contractor’s heavy liquidated damages under the main
contract between employer and contractor. The judge probably would agree
on claims related to damages incurred by the malfunctioning of the excava-
tor’s bucket and the deck’s reinforced steel structure, if it could be verified
that the subcontractor’s work had deviated from the client’s technical speci-
fications. Under Dutch law, the outcome might be similar. However, a key
issue would be the judge’s consideration regarding whether the subcontrac-
tor was responsible for the proposed design of the bucket and the variation
in the scope of the work, where a contractor’s consent was given before
installing a smaller bucket. Would a judge hold the subcontractor liable for
the contractor’s financial losses in such a case? Was there sufficient causality
between cause (smaller bucket) and effect (contractor’s liquidated damages)?
Who will finally bear the losses?

What should the contractor do to solve this case? Two options are open
to him. The first is to go to court and sue the subcontractor for all damage
that was directly incurred from the malfunctioning bucket. This would not
solve his current issue of an underperforming excavator. Moreover, such a
court case would take considerable time and effort. Another option would be
to discuss the matter again with the subcontractor to see what alternatives
could be found to improve the excavator’s productivity and reliability, and to
solve the negative side effects of using a smaller bucket. Next, the contractor
should engage in a discussion with his client to create more leeway in his
delivery schedule for the pipeline-covering project.

5.8. Claims and dispute resolution

Given the complexity of most construction works, there is almost no job that
does not end without a dispute or conflict among parties. Of course, prevent-
ing problems in the work and relationships is better than curing them after-
wards. As we have seen in our practice, disputes and conflicts escalate due to
bad personal relationships and egos, which get in the way (see Chapter 1 on
the BP oil spill). Good contracts will never be able to replace damage from
bad interpersonal relationships. It is preferable to solve issues that may arise
through a concerted effort among parties, with the personal involvement of
the key participants, than going to court or arbitration. As a rule,
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the contractor’s project manager should interface personally, formally and
informally with the client’s key stakeholders and engineer on a very regular
basis. We recommend project managers do everything possible before hand-
ing over the case to legal counsels within the firm. Legal counsels will mostly
go for the letter of the contract, rather than the intent of the contract among
parties. As a result, disputes and conflicts will increase in complexity. It is a
delicate matter to decide to hand things over to the legal specialists. Obviously,
this is decided best through a well-informed discussion between the project
manager, contract manager and legal counsel.

Finally, when cases have been submitted to the legal department, and /or
external legal counsels, the project manager still needs to have a role in solv-
ing the dispute. He should make sure that he is informed in such a way that
he can take the lead in the relationship with his client. Leaving this to special-
ized legal counsels may complicate things, and may postpone a satisfactory
outcome of the dispute. A prime reason for this is that the business model
underlying successful legal practices'® differs dramatically from the business
model that underlies contracting firms. In many court cases, the business
model of legal counsels may take priority over the interests of the parties
involved. In practice, the relationship between project managers representing
the client and the contractor may be tense. In such cases, the intervention by
professional, rational contract managers may help to solve the issues at hand
and prevent problems from unnecessarily escalating.

The chapters in Part IV deal extensively with specific problems and dis-
putes which may arise in international contracting. How to resolve conflicts
and disputes is dealt with in Chapter 24. The interested reader is kindly
referred to these chapters.

5.9. Summary

Initially, this chapter discussed the parallel if the contracting cycle with the
changing seasons of the year. Contractual relationships may move through
the different stages of spring, summer, autumn and winter. In contrast to the
seasons, the stages within the contracting cycle are interrelated. Previous
stages may impact the relationships during later stages in the contracting
cycle. In this chapter we identified seven specific stages which a contractual
relationship may go through.

The first stage is the invitation for tender. Here, the client issues a request
to the contractor to engage in a project. This invitation may have different

3I.e. making as many billable hours as possible.
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forms, such as the aforementioned RFI, REP or RFQ. International offshore
projects are usually very complex; apart from the technical requirements that
should be met, the interests of a wide variety of stakeholders also need to be
met. In practice, clients put their prospective contractors under significant
time pressure to produce their proposals. For this reason, this stage of the
contracting cycle should be thoroughly prepared and organized. Sufficient
time must be taken for a careful analysis of the tender documents and identi-
fying the risks that are related to the project, the project environment, the
client and its stakeholders. This is why we have spent significant time in
addressing risk analysis and management. Every major project offering should
be accompanied by a concise risk-management plan. Based upon these activi-
ties, the contractor should decide about his tender strategy. Options here are
to go for a rock-bottom price with a long list of reservations, or a higher all-in
price with all risks borne by the contractor. Of course, there is also a mixed
solution: to discuss with the client what risks will be incurred by him, by the
contractor and by both parties jointly. As practice shows, investing in sound
preparation leads to a much better understanding and weighing of the risks
involved. This is why we have stressed the value of working with focused
tender managers and tender teams and involving the designated project man-
ager at this stage.

Next, the second stage of the contracting cycle emerges, i.e. landing the
contract. A thorough analysis of the project and its related risks may lead to
questions being posed in the client’s bid clarification meeting. Rather than
entering into a contract right away, parties may sign a Letter of Intent. As we
have argued, the LOI serves as a preliminary agreement. Parties are only
committed to the issues agreed in this document and nothing more. The LOI
allows parties to get acquainted with each other and to test each other’s cul-
ture and commitment. After things have been sorted out under the LOI,
parties may engage in more serious discussions and negotiations and land the
contract. This is the third step of the contracting cycle.

At the contract negotiations and closure stage, parties need to agree and
substantiate what contract model will be used. In this chapter, we discussed
four major contract models, i.e. Construction, D&C, EPC, and DBFMO con-
tracts. Each of these contract models is used in different situations and repre-
sents different roles and responsibilities for both client and contractor. Next,
these contract models can be found in different international standard con-
tracts (such as FIDIC, LOGIC, BIMCO). In fact, these standard contracts,
which are widely used in international contracting, represent templates that can
be used for the different contract models. Finally, parties need to agree on what
legal system (UK law, Dutch law, Norwegian law) to use for their contracts.
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The fourth and fifth stages in the contracting cycle are subcontracting and
project execution. Both are mentioned together since it is common practice
(however, this is not without risk) for subcontractors to start their work for
the project without proper commissioning. Crucial elements in subcontract-
ing are: deciding when to involve which subcontractors in the project (some
of them might need to be engaged at the tender stage), how to pre-qualify
or pre-select them, how to structure the bidding process and how to select
the best offer. We also discussed the need for their activities to be meticu-
lously planned, and to follow up on their activities, technically, in terms of
quality and financially.

It is common for operational problems to emerge during project execu-
tion because every situation is unique. Therefore, not all problems can be
anticipated. When these occur, parties need to react and act. We provided a
real-life case on what might happen during project execution. Although con-
tracts may be of help in making outcomes, roles and responsibilities explicit,
they are of little help in actually solving stressful situations. Here, the quality
of the relationship between parties is much more important in finding suc-
cessful solutions.

The last two stages of the contracting process are the settling of guaran-
tees and claims handling. As in most situations the client will negotiate for a
retention fee, it is important to keep in contact with the client during the
guarantee period to sound out upcoming problems with the work or instal-
lation delivered. A professional project administration that enables a good
tracing and tracking of the project may be of great value in addressing dis-
putes and conflicts that may emerge at this stage.



Chapter 6

European Tendering'

6.1. Case — Objectives?

Many infrastructural and construction projects are awarded by governmental
institutions. As this chapter describes, the government is not free in deciding
how it buys. It needs to follow strict procedures on public procurement. In
Europe, European Directives on Public Procurement apply, that need to be
translated into national legislation. For the UK government, general princi-
ples were issued by HM Treasury.

Good procurement means getting value for money — that is, buying a
product that is fit for purpose, taking account of the whole-life cost. A good
procurement process should also be delivered efficiently to limit the time and
expense for the parties involved. Successful procurement is good for the pub-
lic, good for the taxpayer and good for businesses supplying government.

While there is no single method that will guarantee the delivery of those
objectives for all procurements, the following general principles set out the
key steps to successful procurement in most cases. A procuring authority
should:

e Be clear on the objectives of the procurement from the outset.

e Be aware of external factors that will impact on the procurement, such as
the policy environment or planning issues.

e Communicate those objectives to potential contractors at an early stage,
to gauge the market’s ability to deliver and explore a range of possible
solutions.

'Parts of this chapter are derived from A.J. Van Weele (2010), Purchasing and Supply Chain
Management. London: Cengage, Chapter 6. This chapter discusses public procurement pre-
dominantly from a European perspective. However, the principles underlying European pro-
curement practices are common in other parts of the world.

2HM Treasury, Transforming government procurement, UK, January 2007.
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e Consider using an output or outcome-based specification, to give
contractors — who naturally know more about their business than poten-
tial buyers — more scope to provide innovative solutions to solve the
underlying problem the procurement is designed to deal with, rather than
deciding what the precise solution should be at the outset.

e Follow a competitive, efficient, fair and transparent procurement process,
and communicate to potential contractors at the outset what that process
will be. This will give contractors greater certainty about the costs and
benefits to them of submitting a bid, which should encourage eftective
competition. As all contractors have the same knowledge going into the
process, and will be assessed in the same way, the successful bidder can be
chosen purely on its ability to provide the best solution.

e Be clear about affordability — the resources available to spend on particu-
lar goods or services. The procurer has to select on the basis of whole-life
value for money, but in setting budgets for individual projects, depart-
ments also need to make decisions about relative policy priorities and
needs. If more is spent on one project than originally allocated, that will
mean less is available for other priorities. Conversely, if savings are
achieved, then these can be redeployed into frontline services.

e Establish effective contract management processes and resources in good
time to drive excellent contractor performance throughout the contract.

Introduction

Notwithstanding the good intentions, which are described in the introduc-
tory case, the actual experiences with governmental institutions in regard to
public procurement are disappointing. In many countries, the government
represents the most important customer for construction and offshore con-
tractors. In general, public procurement and tender processes and practices
are highly bureaucratic, tedious and time-consuming, price driven and allow
for little innovation and creativity from the construction industry. For this
reason they are subject to considerable public debate.

In some sectors, public institutions and public utilities may have the posi-
tion as a monopolist.> Demand for weapon systems and tanks are limited to the
Ministry of Defense. Demand for water purification installations is limited to
water supply companies, which are usually owned by the government.
Tendering for civil infrastructure, such as roads, bridges, canals, harbors,

3See Chapter 7.
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tunnels, etc., is for a large part limited to ministries, regions and municipalities
in many countries.

The total volume of the market for governmental contracts in all EC
countries is considerable. In 2002, the European Commission estimated this
volume at 16.3% of the Gross Domestic Product (GDP), representing a con-
tract value of about €1,500 billion.* This figure excludes the value of the GDP
of the 12 member states that have entered the European Union since 1995.

Representing 16.3% of GDP, governmental institutions play a crucial role
in developing the internal market within the EU. The idea behind the
European Treaty is to create one European market without trade barriers,
based upon a liberal market mechanism, so that free exchange of supplies,
persons, services and capital can be accomplished. We will see in this chapter
how these ideas, which underlie the EC, have a profound impact on how
European government deals with its contractors and service providers.

This chapter discusses the public procurement practices in Europe. More
particularly, it discusses to whom public procurement laws and directives
apply and how they work. A good understanding of the subject is important
in order to land contracts with governmental institutions successfully.

6.2. Principles and scope of the European
procurement laws and directives

The European Union consists of the following member countries (the num-
ber is related to the year of entry to the EU): Austria 1995, Belgium 1951,
Bulgaria 2007, Cyprus 2004, Czech Republic 2004, Denmark 1973, England
1973, Estonia 2004, Finland 1995, France 1951, Germany 1951, Greece
1981, Hungary 2004, Ireland 1973, Italy 1951, Latvia 2004, Lithuania
2004, Luxembourg 1951, Malta 2004, the Netherlands 1951, Poland 2004,
Portugal 1986, Romania 2007, Slovakia 2004, Slovenia 2004, Spain 1986
and Sweden 1995. The total number of inhabitants is 480 million.

A compartmentalized market of government contracts, where national
governments favor their national and local contractors, is in conflict with the
realization of one common European market. For this reason the EU intro-
duced strict procurement directives, which prescribe to a high level of detail
regarding how governmental institutions and municipalities should buy. The
basic idea behind these directives is that the massive EU market should be
accessible for all contractors and contractors within the EU.

*European Commission, A report on the functioning of public procurement markets in the EU
benefits from the application of EU directives and challenges for the future, February 3, 2004.
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Principles

Four major principles underlie each of these procurement directives: the prin-
ciples of non-discrimination, equality, transparency and proportionality.
When applying the procurement directives, governmental institutions should
comply with these four principles.

Non-discrimination. The principle of non-discrimination should safeguard
the market for government contracts so it is accessible to every contractor,
whatever his nationality and country. For this reason, it is not permissible
to prescribe that a company should be located, for instance, in the
Netherlands, or should have done business previously with the Dutch
government. Neither is it permissible to require a specific fabricate or
brand. The only discriminating requirement that is allowed is that contrac-
tors should be able to speak and write in the language where the contract-
ing authority is established, if this is considered to be necessary for a
successful completion of the contract.

Egquality. The principle of equality stipulates that all competitors that com-
pete for the same government contracts should be dealt with in a similar
way and that they should be provided with the same information at the
same time. In this manner the procurement directives try to create “a level
playing field” for every contractor.

Transparency. The principle of transparency forces governmental institu-
tions and public utilities to publish those contracts, the value of which
exceeds certain financial thresholds,® in the Tender Electronic Daily
(TED), the EU database that keeps a record of all European tenders. This
principle also demands, in case there is a clear interest from contractors in
the other member states, that even the smaller contracts, which do not
meet the financial thresholds, are communicated to the European busi-
ness community. In these cases, public institutions may in addition use
their websites or may place specific advertisements in European newspa-
pers. The principle of transparency also demands that the public institu-
tion communicates in advance what procurement procedure will be used,
what requirements will be imposed on the contractor and how the con-
tract will be awarded among competing contractors. In general, these
procedures also prescribe that contractors are informed about the reasons
for not being selected.

5See later in this chapter.
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e Proportionality. The principle of proportionality holds that the require-
ments and conditions that are imposed on the future contractor are rea-
sonable. This means that they should be in balance with the scope and
volume of the contract.

These four principles underlying public procurement are the backbone of
what will follow in this chapter. An important concept that will be used in this
chapter is the concept of the contracting authority. The contracting authority
is in general a public institution or public utility that is subject to the
European Directives on Public Procurement.

Public tendering: legal framework

The purchasing policy of the classical government (the state, regional or local
authorities, bodies governed by public law, associations formed by one or
more of such authorities or bodies governed by public law) has some specific
characteristics. These characteristics do not specifically apply to the public
utilities sector (public transport, water control, energy supply and ports
authorities). Therefore, for this sector, an enlightened regime exists.

Tendering is a crucial part of the public procurement function. It may be
surrounded by all kinds of specific legal rules and complexities. This is less
true for public utilities, which increasingly are subjected to the laws of supply
and demand. For this sector, there are many more similarities with how the
private sector makes its purchases.

Public tendering includes supply-market research; developing a sourcing
strategy based on a detailed specification for the delivery of supplies and ser-
vices and/or construction; selecting the right procurement procedure; pre-
paring the tendering documents, which will include the technical requirements,
contractor selection and award criteria and contractual conditions; evaluating
contractor data and contractor bids; contracting; writing up the final version
of the contract and the follow-up of the tender procedure. In general, the
public tender process is split into two different stages: (1) pre-qualification of
contractors; (2) bid evaluation and the award of the contract to the best
contractor.

Public procurement law is based upon the body of international and
European law, national laws and directives and jurisprudence. Public procure-
ment law prescribes in a formal way how to go about government contracts,
i.e. how to deal with contractors and how to award public contracts. Over the
years, it has become clear that national governments violated European
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procurement laws and directives when awarding contracts to contractors. In
most cases, they kept protecting national interests by placing contracts with
local and national contractors. For this reason, during the early 1970s, the
first European Directives on Public Procurement were introduced. Initially,
specific directives were made for “Works” and “Supplies”.® In the early
1990s, the directives related to “Services” and “Public Utilities” followed.

European procurement directives and national legislation provide the
legal framework upon which national contracting authorities should act.
However, apart from these laws and directives, contracting authorities in the
EU member states also have to comply with the regulations resulting from
the Agreement on Government Procurement (GPA), that has been agreed
upon within GATT (General Agreement on Tariffs and Trade), now the
WTO (World Trade Organization). The following countries participate in the
GPA: the European Union, Aruba (the Netherlands), Canada, Hong Kong,
Japan, Iceland, Israel, Liechtenstein, New Zealand, Norway, Singapore,
South Korea, Switzerland and the United States of America. Contractors
from these countries have free access to the large market of central govern-
mental contracts in the areas of construction, products and services. A conse-
quence of GPA is that countries need to acknowledge lower financial
threshold levels for the central government (the state).

In summary, the government needs to acknowledge complex legislation
when making purchasing decisions. A thorough understanding of interna-
tional and European procurement law is necessary in order to prevent prob-
lems in the relationship with contractors. Contractors should be dealt with in
a fair way, respecting the four principles of non-discrimination, equality,
transparency and proportionality. Procedural mistakes may easily cause delays
to happen in project execution, and may unnecessarily result in contractor
claims that are brought before court.

With regards to the scope of the European Directives on Public
Procurement, we need to differentiate between what contracts need to be
tendered according to these directives and to whom the directives apply.

Scope

In general, the European directives apply to all governmental institutions,
including the state, regional or local authorities and bodies governed by

®The European Directive on Public Procurement on “Works” originates from July 26, 1971
and the European Directive on Public Procurement on “Supplies” originates from December 21,
1976.
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public law. The latter may include specific research organizations, universities,
academic hospitals, educational institutions, police authorities, new town
development corporations and water supply companies. These examples
already illustrate the wide range of institutions to which the European direc-
tives may apply. In the remainder of this chapter these institutions will be
referred to as “contracting authorities”.

The procurement directives define “supply, works and service contracts”
as “contracts for pecuniary interest concluded in writing between one or
more of the contracting entities and one or more contractors or service pro-
viders”. This definition has two important elements. First, the agreement
must be in writing. Second, the agreement must stipulate an exchange of
value between parties. To be more precise: one party needs to provide sup-
plies and services, for which the other party is willing to pay. A formal agree-
ment does not need to imply a large, complex contract. It can also relate to
a purchase order, which has been sent by e-mail. Or, it may simply relate to
an invoice that has been accepted by the customer for payment.

The exchange of value between parties assumes that both parties have
rights and obligations. One party needs to deliver, whereas the other party
needs to pay. Payment does not necessarily have to happen in terms of money.
Payment can also be made through exchange of a special permit or could
simply relate to exchange of supplies (barter). As an example, a real estate
company might acquire the property rights to a piece of land from a city
against the promise that it will develop the area and that it will build a new
City Hall for the city council free of charge. Hence, the European procure-
ment directives apply to any contract for which a customer wants to pay with
a return that can be put in monetary terms. As discussed before, the contract
may relate to works, supplies and services.

“Works contracts” are contracts that have as their objective either the
execution, or both the design and execution, of a project. A work means the
outcome of building or civil engineering work taken as a whole, which is suf-
ficient in itself to fulfill an economic or technical function. Purchase of
immovable properties is excluded, but when a contracting authority hires a
contractor to build real estate according to his specifications (terms of refer-
ence), it is considered as a Works contract. In practice, contracts for the deliv-
ery of a ship, acoustic installations for a theater or pumps for a water
purification installation have been mistakenly defined as a work. These are
examples of supplies deliveries. This is why the appendices of the European
Directives on Public Procurement have been included. These appendices
describe exactly what needs to be considered as a work. In case of doubt, the
contracting authorities can use them to find the exact answer.
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Supplies relate to physical products like computers, office furniture, heli-
copters, trucks, etc. However, supplies also relate to leasing and rental con-
tracts of these physical products. If a public institution decides to lease its car
fleet, this is considered to be a supplies delivery and not a service. This is also
true when a vessel is being rented. Additional services, like installation ser-
vices when acquiring a new telephone center, may be part of the supplies
delivery. This is important when it comes to assessing the total value of the
contract involved.

Services are in fact a rest category. Services relate to assignments, which
can be considered neither a work nor goods. In reality, the differentiation
between goods and services is very hard to make. The European Directives
on Public Procurement differentiate between A- and B-services. A-services
are fully subject to the European legislation. For B-services an enlightened
regime exists — enlightened because the public procurement procedures do
not fully apply. However, in all cases, these services need to be acquired
recognizing the aforementioned general public procurement principles.
And in case there is a clear interest from contractors from the other member
states, there should be a certain degree of publicity of the contract. Examples
of B-services are, amongst others, catering services, rail transport, transport
by vessel, temporary labor, legal support services, healthcare and
education.

6.3. European procurement procedures

From all the arrangements, the European procurement procedures have
raised the most discussion. A European procurement procedure is defined
here as “the total set of rules and regulations that are aimed at selecting the
best contractor for the best product against the best conditions, recognizing
European laws and regulations”. The European Directives on Public
Procurement include the following six procedures: (1) Open procedure,
(2) Restricted procedure, (3) Competitive dialogue, (4) Negotiated proce-
dure with prior publication of a contract notice, (5) Negotiated procedure
without prior publication of a contract notice and (6) Design contest. All of
these procedures will be briefly described. However, first we will discuss the
threshold levels that need to be taken into account.

Threshold levels

The European procurement regime only applies to contracts that meet cer-
tain threshold values. Table 6.1 provides an overview of the threshold values
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Table 6.1. Threshold values, European Directives on Public

Procurement.

Classical government Threshold values in euros
Works 5,000,000
Supplies: Central government 180,000
Supplies: Local contracting authorities 200,000
Services: Central government 130,000
Services: Local contracting authorities 200,000
Public utilities Threshold values
Works 5,000,000
Supplies 400,000
Services 400,000

involved. The structural values, which are listed here excluding VAT, are
updated every two years.

The reason for the lower threshold values for the central government is
the fact that contracts also need to comply with the regulations as stipulated
by the GPA, as shown earlier in Section 6.2. When estimating the value of a
contract, all costs need to be recognized that will be incurred during the
execution of the construction assignment, the delivery contract and/or the
service contract, including all supportive activities. For example, when con-
tracting for a new telephone installation, the contracting authority needs to
recognize all costs related to the acquisition of the handsets and other acces-
sories, as well as the acquisition cost of the installation itself. It is not permis-
sible to cut the total assignment in pieces to work around the European
procurement procedures. It is forbidden to split a larger assignment into a
few smaller ones, just for this purpose. There is, however, one exception to
this rule. A larger assignment may be split into smaller, coherent lots. For
example, when buying oftfice and computer supplies, the contracting author-
ity may split the contract into one for office supplies and one for computer
supplies, allowing prospective contractors to bid on the total contract, or to
bid on each individual lot. This arrangement is also relevant for construction
contracts. It is permissible, for instance, to take the contract for installation
work out of the total contract and to solicit bids from competing installation
firms, just for this part of the work. However, when doing so, the contract
value of the lot should be less than €1,000,000. Next, the total value of the
lots, which are separated from the total contract, should not exceed 20% of
the total contract value. When tendering for a contract for railroad
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maintenance by a European railroad authority, with an estimated value of
€50 million, the value of all lots together may not exceed €10 million,
whereas each separate subcontract should not exceed the value of €1 million.
These examples illustrate how complex and detailed procurement directives
may be.

In general, governmental institutions can choose among the different

public procurement procedures. Public utilities have the largest degrees of
freedom. The next section discusses the public procurement procedures in
more detail.

Public procurement procedures

Open procedure. The idea underlying the open procedure is that every
market party within the EU should be able to subscribe to a governmental
tender. The maximum term for submitting bids is 52 days, starting with
the day that the notice has been made public. These 52 days are calendar
days. Where an information notice was published previously, this term may
be reduced to 22-36 days. When sending all tender forms electronically
to interested market parties, the contracting authority may further reduce
the maximum term by seven days. If all tender documents (including tech-
nical information and drawings) are sent electronically, the maximum term
may be reduced by another five days. When communicating electronically,
the contracting authority may reduce the maximum term for contractors
to react by 12 days, leaving them with a minimum term to react of just
15 days. Of course, contracting authorities should be reluctant to reduce
the reaction time for contractors by too much. The risk will be that too
few bids are obtained and that bids will be badly prepared. This will serve
the interests of no one.

Restricted procedure. Although the name of this procedure suggests other-
wise, every EU contractor may compete for contracts that are tendered
through this procedure. This procedure is different from the previous one
due to the fact that the tender process is split into two distinct stages: the
stage of selecting interested contractors, and the stage in which the pre-
selected contractors are invited for tender. Therefore, a better name for this
procedure would be the procedure with pre-selection. However, in this
chapter we stick to the original name. When discussing this subject, we will
differentiate between the traditional government and public utilities.

For governmental institutions the minimum term for the notice amounts

to 37 days, to be calculated from the day that the notice has been sent to
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TED. The contracting authority invites the selected companies to express
their interest for tender. The minimum number of market parties to be
selected needs to be at least five, matching the pre-qualification criteria that
has been published by the contracting authority.

The contracting authority needs to provide 40 days at least to the pre-
selected contractors to submit their bids, again to be calculated from the day
that the invitation to bid has been published. When a prior information
notice has been made, this term can be reduced to just 36 days.

As in the case of the public procedure, the contracting authority can
reduce the term for submitting the actual bids by five days, when submitting
all tender documents electronically to interested market parties. However, the
minimum term should not be shorter than 22 days.

In case of urgency (not to be confused with extreme urgency), the con-
tracting authority may go for a shorter reaction time. The time for pre-
qualification of contractors then may be only 15 days, whereas the time
needed to solicit bids from the pre-selected contractors may be reduced to a
mere 10 days. The urgency may, however, not be related to circumstances
with the contracting authority itself. The urgency may be that, after awarding
a contract to a specific contractor, the contractor cannot deliver. In such
cases, the contracting authority may go for a second, speedier, tender process.
Whatever the reason, the contracting authority should mention the back-
ground for reducing the reaction times in its notice. Urgency only is acknowl-
edged in the case of the non-public procedure. The public procedure does
not have any specific arrangements for this.

The terms for public utilities are as follows: for the stage of pre-selecting
contractors, the term of 37 days may be reduced to 22 days minimum; for the
tender stage, the minimum term is 37 days. However, in consultation with
market parties, this term may be reduced. In the case that the contracting
authority and market parties do not come to an arrangement, the legal mini-
mum term will amount to at least 24 days.

o Competitive dialogue. The competitive dialogue is a special procedure,
which may be applied by governmental institutions in specific circum-
stances and for very complex projects. It is not relevant for the public utili-
ties sector. A project is considered to be very complex when a contracting
authority is not able to come up with a detailed specification and when the
legal and financial terms and conditions of the project cannot be defined.
In such cases, the competitive dialogue may be used. The procedure is as
tollows. First, just like the restricted procedure, a pre-selection of qualified
market parties is made. This should result in at least three parties being
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interested in and qualified for the assignment. Next, these parties are con-
sulted on the solutions that best fit the functional specifications that have
been submitted by the contracting authority. The dialogue ends when the
contracting authority has selected the best possible solution that was pre-
sented by one of the market parties. Next, the contracting authority will
put a detailed specification together and invite comprehensive bids from
the market parties that were solicited earlier. Bids are evaluated by the
contracting authority based on the most economic offer (rather than price
only). Just like the open and the restricted procedures, it is strictly forbid-
den to negotiate on the final arrangements.

The minimum term for pre-qualification of market parties amounts to

37 days. This term may be reduced to 30 days if the notice is made electroni-
cally. For obtaining the bids and final offers, no minimum terms are men-
tioned in the European regulations.

Negotiation procedure. The negotiation procedure can only be followed in
special circumstances. Here, the contracting authority can negotiate face-
to-face with market parties about the contents, execution and costs related
to the contract. The negotiation procedure can be used with or without
(pre) announcement. The negotiation procedure with prior publication of
a contract notice starts with a pre-selection of interested and qualified mar-
ket parties. The term for this is 37 days minimum. Again this term may be
reduced by seven days if all documentation is sent electronically. In situa-
tions of urgency, the selection may be reduced to 15 days or 10 days when
the notice is made electronically. For obtaining bids from contractors, no
minimum terms are stipulated in the directives. These only state that the
term should be reasonable for contractors to prepare their bids.

For the public utility sector, only minimum terms apply for the selection

stage. This term needs to be 20 days minimum. If the notice is made elec-
tronically, this period may be reduced to 15 days. Also here, no minimum
term is stated for soliciting the bids from the contractors involved.

The negotiation procedure with a contract notice can be applied by con-

tracting authorities only in very specific cases. The four most important cases are:

When, in the case of a public or non-public procedure or competitive
dialogue, irregular bids by suppliers have been obtained. This may apply
to situations in which contractors obtrusively have made price agreements
with each other.
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e When the bids that have been solicited are in fact unacceptable. This may
be the case when the prices that have been offered are way oft the available
budget or when the offers that have been made simply do not meet the
minimal requirements.

e When the cost related to executing the assignment cannot be estimated in
whatever way due to unforeseen circumstances. This may be the case when
restoration of historical buildings or old paintings is needed. In such cases,
the contracting authority may engage in face-to-face discussions with the
limited number of experts that are available.

e When it is impossible to specity the work to be conducted and the product
to be delivered in a fair level of detail. This may apply to specific research
assignments or when consulting support is needed for major personnel
restructuring.

These limitations do not apply to the public utilities sector.

As the name already suggests, the negotiation procedure without a con-
tract notice does not need to be published. The contracting authority may
approach contractors independently to obtain their ideas and bids. Some of
the situations where this very special procedure may be used are:

e When the contracting authority did not receive any bids, or bids that were
totally unsuitable.

e Insituations where only one specific contractor is available, due to techni-
cal or artistic reasons, or due to exclusive rights that may relate to the
product or service to be acquired. In such cases the contracting authority
needs to demonstrate and prove that only one contractor was available and
that only one way of working was possible.

e Extreme urgency due to unforeseen circumstances that cannot be ascribed
to the contracting authority. Examples here are the acquisition of supplies
needed in case of war or natural disasters (such as a wildfire or a flood).

e In the case of additional delivery of supplies and services, that could not
have been foreseen in the original contract, but which due to unforeseen
circumstances are necessary.

For both negotiation procedures, the general principles, discussed in
Section 6.1, also apply. In all cases, the contracting authority should publish
which party the contract was awarded to through TED.

In the case that the contracting authority decides to go for the competi-
tive dialogue or the negotiation procedure, it should explain its decision in
the procurement dossier.
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e Design contest. The design contest is a procedure that is used to obtain a
plan or a design based on competition among expert parties. The design
is judged by a professional jury. Market parties may be rewarded in terms
of'a monetary price or otherwise. The design contest is used for architec-
tural work, but also for the design of complex ICT architectures. It may
also be used for procurement projects that require a high degree of inno-
vation. Contracting authorities are free to orchestrate a design contest
however they wish. It is not necessary to explain their motivations. There
are no specific terms, i.e. lead times, that one needs to consider.

6.4. Implications for contractors

The previous paragraphs show that public tendering is a highly complex issue,
due to its detailed and complex legislation. Although the sanctions for not
following up on European public procurement law and directives are weak,
public institutions cannot escape from them. Chances for success in obtaining
jobs from the government increase when contractors acknowledge the
following:

Pre-contractual stage

e Active lobbying may pay off when the contractor is able to influence the
specifications, the procurement procedure that will be used, the contractor
selection criteria and more particularly, the contract model that will be
applied by a public institution. The contract model should be in line with
the allocation of risks and responsibilities of the parties involved. This kind
of lobbying may be against the European Directives on Public
Procurement. Contractors, therefore, have to operate carefully.

e Contractors should have a thorough knowledge of the public procure-
ment procedures that are used most, i.e. the open procedure and the
restricted procedure. It is important to acknowledge the minimum
response times that are allowed according to these procedures. This is a
specific task for the contractor’s tender manager.

e Contractors should be keen on the principles that need to be followed by
public institutions. Once the tender process has started no changes in
scope and requirements can be made unless approved by all market part-
ners. Contractors should keep an eye on the level playing field, which
needs to be created by public institutions. All contractors should receive
the same information at the same time. No single contractor may be put
in an advantageous position by the public institution.
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Specifications and requirements should be checked regarding specific
brand or supplier-specific characteristics, as these will limit competition.
Vice versa, it is unrealistic to expect that a public institution will integrate
a contractor-specific solution in its technical package.

Contractors need to be informed about the criteria and rating schedules,
which will be used by the public institution to pre-select contractors and
evaluate the bids. During the tender process, criteria and weighting factors
may not be changed anymore.

Contractors should be prepared to deal with an army of consultants and
legal counsels, which are hired by the client to do the job and to minimize
risk. As these consultants and counselors usually work on hourly rates,
they will extend the discussions where they can.

Keep on asking questions. As employers will need to respect fair play and
a level playing field in their dealing with contractors, individual contractors
can create an advantage through asking more questions than others, in
order to be better informed about requirements and stakeholder
interests.

Contractual stage

In order to be pre-selected, contractors need to meet the information
needs of the public institution as communicated in its tender documents.
The contractor needs to abide by the specified response times. Being five
minutes overdue in delivery will mean that all your work will be put aside.
Bids should reflect all technical, quality, maintenance and commercial
requirements as communicated in the tender documents. Not meeting
these requirements will mean that your offer will be put aside. In case of
options or alternative solutions, these can be included next to the original
offer, without the expectation that the contracting authority will look
at them.

Most public procurement procedures do not allow for negotiation after
the tender. As this happens all the time, the contractor could enforce its
negotiation position by keeping a detailed diary of their discussions with
the prospective client. This information may be used to put the client
under pressure, when necessary.

If the contractor did not get the job, he should review the process. Based
upon his detailed dairies and reports, he should assess the weaknesses of
the client’s procedure and assess whether a case could be brought to court
for compensation. Here, the so-called Alcatel response time applies, which
holds that contractors who did not win the tender have 15 days to
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formally react against the employer’s decision to award the contract to the
most favored party.

e The contractor should not mobilize for the work, unless it has obtained a
contract signed by the customer.

Post-contractual stage

e When the contract is signed, the contractor can mobilize for the start-up
of the work. This should be done only after all permits have been gained.”

e Any scope change or change of technical requirements and specifications
should be checked and the cost consequences identified and agreed before
implementing them.

e Contractors should have frequent face-to-face meetings with the client
and/or its engineering representative, given the often fast-changing politi-
cal landscape and client environment.

e Contractors need to take care of a flawless tracing and tracking of all their
activities and those of their subcontractors and suppliers in order to be
able to mitigate and/or share the burden of claims, when issued by the
client.

e Contractors should keep an eye on the roles and responsibilities of the
client, given the scope of the contract that was signed. In the case of an
EPC contract, the client should demonstrate a hands-off attitude and not
interfere in the contractor’s design and project execution. If this happens,
the contractor should stipulate its role, and point out consequences for the
client.

6.5. Summary and conclusions

This chapter has provided an inside picture of the procurement policies and
practices of governmental institutions. Due to the European treaty, member
countries and European institutions are not free in the way they do business
with contractors. European procurement law and directives prescribe how to
act in specifying contractors’ work, how to pre-select contractors, how to
award business and how to engage in a contractual relationship. In doing so,
public authorities should acknowledge the four basic principles, which under-
lie European procurement law, as noted above (non-discrimination, equality,
transparency and proportionality).

"This is only true for those works for which permits need to be obtained. Many works can be
started without permits.
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The legal framework for public procurement is partly European, and
partly international. The European framework consists of specific public pro-
curement laws and directives for supplies, works and services. The interna-
tional legal framework consists of the GPA, which opens up the public
procurement market within the European community for suppliers and con-
tractors of countries that are covered by it. Both frameworks are relevant for
all governmental institutions, and for companies that conduct work on behalf
of those institutions. Apart from the procedures to be followed, they also
prescribe what threshold levels to take into account when engaging in a con-
tract with an external party.

In this chapter, we described five European procurement procedures.
These procedures differ in the way supply markets are informed about future
jobs and orders, the way in which suppliers are selected and the bids evaluated
and awarded. Different response times relate to these procedures. Detailed
knowledge of these procedures and response times may put contractors in an
advantageous position. As these procedures are very formal, the contractor
needs to keep detailed records both during the pre-contractual stage and the
post-contractual stage. Given the many changes in the political landscape dur-
ing the course of the project, frequent face-to-face contact with the client and
its engineering representative is recommended.
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Chapter 7

Downstream Contracting: Managing
Suppliers and Subcontractors

7.1. Case — The subcontracted steel piles

Some years ago, a leading international contractor acquired a major offshore
project to build 80 windmills in the North Sea. The objective of the project
was to enable the country to meet its goals in reducing its carbon footprint.
The wind-energy park that was conceived should enable the country to do so.
A main contractor was selected for the design and construction of the project.
After completion of the park, it would be operated by a national energy
company.

A consortium was formed with some major contractors, who would pro-
vide for the cable to the mainland, the rotor blades and the turbines. The
main contractor would provide all foundations, the necessary infrastructure
and the steel piles for the windmills. As the steel made up a significant part of
the main contractor’s total project budget, steel requirements were con-
tracted as soon as the contract with the employer was signed. The procure-
ment manager was able to negotiate a fair price for the total steel volume and
was able to secure sufficient production capacity for bending and welding
activities. However, the contract stipulated that the main contractor would
pay its subcontractor three months in advance through pre-payments.

After delivery of the first piles, the supply from the subcontractor came to
a sudden stop. The reason was its financial situation. Soon it appeared that
the subcontractor was not able to pay for salaries and outstanding invoices.
As a result, it declared bankruptcy. The local court nominated a trustee, who
took over the management of the subcontractor. The main contractor imme-
diately contacted the trustee and urged the handover of the steel piles that
were already paid for. However, the trustee did not comply with this request.
He simply argued that in order to get the piles delivered, the main contractor
first would have to make new payments for them.

115
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Figure 7.1. Offshore wind park.

This case illustrates what may happen if agreements with subcontractors
have not been made carefully. As in any other business, the construction
industry is subject to the business cycle. In the case of economic growth,
companies need to be able to speed up quickly; in an economic downturn,
companies need to scale back their activities in a flexible manner. Bankruptcies
are a frequent phenomenon in the construction industry, and some compa-
nies cannot escape from this. Therefore, procurement professionals in the
construction industry should be always on guard. The careful supplier-
selection process would have two stages: one is to pre-qualify and pre-select
suppliers. At this stage, the financial situation of the supplier should be
checked. Only after a careful pre-qualification procedure should the next step
in the selection process be made: selecting the best offer from the pre-selected
suppliers and /or subcontractors.

In this case example, no payments should have been made without having
received either a bank guarantee or a formal statement, signed by the subcon-
tractor, that the property — the specific set of piles — was transferred to the
main contractor. Next, the statement should secure that the piles concerned
were put aside from the company’s main stock and labeled with the name of
the subcontractor. In this way, the main contractor could have prevented the
major supply problems that it was now suffering from.

This chapter describes the essentials of procurement and subcontracting
for the offshore and construction industry. This is often referred to as down-
stream contracting. As some materials’ suppliers and subcontractors will be



Downstream Contracting: Managing Suppliers and Subcontractors 117

on the critical path in the project planning, these contacts should be managed
with great care. Suppliers and subcontractors are not equally important to
contractors. Therefore we will propose a differentiated way of dealing with
these important business partners. Before doing so, we provide some impor-
tant definitions and concepts. Next, we will discuss the essentials of the pro-
curement process and how to contract for materials and subcontracts.

7.2. Downstream contracting: definitions'

Today, large construction projects in the offshore industry cannot be dealt
with by one company only. The expertise that is needed, the complexity of
the project activities and the uncertainty and risk that are related to these
kinds of projects warrant close cooperation among all partners of the value
chain. This becomes visible in the cost structure of projects (see Figure 7.2).
The majority of project cost is related to materials and subcontracts, usually
ranging in a ratio of 1:2 to 1:3. To put this in other words, for every
employee on the main contractor’s payroll, two or three people are paid for
at the suppliers’ and subcontractors’ end. The suppliers and subcontractors
do not only determine the project cost, but also the project’s profitability.

Sales Margin 1.5%

Turnover:
100%

Added value: 33.5%

Leverage effect of procurement

a 2% reduction of external
costs results in an 86% margin
increase

External costs*: 65%

*construction materials and subcontractors

Figure 7.2. Typical cost structure of a main contractor.

'Part of this section is derived from A.J. Van Weele (2010), Purchasing and Supply Chain
Management. London: Cengage, pp. 8-10.



118 International Contracting

From the example in Figure 7.2 it can be concluded that a 2% reduction of
all external costs would result in an 86% increase of the company’s profitabil-
ity. This explains why, in the construction industry, strong price orientation
exists in the dealings and negotiations with external partners. However, this
price orientation may work to the detriment of the quality of the project,
project schedule and targeted total cost of ownership. As we explained in
Chapter 1, a strong price orientation may foster a culture of opportunism and
deceit. This is not only true in the relationship between the employer and
main contractor; it also holds for the relationship between the main contrac-
tor and his many materials suppliers and subcontractors.

The impact of suppliers and subcontractors on the project profitability is
only one part of the story. The other part of the story is that, based upon
Figure 7.3, these suppliers and subcontractors are also responsible for 65% of
the employer’s satisfaction with the work, project delivery and the project’s
carbon footprint. Next, suppliers and subcontractors will be responsible for
about 65% of the innovation capability that could be mobilized to improve
the project value to the employer. It goes without saying that if suppliers are
squeezed by their main contractors, their willingness to participate in actions
to improve project solutions or project processes will be minimal.

This explains why procurement professionals will be careful in their deal-
ings with their suppliers and subcontractors, and why a differentiated approach
towards managing relationships with external partners is warranted.

Sales EiE ] Margin 1.5%
Turnover:

100%

Added value: 33.5%

Suppliers and subcontractors

account for 65% of customer
satisfaction, project quality,
project delivery, carbon foot-

External costs*: 65% print and innovative capability

*construction materials and subcontractors

Figure 7.3. Supply chain partner effects on project performance.



Downstream Contracting: Managing Suppliers and Subcontractors 119

The purchasing function traditionally encompasses the process of buying.
It involves determining the need, selecting the supplier, arriving at a proper
price, specifying terms and conditions, issuing the contract or order and fol-
lowing up to ensure proper delivery. In the old days it was argued that the
purchasing function should also include obtaining the proper equipment,
materials, supplies and services of the right quality, in the right quantity, at
the right price and from the right source. In this description, the purchasing
function is regarded predominantly as an operational activity.

In practice, as well as in the literature, many terms and concepts are now
used in the area of purchasing. However, no agreement exists about the defi-
nition of these terms. Terms like procurement, purchasing, supply and sup-
ply-chain management are used interchangeably.

Here we define purchasing as:

The management of the company’s external resources in such a way
that the supply of all goods, services, capabilities and knowledge
which are necessary for running, maintaining and managing the com-
pany’s primary and support activities is secured at the most favorable
conditions.

The purchasing function in this definition specifically covers activities
aimed at:

e Determining the specification (in terms of required quality and quantities)
of the goods and services that need to be bought.

e Selecting the most suitable supplier and developing procedures and rou-
tines to select the best supplier.

e DPreparing and conducting negotiations with the supplier in order to
establish an agreement and to write up the contract.

e Dlacing the order with the selected supplier and/or to develop efficient
purchase order and handling systems.

e Monitoring and control of the order in order to secure supply
(expediting).

e Follow up and evaluation (settling claims, keeping product and supplier
files up-to-date, supplier rating and supplier ranking).

Figure 7.4 schematically illustrates the main activities of the purchasing func-
tion. It shows that all these activities are closely interrelated. This picture is
referred to as the purchasing process model.

The purchasing function does not include the responsibility for materials
requirements planning, materials scheduling, inventory management,
incoming inspection and quality control. However, in order to be effective,
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Figure 7.4. Purchasing process model and terms.

purchasing operations should be closely linked and interrelated to these mate-
rials activities. A purchasing manager should support each of the six activities
mentioned above. However, this does not necessarily imply that all these
activities should be conducted by the purchasing department.

The scope of purchasing covers all activities for which the company
receives an invoice from outside parties. Hence, the scope of purchasing
includes inter-company business, counter-trade arrangements, hiring of tem-
porary personnel from outside agencies and contracting for advertising.
Usually, many of the activities for which the company might receive invoices
from suppliers may be arranged for without interference from the purchasing
department. Therefore the scope of the purchasing function is usually much
broader than that of the purchasing department.

The term “ordering” refers to the placing of purchase orders at a supplier
against previously arranged conditions. Furthermore, this term will be used
when purchase orders are placed directly, without questioning the supplier’s
conditions and without sufficient supplier market testing. Call-off orders fall
into this category, as telephone orders for products bought from a supplier
catalog. Ordering is considered to be a part of the purchasing process. In fact,
it relates to the last three steps of the purchasing process. The use of the term
“tactical purchasing” refers to the first three steps.

Purchasing differs from buying and ordering in two ways. While specifica-
tions may be a given when ordering and buying, these specifications are chal-
lenged when it comes to purchasing. In that case, discussion may start about
the degree to which the specifications are really fit for purpose. Features that
are not necessary for meeting the function that the product needs to fulfill are
skipped. This often leads to a situation where an (expensive) supplier-branded



Downstream Contracting: Managing Suppliers and Subcontractors 121

product is replaced by an identical product from a lesser-known supplier.
Another difference is that purchasing relates to finding the best possible sup-
plier, based upon a broad supplier market definition.

In the construction industry, usually the term procurement is preferred
over purchasing.? As seen from Figure 7.4, procurement is a somewhat
broader term. It includes all activities required in order to get the product
from the supplier to its final destination. It encompasses the purchasing func-
tion, stores, traffic and transportation, incoming inspection, quality control
and assurance. Some firms also consider salvage and recycling (as they are
related to materials) as a part of procurement.

To summarize: procurement is concerned with the management of the
external resources of a company, based upon its articulated business require-
ments. It covers all activities for which companies receive an invoice. Hence,
a differentiation must be made between the procurement department and the
procurement function.

7.3. Purchasing process and procedures

The procurement process model shows the interconnectedness of all procure-
ment-related activities. Each of the different steps in the model should be
treated with great care in order to get the best possible performance from
suppliers. Many quality and delivery problems related to supplied materials
and services can be traced back to either insufficient specifications and require-
ments, the wrong supplier selection or a wrong contract model that has been
applied in the relationship with the supplier. Especially in a project environ-
ment, where the repetitiveness of supply activities is low, a professional
approach on how to apply the procurement process model is crucial.

Here, we describe what activities to take into account for each step of the
procurement process model:

o Specifications. In projects, specifications can be defined at different levels
of abstraction. Here we differentiate between:

o Functional specifications. These are often provided by the employer and
relate to the functionality of the work to be delivered. An example is
an assignment to design and construct a road that should accommo-
date 5,000 vehicles per hour, 24 hours per day, and 365 days per year,
without any maintenance, during a period of five years. Functional

*In the remainder of this book we will use the term “procurement”.
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specifications are common in Design and Construct and EPC
contracts.

Design specifications. Here, the contractor is provided with the global
design outlining the general features (length, breadth, number of lay-
ers, foundation) of the road to be constructed. However, based upon
this information, a detailed design, including a detailed budget esti-
mate, needs to be prepared by the contractor.

Technical specifications. Here, the employer or the employer’s engineer
provides detailed technical instructions on how the road should look
and how the road should be constructed. Technical specifications are
common in Construct contracts. Normally, the employer already has a
detailed cost estimate against which the contractor’s budget will be
compared.

Supplier selection. The specifications will largely define the qualifications
and capabilities of future suppliers. When a Design and Construct contract
is to be used, future contractors clearly should have advanced engineering
capabilities and references. This is less true for a Construct contract. Supply
selection usually encompasses two important steps, i.e. pre-qualification
and bid award.

O

Supplier pre-qualification. In the pre-qualification stage, suppliers are
invited to register based upon a general description of the work.
Detailed checklists covering the capabilities and the references of the
suppliers need to be filled in. It is not uncommon at this stage to request
general information about rates and tariffs for particular activities.
Having obtained this information, the procurement specialist will bring
down the long list of suppliers to a shortlist. The shortlisted suppliers
will be invited for a bid to tender.

Invitation to bid.? Bidding procedures can be complex and demanding.
Criteria that will be used to do bid evaluation can be submitted or not
to suppliers prior to the award. Procurement professionals may decide
to use electronic auctions or not. Having obtained the bids, these are
compared and the best offer is chosen (in the construction industry,
this is usually the offer with the lowest price).

Contract negotiation and closure. Usually, contract negotiation starts with
the preferred supplier, keeping the next best in reserve. Contract negotia-
tions are again complex and time-consuming, since many internal stake-
holders will be involved. The contract manager will support the project

® Also referred to as Request for Proposal (RFP) or Request for Quotation (RFQ).
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manager and will act as liaison between him and the specialist legal coun-
sels of the firm. There may be different versions of the contract documents
before a final arrangement is made. Contract documents may be based on
standard, international contracts such as LOGIC, FIDIC, UAVGC (NL)
or others. The type of work to be accomplished and the type of relation-
ship with the supplier usually determine what type of contract to use.
Ordering. When the contract is agreed, materials and services then need
to be ordered from the supplier or subcontractor. As project schedules can
change many times, this activity usually is done at the project level. It is
important to refer to the contract number in every order that is submitted.
Every purchase order has a unique purchase-order number, to which all
other delivery documents and invoices need to refer. In this way, one
obtains a closed loop which enables “three way matching”: when the
invoice matches the delivery document — which specifies the number of
products to be delivered, the time for delivery and the quality, all of which
needs to be in line with the original purchase order — the payment to the
supplier can be made. Keeping record of all documents is quite a chal-
lenge, given the variety of products and services that are delivered and the
number of parties involved. This calls for a professional procurement and
supply administration at the project level. In case actual performance
delivery deviates with the contract, the project manager immediately
needs to mobilize the contract manager or procurement professional.
Expediting. Expediting is a typical procurement job, which is related to
following up on actual deliveries made by suppliers and subcontractors.
The prime task is to prevent late deliveries and quality problems from sup-
pliers. Therefore, critical parts and suppliers are followed up in advance by
follow-up reports, audits or even supplier visits. Part of expediting is quan-
tity surveying, where deliveries of suppliers are closely monitored in terms
of quantity and quality. Next, the quantities that are actually consumed in
the project are compared with the quantities that are invoiced by the sup-
plier. Given the large amounts of money that are spent on materials and
subcontractors, a professional expediter or quantity surveyor is worth his
weight in gold.

Evaluation and follow up. Even when the project is finished, the work is
not yet done. It is important to reflect on the actual supplier performance
during the entire project. Which suppliers performed well, which suppliers
performed badly? Actual supplier performance should be monitored
and registered in order to feed the company’s supplier-performance
management system. This information will help the company qualify
and select even better suppliers for future projects. Based upon their
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actual performance, suppliers are ranked as A, B and C suppliers. This
ranking may help the company in future projects to identify quickly the
best performing suppliers.

7.4. Portfolio management and supplier
segmentation*

Not all suppliers are equally important for a project or firm. Some are more
important and critical than others. This is why strategic suppliers need to
be dealt with differently than routine suppliers. When designing ditferenti-
ated supplier strategies, the portfolio approach originally suggested by
Kraljic (1983)° is recommended. Crucial in developing procurement and
supply strategies is the issue of influencing the balance of power between
the company and its key suppliers. The balance of power should preferably
be in favour of the main contractor. Obviously, when a company is too
dependent on a supplier, something should be done to change this situa-
tion. In developing effective supplier strategies, the following questions
may be helpful:

e Does the present procurement strategy support your business and project
objectives and does it meet your company’s long-term interests? Are
opportunities for benefiting from synergies between divisions/business
units fully exploited, for example, by joint contracting for common project
materials and services?

e What is the balance of power between your company and your major sup-
pliers? For which products/materials does the company have a dominant
position in the supply market and for which products/materials is the
company dependent on one single supplier?

e Are the strategic products and services sourced from the best-in-class sup-
pliers? To what extent have the procurement requirements and volumes
been evenly spread over several suppliers and geographic regions?

e What difficulties or interruptions in supply can be expected in the near
future and how can these problems influence the profit and growth objec-
tives of your company?

*This paragraph has been based upon A.J. Van Weele (2010), Purchasing and Supply Chain
Management. London: Cengage, pp. 194-202.

*P. Kraljic (1983), Purchasing must become supply management, Harvard Business Review,
September,/October, pp. 109-117.
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e What opportunities exist for collaboration with suppliers with regard to

product development, quality improvement, lead-time reduction and cost
reduction? Are these opportunities sufficiently being used?

An analysis of the company’s procurement spend per category and its

supplier base in general will show that the 20—80 rule applies: 20% of the
products and suppliers will represent about 80% of procurement turnover.
This analysis is a first step in identifying the company’s strategic commodities
and suppliers. It also reveals the often huge number of small expense items
and small suppliers, who in general are responsible for 80% of the company’s
internal handling costs. After this step the analysis can be refined using
Kraljic’s procurement product portfolio approach. In this approach, the
procurement turnover and the supplier base are analyzed based on two

variables:

Procurement’s impact on the company’s bottom line — the profit impact of
a given supply item measured against criteria such as cost of materials,
total costs, volume purchased, percentage of total purchase cost or impact
on product quality or business growth. The higher the volume or amount
of money involved, the higher the financial impact of procurement on the
bottom line.

Supply risk — this is measured against criteria such as short-term and long-
term availability, number of potential suppliers, cost of changing a sup-
plier, competitive structure in supply markets, make-or-buy opportunities,
storage risks and substitution possibilities. Sourcing a product from just
one supplier without an alternative source of supply represents a high sup-
ply risk. Supply risk is low when a (standard) product can be sourced from
many suppliers, while so-called switching costs are low.

The combination of these variables yields a two-dimensional matrix with

four quadrants; these represent the product groups or suppliers, each offering
different interests to the company (see Figure 7.5).

Strategic products. These are high-tech, high-volume products, which are
often supplied to customer specification. Only one source of supply is
available, which cannot be changed in the short term without incurring
considerable costs. Usually this type of product represents a high share in
the cost price of the end product. Examples are engines and gearboxes for
automobile manufacturers, turbines for the chemical industry and bottling
equipment for breweries. Communication and interaction between
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subcontractor and supplier are usually intensive, and, as they relate to
different aspects of the relationship, complex.

o Leverage products. In general, these are the products that can be obtained
from various suppliers at standard quality grades. They represent a rela-
tively large share of the end product’s cost price. A small change in price
has a relatively strong effect on the cost price of the end product. This is
the reason why the buyer exerts aggressive sourcing and tendering among
a small sample of pre-qualified suppliers. Using e-auctions may be useful
here to arrive at competitive prices in an efficient way. Examples are
bulk chemicals, steel and aluminium profiles, packaging, steel plate, raw
materials and standard semi-manufactured commodities.

Characteristic for this situation is that the contractor has freedom of

choice regarding his selection of suppliers. There are various suppliers and
the “switching costs” are low. Abuse of this power, however, can lead to

Purchasing product portfolio

High Leverage products Strategic products
alternative sources of = critical for product’s cost price
supply available = dependence on supplier
substitution possible
Competitive bidding Performance-based
. partnership
Purchasing’s
impact on
financial
results R .
outine products Bottleneck products
- large product variety - monopolistic market
- high logistics complexity - large entry barriers
- labor intensive
Category management + Secure supply + search
E-Procurement solutions for alternatives
Low
Low Supply risk High

Figure 7.5. Purchasing product portfolio.
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cooperation among the suppliers. Cartels and price agreements, though
forbidden under EC law, may develop in these situations, shifting the
commodity to the right side of the matrix.

o Bottleneck products. These items represent relatively limited value in terms
of money, but they are vulnerable in regard to their supply. They can only
be obtained from one supplier. Examples are specialist moldings, specialist
technical services, engineering software programs and spare parts for earth
moving equipment and machines (e.g. cutter teeth and adapters for
dredgers). In general, the supplier is dominant in the relationship with the
contractor, which may result in high prices, long delivery times and aver-
age technical service.

e Routine products. These products produce few technical or commercial
problems from a procurement point of view. They usually have a small
value per item and there are many alternative suppliers. In practice, most
items fall into this category; examples are cleaning materials, office sup-
plies, maintenance supplies, fasteners, hand tooling, safety products, etc.

The problem with this group of products is that the handling often costs
more money than the value of the products itself. Usually, 80% of the time
and energy of procurement is used for these products; this is a reason why
procurement is often seen as an administrative job. The procurement of these
normal products should be organized efficiently, in order to spare time for
the other, more interesting products.

Depending on the product segment of the portfolio, the procurement
strategy will differ. The emphasis should lie with the strategic and leverage
products. The work related to normal products has to be limited as much as
possible.

The procurement product portfolio provides the opportunity to identify
and analyze the company’s risks in its procurement markets. This is illustrated
below in Figure 7.5.

For every segment of the portfolio a different strategy is possible. The
strategies are:

o Performance-based partnership. Strategic products together with the lever-
age products make up 80% of total turnover. Depending on the relative
power position of the different parties involved, the procurement policy
for strategic products will be aimed at partnership or collaboration. The
goal is to create mutual participation based on pre-planned and mutually
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agreed cost and operational improvement targets. A relationship based on
“open costing” is preferred. With these partner suppliers, efficiency pro-
grams are developed to achieve cost reduction, quality improvement,
process improvement and improved product development. Such coopera-
tion can, in the end, lead to the fading of borders between the different
companies. An essential aspect of this partnership strategy is the thorough
selection of the supplier-partner. Early in the development, the market is
scanned for the “best-in-class” suppliers. These suppliers are screened on
their references, financial stability, production capacities, the quality of
their logistics and quality systems, and, of course, their research and devel-
opment and engineering capabilities.

o Competitive bidding. For leverage products a procurement policy based
on the principle of competitive bidding or tendering will be pursued.
Since the suppliers and products are basically interchangeable, there will
be, as a rule, no long-term supply contracts. Long-term contracts and
annual agreements will be combined with “spot” procurement. In most
cases, buyers will adopt a multiple sourcing strategy. Buying at a mini-
mum price while maintaining the required quality level and continuity of
supply will take priority. Small savings (small in terms of percentages)
represent a large sum of money. This justifies an active market scanning
through continuous market and supply research. Regularly, outsiders will
be introduced so as to avoid price arrangements between the present
suppliers.

o Securing continuity of supply. The procurement policy concerning bot-
tleneck products has focused on securing continuity of supply, if neces-
sary at additional cost. At the same time, activities are conducted aimed
at reducing the dependence on these suppliers. This is done by develop-
ing alternative products and finding alternative suppliers. However, the
costs involved in these actions (for example, tests in laboratories) often
exceed the cost savings obtained, which is why management often has
difficulty in approving this type of action. A risk analysis to determine
the most important bottleneck items in the short-, middle- and long-
term supply is necessary. Based on this analysis, contingency plans are
made. With contingency planning, measures are prepared in case one of
the established risks actually occurs. Examples of measures are con-
signed stock agreements aimed at keeping the stock of the materials
concerned at the supplier’s or the company’s own premises, preparing
alternative modes of transportation and actively investigating product
alternatives.
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o Category management and e-procuvement solutions. For reasons men-
tioned earlier, routine, MRO products require a procurement strategy
that is aimed at reducing administrative and logistic complexity. Buyers
will have to work out simple but efficient ordering and administrative
routines with the pre-selected suppliers in the form of electronic catalogs
from which employees can order directly. A few aspects relevant to the
policy for these products are: standardizing the product assortment
(article catalog), reducing the number of suppliers, pursuing systems con-
tracts for categories of MRO items (oftice supplies, technical maintenance
products, cleaning products, catering, etc.), working with electronic cata-
logs, ordering through Internet technology, electronic payment or using
the Procurement Card. A final example is to contract out the procure-
ment of these articles to specialized procurement offices and/or trading
houses.

The use of the procurement portfolio leads to a differentiated procure-
ment strategy. It points out that suppliers represent a different interest for a
company.

To conclude this section, we should discuss the limitations of using the
purchasing portfolio. From practice, we have observed that this approach
may have an important shortcoming. If a product is positioned for the
buyer in the strategic segment of his purchasing portfolio, this does not
necessarily imply that this product is also of strategic relevance to the
supplier involved. In order to develop effective collaboration, a good
fit between the position of the product in the buyer’s purchasing
portfolio and the position of the product in the supplier’s customer port-
folio is necessary. Detailed knowledge and a good understanding of the
dependence of both parties on each other may prevent disappointment.
This is the reason why some companies have introduced the “Dutch
Windmill” as an extension to their purchasing portfolio analysis (see
Figure 7.6). This portfolio approach allows the buyer to mirror his view
to the one used by the supplier. In general, combining both the buyer’s
portfolio approach and the supplier’s customer portfolio approach leads
to more realistic expectations and plans with regard to future buyer —
seller collaboration. Based upon the Dutch Windmill, 16 buyer — seller
relationships are possible, out of which probably one is suitable for long-
term collaboration. In most cases the position of the buyer versus the
seller will be different. In most business-to-business relationships, either
the buyer or the seller will be dominant.
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Figure 7.6. Dutch Windmill: analyzing buyer—seller interdependence. (Source: Purspective,

2002.)

7.5. Specific operational and legal problems related

to procurement and subcontracting

This section describes some operational and legal problems that may occur
in the relationship with materials suppliers and subcontractors.

Securing materials supply

A frequent problem that may jeopardize the project schedule is late delivery
of materials and subcontractor services. The reasons for this may be many. In
order to reduce the risk related to late deliveries, the following actions may

be considered:

e C(lassity products and suppliers depending on how critical they are
for the project. List the most critical products, services, suppliers and

contractors.

e Assign a junior engineer to follow up on these critical products and
external parties. Follow up should consist off up-front phone calls,
e-mails, inspection reports, planning documents, etc., which would



Downstream Contracting: Managing Suppliers and Subcontractors 131

secure timely supply. In special cases, site visits to the critical suppliers
should be made.

e DProvide incentives for those suppliers with 100% on-time delivery.
Exert penalties for those suppliers that fail to do so. Using penalties in
contracts would make sure that tight supplier capacity will be made
available for your project. However, it should be realized that penalty-
based contracts usually do not foster innovative thinking from suppliers
and subcontractors.

Given the dependency of projects on suppliers and subcontractors, engag-
ing a project-supply planner specifically for this job is recommended.

Back-to-back agreements

The widespread practice of playing oft suppliers against each other should be
avoided for critical supplies and suppliers. Especially in EPC and Design and
Construct contracts, part of the responsibilities and liabilities that the main
contractor has accepted should be transferred through back-to-back contracts
to suppliers and subcontractors. This is especially recommended for suppliers
that are on the critical path of the project. Incentives engaged in the main
contract should be transferred to contracts with critical materials suppliers
and subcontractors.

This is easier said than done, given the fact that after the main contract
has been awarded, procurement professionals are assigned with the job of
squeezing suppliers to the maximum to compensate for the price concessions
that have been made to the employer in the final round of contract negotia-
tions. However, project managers that fail to transfer incentives may suffer
from a lack of goal alignment among the company’s interests and the interests
of the supplier and subcontractor.

Supplier bankruptcy

Certainly in projects with a long lead time, the financial status of key suppliers
should be followed up regularly. If this is not done by the procurement
organization at the company’s headquarters, this should be done at the pro-
ject level. Early warning indicators for financial problems are the supplier’s
willingness to provide large discounts in exchange for large pre-payments, its
hesitation to provide for corporate guarantees or bank guarantees in case of
pre-payment and hassles about all kinds of small cost items.
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Pre-payments of any kind should be made against bank guarantees and/
or against statements that arrange the transfer of the legal title of materials
from the supplier to the contractor. Next, as the case at the beginning of this
chapter shows, the materials concerned should be stored separately from
other materials and be labeled with the contractor’s name. In this way, the
project manager can avoid severe problems when lightning strikes.

Testing and delivery

Certainly in the construction industry, where negotiations are fierce, material
deliveries and service deliveries should be followed up by detailed inspections.
Materials that are delivered should be accompanied with technical and quality
documentation, outlining the batch in which materials were produced, while
identifying the major process parameters. When materials need to be shipped
from faraway countries, quality reports can be sent for approval prior to ship-
ment. However, the project manager should make sure that these quality
reports relate to the batch in which the products to be delivered have actually
have been produced (in some regions in China it is common to send a
product sample or a quality report from batch A, while the products shipped
come from batch B). Thus, the project manager should ensure that quality
reports are made by independent auditors. These specialists of course cost
money; however, their revenues clearly outweigh the investment.

Follow-up reports, quality reports, audit reports, site visits, etc., should
be documented carefully as part of a professional project administration.

Payments and guarantees

Project managers should pay their suppliers and subcontractors on time, i.e.
according to what has been agreed in the contract. They should avoid situa-
tions in which the financial administration pays according to its own insight.
Nothing motivates a supplier or subcontractor more than timely payment!
However, the type of work to be delivered might require scheduled pay-
ments. It is important to arrange these payments in line with the milestone
payments that have been agreed in the main contract with the employer.
Here, managing the cash flow of the project is of extreme importance. The
project managers should see to a situation in which the money from the
employer is received before the payments are made to suppliers and subcon-
tractors. In doing so, he will contribute to reducing the company’s working
capital and, hence, reduce the loans needed from banks to finance the
project.
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A similar reasoning applies to guarantees. Supplier and subcontractor
guarantees should not cover a period that is shorter than the guarantee period
provided to the employer.

Dealing with claim situations by the employer (which are part of life and
cannot be avoided) require a sound project administration, where the perfor-
mance of suppliers and subcontractors can be tracked and traced. In many
practical situations, part of the liability for claims could have been transterred
by the main contractor to external partners; however, flaws in the project
administration prevented the companies from doing so.

General procurement terms and conditions:
the “battle of forms”

A common phenomenon in international trade is the battle of forms. Many
project managers will recognize the following situation: company A sends out
a purchase order for the delivery of materials, referring to its procurement
terms and conditions, to supplier B. Supplier B responds by sending an order
confirmation, referring to its sales terms and conditions. Company A con-
firms the message of supplier B, referring to its procurement terms and
conditions. At delivery, company A needs to sign for delivery on the delivery
document of supplier B, which refers to its sales terms and conditions.
Supplier B sends an invoice referring to its sales terms and conditions.
Question: what terms and conditions apply? Answer: it depends. On what?
On the legal system of the parties involved. Under Dutch law, in general, the
terms and conditions of the party that first sent a document to the other party
will apply. Under UK law, the terms and conditions of the party that sent the
last document will apply, while the other party (sometimes implicitly)
accepted such terms and conditions. In some legal systems, none of the
referred terms and conditions are applicable. This, by jurisprudence, is the
case in Belgian and Italian law.

Under Dutch law, terms and conditions of the other party can only
be deferred if, and only if, these have been clearly and formally discarded.
Just referring to your own procurement terms and conditions will not be
sufficient.

How to solve this issue? How to prevent lawyers from being the only ones
who benefit from this argument? Our suggestion is to leave the matter for
routine deliveries from routine suppliers that do not have a critical role in a
project. However, for critical supplies and subcontractors, we recommend a
tailored contract that is agreed among all parties involved. For such a specific,
customized agreement, standard contracts can be used as a template.
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Figure 7.7. Seven steps between buyer and seller disputing terms and conditions. (Source:
John van der Puil, 1986.9)

7.6. Summary

As materials and subcontractors make up the majority of the project cost,
procurement and subcontracting is a critical activity. Not only are materials
suppliers and subcontractors crucial for the project’s profitability, they also
determine a large part of the company’s social capital and its performance in
the relationship with its customers. Since not all suppliers are of the same
importance to the project, the differentiated approach in dealing with them
is necessary.

In this chapter we have discussed different definitions. Important con-
cepts are purchasing, procurement, supply-chain management, ordering and
expediting. In the construction and engineering industries, procurement is
the term most commonly used. It covers the range of activities from specify-
ing the requirements that are needed from external parties, selecting reliable

°J. van der Puil (1986), Inkoopvoorwanrden in de praktijk, 2" edition. Deventer: Kluwer,
p. 183.
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project partners and suppliers, negotiating and closing contracts with them,
actual ordering of materials and services, expediting and quantity surveying,
i.e. follow up on supplier activities, and performance measurement and evalu-
ation. The scope of procurement covers the activities from the supplier up to
the point of consumption of his products and services.

The procurement process model, which we have introduced in this chap-
ter, shows the interrelatedness and interconnectedness of each of these activi-
ties. All of these activities should be executed with great care in order to
secure superior supplier and subcontractor performance. A supplier and con-
tractor can just be as good as the project manager for whom he works!

The purchasing product portfolio approach enables a differentiated sup-
plier approach resulting in four basic supplier strategies. For strategic prod-
ucts and services, a performance-based partnership with external parties is
suggested. For leverage products and services, a business-driven competitive
approach is recommended. Routine items should be supplied using efficient
supply mechanisms such as electronic ordering, electronic catalogs and elec-
tronic payment. Bottleneck items usually represent the largest risk to the
project, since these can only be obtained from single, monopolistic sources of
supply. With these items, the project manager should seek alternatives, both
in terms of products and in terms of suppliers. Whatever sourcing strategy is
going to be developed, it can only be effective if considered from both the
buyer’s and the seller’s perspective. Here, the Dutch Windmill can be a usetul
concept.

Finally, we discussed a couple of frequently occurring problem areas in
the relationship with suppliers and subcontractors. In order to prevent these
problems, project managers need to be able to get the support from dedi-
cated materials planners and project administrators. A sound project admin-
istration, allowing for an excellent tracing and tracking of the work of
subcontractors and suppliers, can prevent a lot of problems, and can also
provide a basis for handling claims. Given the amount of money and the
complexity related to suppliers and subcontractors, the benefits of a profes-
sional procurement organization will clearly outweigh its cost.



This page intentionally left blank



Chapter 8

Contract Models in International
Contracting

8.1. Case — The missing rescue boat

A European engineering contractor obtained an Engineering, Procurement
and Construct (EPC) contract from an energy company for a sea-based com-
pressor station to be located in the East Sea. At the contract negotiations
stage, the contractor observed that a rescue boat facility was missing in the
client’s specifications. As the compressor station would operate primarily
without staff, the energy company stated that such a facility would not be
needed. The engineering contractor provided the detailed engineering,
which was approved by the client, and constructed the compressor station
within schedule and budget. In order to ship the station to its final destina-
tion, certificates were needed from the maritime authorities. Then, it
appeared that a rescue boat facility was a prerequisite. The authorities
involved referred to the detailed safety, environmental and technical require-
ments, which needed to be adhered to in this part of the maritime world.
Since the engineering firm was a specialist in this business, it should have
been aware of this requirement. Hence, a major problem emerged: without
the approval of the maritime authorities, there was no handover of the pro-
ject to the client. And without a rescue-boat facility, there was no approval
from the authorities.

Therefore, the engineering firm had to negotiate with the energy com-
pany about the extra cost of the rescue boat facility (about €200,000).
However, the energy company was of the opinion that, since an EPC contract
was in place, the engineering firm was solely responsible for the compressor
station’s functionality and therefore had to pay for this facility.

137



138 International Contracting

Cases like this show the importance of understanding the scope, respon-
sibilities and liabilities of different types of contracts that can be negotiated
between partners in the contracting industry. In the case of an EPC contract,
the engineering contractor commits to delivery of an installation which is fit
for purpose and which is delivered Turnkey. Hence, the engineering contrac-
tor was liable for the rescue boat facility.

In this chapter we will discuss different contract models. In international
contracting, a wide variety of contracts are used. Important contract models
are Construct, Design and Construct (D&C), EPC/Turnkey, DFBM, and
DBEFMO contracts. We will discuss three important elements of contracts:
(1) pricing mechanisms, (2) payment mechanisms and (3) risk allocation
mechanisms. Finally, we will discuss the value and importance of standard
contracts, which contract parties may use to facilitate their contract
negotiations.

8.2. Pricing in contracts'’

Before entering into the contract negotiations stage, the decision needs to be
made by the client on how to pay the contractor for his work. Here, the
employer has a choice, whether the work will be paid for based on a fixed-
price basis, cost-reimbursable basis® or unit rate.

Fixed-price

When work is executed based on a fixed-price contract, the client orders the
contractor to perform the required activities at a fixed price, and to have the
work completed by a pre-determined date. The advantages of this pricing
method are that the client knows exactly where he stands financially.
Moreover, after completion of the work, there is no need for settlements
because all risks are carried by the contractor. A final advantage is that the
employer has certainty about the completion date.

As the price is fixed, it is in the contractor’s interest to execute the
work as efficiently as possible. The fixed price is an incentive to complete
the work, or deliver the goods, as quickly as possible within the agreed
terms.

"This section is partly derived from A.J. Van Weele (2010), Purchasing and Supply Chain
Management. London: Cengage, pp. 34—42.
2 Also referred to in literature as “Time and Materials” contracts.
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A major disadvantage of this method is that it is difficult for the client
to get insight into the contractor’s cost breakdown if the client lacks exper-
tise. Another disadvantage is in judging the price quoted by the contractor.
This problem can be avoided by requesting quotations from more than one
contractor. A third disadvantage of this manner of contracting is that it
requires thorough preparation, and hence, a lot of time is needed to prepare
the detailed specifications. The question is whether there is enough time
to prepare a detailed specification and have a formal bidding procedure.
Finally, one does not know in advance which contractor will turn out to be
the best.

Cost-reimbursable

When the contractor is going to be paid according to a cost-reimbursable
basis, the exact activities to be performed do not have to be known. The client
orders the contractor to perform the required activities and/or to provide
equipment at a pre-determined hourly rate, in combination with a pre-
arranged percentage to cover the overhead costs. Next, a profit percentage is
agreed. Settlement follows after completion of the activities based on the
contractor’s day reports, stating the man hours worked and the materials that
have been consumed.

An advantage of this method is that the client can start the work imme-
diately. Next, he obtains an exact picture of the cost structure of the work.
Naturally, there are also some disadvantages related to this type of contract-
ing. First, there is no pre-determined fixed price, so the buyer is not sure
about the financial outcomes. Next, there is no incentive to work faster, as
the contractor is reimbursed for every hour he works; every setback is
charged to the client. This is why, in many reimbursable contracts, incentives
for safe, accurate and speedy work are included. Furthermore, the client
needs to follow up on the quantity and quality reports of the contractor. He
needs to make sure that no more quantities are invoiced than actually con-
sumed. This is why in some countries (e.g. the United Kingdom) quantity
surveying has developed into a specialism. Quantity surveyors keep track of
all materials delivered and consumed and the actual hours spent on the job.
Their reports can be used to check the invoices submitted by the
contractor.

An additional disadvantage of this method is that the client is not
forced to specify exactly what it is he wants. Frequently, this specification
is left to the contractor for the sake of convenience. Due to the uncertainty
of the final cost, many employers avoid working with cost-reimbursable
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contracts. Some only use them in the case of specific, minor maintenance /
repair activities, for which the financial risks are relatively clear. Another
problem is that the client is uncertain about the exact project delivery
date. Cost-reimbursable contracts are not without problems, and need to
be managed with great care. A common misunderstanding is that the con-
tractor is not liable for mistakes and errors, i.e. that extra work to cover
such mistakes and errors can always be charged to the client. This is not
the case!

Cost-reimbursable contracts, if combined with proper incentives for all
contractors involved, and it well managed, may represent a useful vehicle to
allow for effective collaboration between employer and contractor. In fact, it
represents a situation where all parties involved work based upon an open-
book calculation, i.e. full transparency, which would in principle allow for
better decision-making and mutual understanding. Well-chosen incentives
should prevent opportunism among parties.

The decision in favor of either fixed-price or cost-reimbursable contracts
is determined by a number of factors, such as:

o Scope and comprehensiveness of the specification. The scope of a project
determines what contract type can be used most effectively. In case com-
plex engineering is required, this may be offered on a reimbursable basis,
whereas the actual construction (later on) can be offered at a fixed price.
The availability of detailed specifications is a crucial prerequisite of fixed-
price contracts. The absence of specifications makes a fair comparison of
the various quotations impossible.

o Available time. Does the client have enough time for a tender procedure
and price negotiations, or should the work be started immediately?

o Technical expertise. If the work requires specialized knowledge and skills,
which are not present at the client organization, a cost-reimbursable con-
tract is often preferred.

o Knowledge of the industry. The degree to which the client knows the meth-
ods and price arrangements that apply in that particular industry.

Unit rate/charters

A third type of contract, which is often used in the international contracting
world, is the unit-rate contract or the charter contract. These contracts deter-
mine the cost per activity for repetitive or standardized and routine work.
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Petrochemical companies, for example, annually negotiate unit rates for
repetitive installation and maintenance activities which are subcontracted to
contractors (for instance, unit rate per metre of piping that is installed, or
unit rate per square metre of space that is painted). Unit-rate contracts are
used for activities which are common, repetitive and/or standardized, but
which are difficult to estimate in terms of volume and time. In the offshore
industry this is often the case. Therefore unit-rate contracts, in this industry
referred to as “charters”, are used in terms of day rates per dredger, barge or
tow boat.

In general, the client should, for smaller and less complex jobs, insist
on a fixed price, arrived at through competitive bidding or negotiation.
The agreed price should be acceptable to both client and contractor.
Financial obligations between parties should be defined unequivocally. In
fixed-price jobs, the client will try to impose as many risks on the contrac-
tor as possible. A fixed price is definitely preferable from the perspective
of cost control or budget management. However, in complex jobs that
allow for a lot of interaction between employer and contractor, a reim-
bursable contract, in combination with unit rates, may be a better solu-
tion. A fixed-price contract, in most cases, will cause opportunism to
develop between parties. A reimbursable contract, if properly incentivized,
would allow for much better and more constructive interaction among the
parties involved.

Additional arrangements on pricing

In practice, additional pricing mechanisms and arrangements are used in
contracts.

o Fixed price with economic price adjustment. This contract is used when
some cost elements are subject to significant change during the contract
period (e.g. fuel, steel and labor). Adjustments can be based upon actual
costs incurred by the contractor, target costs or a price index. Parameters
should be chosen, such that they cannot be influenced by one of the con-
tract parties.

o Fixed price plus incentive fee. This type of contract is designed to motivate
contractors by means of rewards to execute the work above the agreed
standard. The incentives do not have to relate to immediately visible cost
reductions, which are realized by the contractor. They can also relate to
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carlier delivery and/or a better quality performance than agreed. In the
offshore industry, incentives related to safety performance (HS&E) are
common.

o Reimbursable contracts. This type of contract may have different forms:
cost-plus with a percentage fee, cost-reimbursable plus a fixed fee, and
cost-plus with a guaranteed maximum. In practice, this type of contract
often turns out to be more expensive for the client than other types of
contracts. Cost-plus contracts are used in situations where the work can-
not be specified adequately, or when a fixed price constitutes too big a risk
tfor both the contractor and the buyer.

o Turget-sum contracts.® These are a variant of cost-reimbursable contracts.
At the outset of the contract, targets are agreed in respect of cost, time
and, when applicable, planned performance. Next, formulae are devised
for the distribution between parties of the gains or losses arising from
actual variations to the targets. Usually, a target cost for the project is
proposed by the contractor, then checked and agreed by the employer.
This target, which does not include any profit for the contractor, becomes
the principal instrument in budgetary control of the works. It is updated
at regular intervals until the end of the work, when a final target cost is
established. Key steps are the following:

o A schedule and target time for completion are agreed, and these are
regularly updated to recognize any new circumstances arising during
the execution of the project.

o Similarly a performance target is agreed.

o Payment of the actual cost of the work as it is incurred is made from a
fund established under the financial provisions of the contract.

o The contractor receives a fee for his work, the amount of which is
related to his performance against the agreed targets. Usually, the con-
tractor is paid a stated minimum fee per project milestone. Specific
bonuses can be paid for early completion.

o  Unit-rate contracts. This type of contract is usually based on fixed
hourly rates for labor and equipment. However, without a bonus or
penalty clause, these contracts provide little incentive to minimize

3This section is adapted from http://www.misronet.com/targetcost.htm, January 23,
2013.
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labor hours or costs. The employer should therefore always make sure
that:

o The contractor keeps a detailed cost administration, so that inspection
is possible.

o A maximum contract price is recorded in the contract.

o This maximum is only to be exceeded after formal agreement has been
obtained from the employer.

o The costs that are to be reimbursed are made payable to the contractor
based upon on a well-specified invoice.

When contracting for equipment, it is recommended to record optional
prices for future deliveries of spare parts, and, when appropriate, service
rates. Finally, when buying from foreign contractors, currency risks need to
be dealt with. This is quite a challenge for international contractors that
operate in the offshore business. The time that elapses between the date of
winning the order and the date of completion of the project can easily be a
few years. During that period, currency exchange rates may alter significantly.
There are several ways to deal with this. One way is to contract for the mate-
rials and services in the same currency that the customer will use to pay the
company. Another way is to work with currency exchange clauses in the
contract, which define how the company will be compensated by its cus-
tomer in case a currency exchange rate fluctuates. Hedging of currency risk
is another option, but this is usually an option for contracts with a shorter
completion time.

8.3. Payment terms

When capital goods, installations, infrastructural and other construction pro-
jects are contracted for, it is common practice that payment takes place in
several installments, partly because the contractor will have to make large
investments to be able to produce the desired work. If this method of pay-
ment is used, account should be taken of the influence of the payment terms
on the final price, as well as the cash flow of the project. Attention should also
be paid to covering the currency risk related to paying for goods that have
not yet been delivered.

In general, the preferred method of payment is based on the contract’s
milestones. For instance: payment of 20% of the total sum when 25% of the
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work is completed, 45% when 50% of the work is completed, etc. The last
5 or 10% of the payment is held back until the client is absolutely sure
that the equipment operates exactly as it should or, in the case of a service,
that the contractor’s work has been completed to the customer’s satisfaction.
Of course, payments can also be made as a lump sum, a single payment cover-
ing the entire price for the project.

Advance payments are typically covered by a bank guarantee in which
the contractor agrees to fulfill his obligations. Such a bank guarantee com-
pletely covers the prepaid sum and is valid for the period of delivery of the
part that the bank guarantee relates to. If appropriate, a concern guarantee
from the holding company (which is often less expensive) will suffice.*
Similarly, when large payments are made to suppliers or subcontractors,
these also should be covered by a bank guarantee in order to prevent
unpleasant surprises.

In many cases, payments are covered by a performance bond. A perfor-
mance bond includes a written guarantee from a third party guarantor (usu-
ally a bank or an insurance company) submitted to a client by a contractor on
winning the bid.*> A performance bond ensures payment of a sum of money
(not exceeding a stated maximum) in case the contractor fails in the full per-
formance of the contract.

8.4. Activities and risk allocation

Today, project managers are confronted with a myriad of contracts in their
daily practice. Box 8.1 is based on a selection of discussions with project man-
agers about what contracts they encounter in their daily life.

The most important contract models used in international contracting
are: Construct contract, Design and Construct contract, the EPC contract
and the DBEM contract. The latter contracts are referred to as integrated
contracts. When contracts become more integrated, the duties, responsibili-
ties and liabilities that are incurred by the contractor increase.

In defining these contracts, we follow the definitions that are provided by
the Federation Internationale des Ingenieurs-Conseils (FIDIC)S, the UK
Leading Oil & Gas Industry Competitiveness (LOGIC)” and the Baltic and
International Maritime Counsel (BIMCO)? in Copenhagen.

*For details on guarantees, see Chapter 14.

*This definition is taken from www.businessdictionary.com/definition, January 23, 2013.
¢See FIDIC (1999), Conditions of contract for Plant and Design Build, Foreword.
"http://www.logic-oil.com/contracts2.cmf.

8 www.bimco.org.
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Box 8.1. Contracts in the “daily life” of project managers.®

Contract models

Standard contracts Engineering and construction contracts

e FIDIC 1999 — red book — Construction e Construct contract (C)
e FIDIC 2006 — blue book — Dredging and e Design and Construct (D&C)

Land Reclamation e Design, Build and Maintain (DBM)

e FIDIC 1999 — yellow book — Design and e Design, Build, Finance and Maintain
Construct (DBFM)

e FIDIC 1999 — silver book — EPC/ e Design, Build, Finance, Maintain and
Turnkey Projects Operate (DBFMO)

e FIDIC 2006 — white book Client — e Engineering, Procurement and
consultant agreement Construct (EPC)

e FIDIC 2008 — gold book Design Build e Engineering, Procurement,
Operate Projects Installation and Construct (EPIC)

e FIDIC Short Form of Contract e Public Financed Initiatives (PFI)

e FIDIC Form of Contract e Public-Private Partnerships (PPP)

e FIDIC 2011 — Subcontract

e FIDIC 2005 — Services Agreement

e FIDIC 1992 — Joint venture (consortium
agreement)

e LOGIC 2003 — Construction

e LOGIC 2004 — Marine Construction —
Design and Construct

e LOGIC 2003 Design'®

e LOGIC 1997 — Mobile Drilling Rigs

e LOGIC 2005 — Purchase Order Terms &
Condition

e LOGIC 2003 — Services

e LOGIC 2005 — Supply of Major Items of
Plant and Equipment

e LOGIC 2002 — Well Services

e LOGIC 2001 — SME Services

e LOGIC 2001 — Subcontract for SME
Services

e BIMCO Charter Party

e BIMCO Supplytime 89

e BIMCO Supplytime 2005

e BIMCO TOWCON 2008

e BIMCO Time Charter parties

NF 07 Norwegian Fabrication Contract

NTK 07 Norwegian Total Contract EPC/
EPIC

NTK 07 MOD Norwegian Total Contract
Modification

°This list is a result of discussions with participants of TiasNimbas International Contracting
program. The list is far from complete.
Earlier standard models (before 2000) in England were developed by CRINE.
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Apart from this list, a large collection of standard contracts is available;
they have been drafted and issued by a variety of institutions. To name a few
of these institutions: ZipForm, Business Integrity, ACA, NEC, ICE, Finer
Edge, SEC Info, Onecle, TechAgreements and the former English NEDC."!
The scientific institute CORI shows a collection of approximately 116,000
real building contracts that were drafted after standard contracts.

A Construct contract is recommended for building or engineering works
designed by the employer or by his representative, the engineer. Under the
usual arrangements for this type of contract, the contractor constructs
the works in accordance with the design provided by the employer. However,
the works may include some elements of contractor designed, additional civil,
mechanical, electrical and /or construction works.!?

A contract for plant Design and Build"? is recommended for the provision
of electrical and/or chemical plants, and for the design and execution of
building and engineering works, infrastructural works, harbors, jetties, quays,
etc. Under the usual arrangements of this type of contract, the contractor
designs and provides, in accordance with the employer’s requirements, plants
and/or other works. These may include any combination of civil, mechanical,
electrical and/or construction works.

A contract for EPC/Turnkey projects may be suitable for the provision
on a Turnkey basis of a process or power plant, a factory or similar facility, or
often an infrastructure project or other type of development, where: 1) a
higher degree of certainty of final price and time is required; 2) the contractor
takes total responsibility for the design and execution of the project, with lit-
tle involvement from the employer. Under the usual arrangements for
Turnkey projects, the contractor carries out all the engineering, procurement,
and construction, providing a fully equipped facility, ready for operation (at
“the turn of a key”).

A DFBM contract is used in situations where the employer does not have
the technical knowledge to design the project, nor the financial resources to
pay for the total investment upfront, nor wants to engage in the maintenance
of the project. All of these activities are to be transferred to the contractor,
who, in many cases, will need to team up with other specialist subcontractors

""The standard contracts are available via the Internet. Type the name of the institute and find
the site.

2T.c. in addition to the main works to be delivered.

B Design and Construct (D&C) contracts are also referred to as Design and Build (D&B)
contracts.
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in order to apply for the contract. Usually, this leads to very complex con-
tracts, which extend to a long period of time (20 years or more).

A DFBMO contract is used under conditions that are identical to a
DFBM contract; additionally, the contractor is obliged to operate the works
for a certain period time.

The “F”-element in the above-mentioned standard contracts may be left
out in case the employer does not require financial support from the contrac-
tor. In such an event, the standards become DBM and DBMO respectively.

8.5. Standard contracts

Standard contracts are templates that can be used by employers and contrac-
tors to support their contract discussions and negotiations. Usually, standard
contracts have been developed through professional associations of engineers.
Examples are FIDIC, LOGIC and BIMCO, among the many standard con-
tracts that are available and which parties can choose from. Standard contracts
cover most contract models that were discussed earlier. However, some stand-
ard contracts, such as BIMCO, cover additional, specialized (maritime) activi-
ties, such as hiring tugboats or barges. In practice, there is not a single
contracting activity that is not covered by some kind of standard contract.
Table 8.1 provides an illustration of the general structure of standard
contracts.

In conceiving these standard contracts, the expertise and knowledge were
mobilized from industry experts and technical experts, as well as legal experts.
As such, these standards contain templates that reflect actual contracting
practices in the industries for which they have been developed. In general,
standard contracts are structured following the project, i.e. contract, cycle.
Following the framework, contract documentation for projects is substantial
and requires careful handling.

Apart from these international standard contracts, most countries have
developed their own local standard contracts. In the Netherlands, the UAV
contracts are popular and widely used.!* The UAV 1989 is a construction-
only contract. UAV GC 2005 relates to integrated contracts (D&C).'s UAV
TI 1992 is used for technical installation works. Other countries have similar
national contract standards. It is important to note that these local standard
contracts usually deviate in important details from the international standard

“UAV stands for Uniforme Administratieve Voorwaarden (Uniform Administrative
Conditions).
" UAV GC relates to Geintegreerd Contract (Integrated Contract).



Table 8.1.

Standard contracts framework.

Standard contracts framework

Definitions

General obligations of parties
Design

Personnel

Plant, materials and equipment

A

. Planning — start-up — delay —
suspension

N

. Variations
. Tests
9. Taking over

e}

10.
11.
12.
13.

14.

15.
16.
17.
18.
19.
20.
21.
22.

Defects liability period
Price and price structure
Payment structure

Taxes and tax exemption,
custom procedures
Patents and other proprietary
rights

Termination

Risks and liabilities
Insurances

Confidentiality

Force majenre

Laws and legal regulations
Assignment

Audits

23. Appendices lists of: 24. Sections

e Employer-provided items e Drawings, etc.

e Employer-provided services e Specifications

e Contractor-provided items e HS&E regulations

e Special equipment e Scope of work

e Employer-provided e Time schedule
technical information e Technical specifications

e Employer-approved e Permits and licenses
subcontractors e Administration

e Employer’s representatives procedures

and key personnel

Contractor’s representatives

and key personnel

Insurance policies

Safety manuals

QA/QC manuals

Bank guarantees

Parent-company guarantees

Models of reports and records

Model of variations order

Transport of personnel,
equipment, employer-
provided items, contractor-
provided items

Penalty or liquidated damages

bunov.uo) puoyvuIdIul  8H1
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Table 8.2. Some national standard contract models in different countries.

Country National model
Australia Standards Australia
Austria Ocenormen
Canada Canadian Construction Documents Committee
China GF-99-0201
Finland YSE 1998
France AFNOR
Germany VOB/B
Japan MLIT
Netherlands UAV 1989 / UAV 2012
UAVTI, UAVGC
Norway NS
Qatar Qatar Petroleum
Singapore Real Estate Developers’ Association
Sweden AB
Switzerland SIA
Turkey General Specification of Public Works
Ukraine Model Construction Contract
United Kingdom JCT/NEC

United States of America AIA/AGC

contracts. This is due to the fact that local rules and working habits have been
integrated in these contracts. Table 8.2 provides an overview of some
standard contracts that are used by different countries.

8.6. Contract models overview

Listed below, we provide a summary of the most popular contracts in offshore
and international contracting. In each case, a definition is provided along
with a description for when to use these contracts, and what information
should be obtained from the client. Table 8.3 provides a schematic overview
of the roles and responsibilities of the employer and contractor, depending on
the different contract models.

Table 8.3 illustrates that, as contracts become more integrated, the
responsibility shifts more to the contractor, where the employer needs to
monitor the contract and project execution at a distance (“hands off”).
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Table 8.3. Roles and responsibilities of employer and contractor per contract model.

Design and EPC/
Contract model Construct | Construct Turnkey DBEFM DBFMO

Project stages

Initiate

Research

Definition

Basic design

Detailed design

Final design

Technical design

Project start-up

Project execution

Maintenance

Operation

Financing

Orange  Responsibility Employer

Contract model: fixed-price
When to apply?

In the case of projects of low/medium complexity.

In the case of a clear project description and requirements.

In case a client wants to have certainty about contract price.

In case a client has a detailed cost breakdown available.

When the risks are limited, controllable and measurable.

When a client has sufficient time to prepare a detailed scope of work,
i.e. technical requirements.

'6Start-up at Construct or employer or contractor.
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e When it is clear what performance needs to be delivered.
e In the case of sufficient available parties in the market to choose from.

What information is to be obtained from the client?

e Clear, unequivocal scope of work, i.e. technical requirements.
e No changes in scope and specifications.

Major risk factor for the client:

e Scope changes.
e Work variations.

Contract model: reimbursable/time and materials

When to apply?

e Scope of work is not clear.

Only initial design available.

Client has confidence and trust in contract.

Project lead time is not critical but work needs to be started quickly.
If tendering would lead to unacceptable price levels (sellers’ market).
e For variations and extra/less work.

What information is to be obtained from the client?

e Agreement on uplift (for profit, risk, general cost and overhead).
e Approval procedures.

e Supporting evidence for invoices and payments.

e Global picture of scope of work plus maximum budget.

Major risk factor for the client:

e Incompetent contractor.
e Flawed project administration and follow up.
e Exceeding project budget.

Contract model: unit rate/charter

When to apply?

e When engineering is not yet finished.
e However, the client knows what needs to be done and production vol-
umes are roughly known.
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When activities to be performed are roughly known.

When activities to be performed are repetitive in character.

When the scope of work is not yet exactly defined; however, the work
needs to be started quickly without delay.

Often applied as a side arrangement to the main contract to settle for
variations.

What information is to be obtained from the client?

Specifications.

Conceptual design.

Bill of quantities.

Definition of unit of performance.
Agreement on how quantities are measured.
Agreement on who measures quantities.
Agreement on what penalties will apply.
Technical information, drawings, maps.
Time schedule and milestone dates.
General conditions.

How calculations are made.

How payments will be made.

Major risk factor for the client:

Incompetent contractor.
Flawed project administration and follow up.
Exceeding project budget.

Contract model: time charter

When to apply?

Client has undefined scope.

Client values the contractor’s expertise and security of supply.

It concerns a critical assignment and a small sum compared to the main
contract.

The work needs to be started quickly without delay.

In case no exact volumes and planning can be provided.

When the client wants to secure availability of the contractor’s expertise
and capabilities.

When the client wants to secure availability of equipment for an unknown
period.
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What information is to be obtained from client?

Client needs to be able to describe performance to be obtained from the
contractor.

Client needs to describe when to start with work, i.e. activities.
Functionality and capacity of equipment to be known.

General terms and conditions of contract.

Major risk factor for the client:

Incompetent contractor.
Flawed project administration and follow up.
Exceeding project budget.

Contract model: Design and Construct

When to apply?

When the client does not have sufficient expertise and capability
in-house.

When the client wants to benefit from the contractor’s specific expertise.
When the client wants to transfer part of the design risk to the
contractor.

When the client wants to obtain best value for money from the
contractor.

When the client wants to obtain lowest lifecycle cost.

When the client has sufficient time for a tender.

What information is to be obtained from the client?

Clear and transparent scope of work and objectives.

Well-articulated expectations by the client.

Complete data set, including all available research reports.

Clarity about future use and circumstances.

Legal contract and standard terms and conditions.

Communication and decision-making structure of client organization.

Major risk factor for client:

Scope changes.
Work variations.
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Contract model: DBFM
When to apply?

e In case the client wants to realize the project but financial resources for
investment are not available upfront.

e The client is primarily interested in the functionality of the solution to be
provided.

e In case the client wants to realize lowest operations cost during the life-
time of the project (lowest total cost of ownership (TCO)).

e In case the client wants to transfer risk for budget overruns to the
contractor.

e In case the project to be built will generate revenues.

What information is to be obtained from the client?

e Description of functionality of solution to be provided (capacity, future
use, number of users, etc., now and in the future).

e Business case, i.e. feasibility study.

Cash-flow forecasts (max—min scenarios).

Business model, i.e. how investment will be paid back.

Bonus/penalties for delivery of project milestones.

Intended time schedule for project realization.

Bonus/penalties in case of non-availability of building,/road.

e Limiting factors such as:

Current infrastructure.
Stakeholder requirements.

Soil condition.

Reimbursement of tender costs.
Risk analysis.

Financing structure.

o O O O O O

e Payment schedule.
Major risk factors for the client:
e Operating model, i.e. business model.

e Internal decision-making structure.
e Internal governance structure.
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Contractor’s decision-making structure.
Contractor’s governance structure.

Contract model: DBFMO

When to apply?

In case the client wants to realize the project but financial resources for
investment are not available upfront.

The client is primarily interested in the functionality of the solution to be
provided.

In case the client wants to realize optimal operations cost during the
lifetime of the project (lowest total cost of ownership (TCO)).

In case the client wants to transfer risk for budget overruns to the
contractor.

In case the project to be built will generate revenues.

In case the client wants to transfer the risk of operation to the contractor,
both technically and financially.

In case the client wants to increase quality of the permanent works in ful-
filling its functional specification.

In case the client wants to make use of the contractor’s knowledge and
innovation power.

What information is to be obtained from the client?

Description of functionality of solution to be provided (capacity, future
use, number of users, etc., now and in the future).

Business case, i.e. feasibility study.

Cash-flow forecasts (max—min scenarios).

Business model, i.e. how investment will be paid back.

Bonus/penalties for delivery of project milestones.

Intended time schedule for project realization.

Bonus/penalties in case of non-availability of permanent works.

Limiting factors such as:

Current infrastructure.
Stakeholder requirements.

Soil condition.

Reimbursement of tender costs.

o O O O
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o Risk analysis.
o Financing structure.

Major risks for the client:

e Operating model, i.e. business model.
Political stakeholders.

Internal decision-making structure.
Internal governance structure.
Contractor’s decision-making structure.
e Contractor’s governance structure.

This list of contracts shows that contract management is a quite complex
issue. Different contracts are used for different situations. In order to give this
complex subject, some structure, standard contracts have been developed to
help employers and contractors in their contract negotiations and discussions.

8.7. How standard contracts are used

When contracting for complex projects, employers may use standard con-
tracts. However, employers will deal with these templates differently. Some
employers may use a certain standard and adapt some contract clauses in their
own interest (often without informing the contractor). Next, large investors
(such as international oil companies) use their own contract templates. The
structure of these contracts resembles that of standard contracts. However,
some clauses may be more detailed and less objective than those of general
standard contracts.

The different contract models can be applied using different contracting
modes. A differentiation is made usually between “contracting as a war game”
versus “contracting as a vehicle for collaboration”. Depending on the mode
that a certain party may want to adopt, a different contract model will be
preferred. The attitude towards the other party, the corporate culture, man-
agement style, etc., may also determine the choice of or the preference for a
certain contract model (see Table 8.4).

As we have argued, employers usually prefer fixed-price contracts, based
on a clear allocation of risks between the contract parties involved. As our
experience has shown, better contract outcomes are realized when contract
parties engage in a collaborative mode, rather than a war game mode.
Maintaining a collaborative mode during the lifetime of a contract is extremely
difficult. In practice, the personal relationship between parties may be subject
to major changes as the project gets to the stage of completion.
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Table 8.4. Contracting modes and contract models.

Contracting as ‘wargame’ Contracting as collaboration
Relationship Adversarial Collaborative
Contracts Hard contracts, e.g. Soft contracts, e.g.

e Lump-sum, fixed-price contracts e Reimbursable, open-cost contracts
e Penalty-based contracts e Incentive-based contracts

Risk allocation  Risk at contractor Risk sharing

8.8. Collaborative contract models

Collaboration among partners in the contracting value chain can be fostered
in different ways. Supply-chain collaboration may be fostered through “back-
to-back” agreements and incentives, i.e. performance contracts with subcon-
tractors and suppliers. More intensive collaboration is realized through joint
venture contracts. A joint venture is a business agreement in which parties
agree to develop and maintain, for a defined period of time, a new legal entity
and new assets which are financed by the parties involved. They exercise con-
trol over the legal entity and consequently share revenues, costs and assets. A
joint venture takes place when two parties come together to take on one
project. In a joint venture, both parties invest in the project in terms of
money, time and effort, to build or execute a complex project. Since the cost
of executing infrastructural and/or construction projects is generally high, a
joint venture allows both parties to share the burden of the project, its risks
as well as the resulting profits.

Joint venture agreements (with or without a vertical split of risks and
rewards among contract partners) may be arranged among the main contrac-
tor and some competitors that are interested in tendering for the same, large
project and the main contractor and its key subcontractors.

An alternative is the alliance contract. The difference with the joint ven-
ture contract here is that the employer is one of the contract parties and takes
an active stake in the project outcome. Alliance contracts by nature are highly
complex contracts to manage. However, they enable full alignment of the
contractor’s and subcontractor’s interests with those of the employer. These
contracts are used for large infrastructural works, where contract partners
need to not only construct the works, but also need to maintain, operate and
finance the project during an important part of its lifecycle.

Below, we summarize the major elements of both joint venture and
alliance contracts.
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Contract model: joint venture

When to apply?

e When the contractor has insufficient capability and capacity.

e If the assignment is too big for one contractor.

e When many specialist disciplines need to be integrated.

e When we want to engage a specialist subcontractor at the tender stage.

e When we want to engage in an exclusive relationship with a strategic
subcontractor.

What information is to be obtained from the client?

e Permission from the client to be able to submit a bid using a joint
venture.

Major risk for the client:

e Internal decision-making structure.

e Internal governance structure.

e Contractor’s decision-making structure.
e Contractor’s governance structure.

Contract model: alliance contract

When to apply?

e Project is complex and requires innovative solutions, which need to be
developed jointly by contract parties.

Project risk is too large to be carried by just one party.

Contract parties have complementary expertise and knowledge.

Client wants to work in close collaboration with the contractor.
Typically spans multiple contracts and projects over a long time period.

What information is to be obtained from the client?

e Success criteria. When is the collaboration for both parties successful?
e Commitment and institutional trust among parties involved.
e Business case from the client.

8.9. Summary

This chapter dealt with the different contracting models that project manag-
ers can encounter in daily practice. First, we identified three contract-pricing
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mechanisms, and here the actual context will decide the best pricing mecha-
nism to use. These contextual factors include the employer’s ability to
specify exactly what he wants, the time and expertise that he has available,
and the experience of the employer with a specific contractor. Next, con-
tracts may differ depending on the payment mechanisms, whether they are
made upfront, during the execution of the work according to pre-arranged
milestones, or after the work has been completed. Is some cases, the con-
tractor is not paid for his construction work at all, since the income needs
to be generated by operating the works delivered (in the case of DBEMO
contracts). Finally, contracts can differ based upon the allocation of risk
between employer and contractor. The more integrated contract models
assume the contractor carries most of the risk. Contract models, in practice,
reflect a mix of these three elements. Variation is endless, which is why no
contract is the same. Important contract models in international contracting
are: Construct, Design and Construct, EPC and DBFM(O) contracts.
These may be complemented with joint venture and alliance contracts.

Each of the contract models represents different roles and responsibili-
ties, as well as liabilities, for the employer and contractor. Contractors should
be aware that when a D&C contract applies, or an EPC contract, they are
responsible, under foreign legal systems, for checking all data which has been
provided by the employer. This is particularly true for an EPC contract, where
the contractor commits himself to Turnkey delivery of the installation or the
work, intended by the employer.

Standard contracts can facilitate discussions and contract negotiations
significantly. They are the result of the expertise and knowledge of interna-
tional professional engineering associations and therefore highly
recommended.

Besides contextual factors, the choice of a contract model may depend on
the contracting mode between parties. Of the two extremes proposed, the
collaborative mode should be preferred, given its far better outcomes in prac-
tice. However, opportunism and focus on short-term results may get in the
way of adapting these modes in practice.

It should be realized that creating one-sided contracts will lead to a con-
flict system, in which each party will seek its own benefits at the cost of the
other party. Therefore, the purpose of a project and contract organization is
to create a cooperative system. This is achieved by creating common objec-
tives, the alignment of all key partners involved and properly incentivizing the
contractors.

When choosing collaborative contracts, the client must not needlessly
interfere in the contractor’s work. Every employer gets the contractor that
he deserves!
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Chapter 9

Risk Management in Projects

9.1. Case — Contractor withdraws from
negotiations due to risk exposure

On February 14, 2012, the oil and gas press announced the following:*

The Australian subsidiary of Belgium’s Dredging, Environment & Marine
Engineering NV (DEME) has been awarded a €916 million ($1.2 billion) dredg-
ing contract on the Chevron-operated Wheatstone liquified natural gas project in
Australia. Its subsidiary, Dredging International Australia, will carry out the dredg-
ing of the 17-kilometer-long access channel, the maneuvering area, the berths pock-
ets and the tug harbor for the 8.9 million tons per annum LNG project near Onslow,
Western Australia.

The contract was awarded by US company Bechtel, who is in charge of the front-
end engineering and design work of the project, and DEME stated it would be carried
out in close cooperation with US-based Great Lakes Dredge & Dock.

A large seagoing, self-propelled cutter suction dredger, a medium trailing suc-
tion hopper dredger and two backshoe dredgers will be used to carry out the con-
tract, while the total dredged volume is expected to be more than 26 million cubic
meters.

Work on the contract is scheduled to start at the end of the year with a planned
completion date of December 2015.

Work on the foundation phase of the Wheatstone LNG project commenced late
2011 and will include the construction of two LNG trains and a domestic gas plant,
with first LNG shipments planned for 2016.

Chevron holds 73.6% operated interest in the Wheatstone LNG project along
with joint venture partners Apache with 13%, Kuwait Foreign Petroleum Exploration
Company with 7% and Shell with 6.4%.

"News at http://fuelfix.com/2012 /2 /13 /deme-wins-1-2bn-wheatstone-contract, January
23,2013.
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On the same day, the Dutch newspaper NRC Handelsblad published the
reason why Boskalis, together with its partner Jan de Nul, withdrew from
further negotiations on the same project. According to Boskalis, Chevron
intended to transfer too many risks to the contractor. Besides its regular staff,
the contractor would be obliged to hire local personnel. Due to the tough
safety and environmental regulations, it was expected that more personnel
would need to be hired and higher wages would have to be paid. All future
wage increases were to be carried by the contractor. The dredging companies
Boskalis and Jan de Nul presented their reservations, stating that these cost
increases should be carried by the employer. A second reservation was a cap
on liability, whereas the employer asked for unlimited liability. The client
refused to accept these risks and therefore declined Boskalis’s offer. As a
Boskalis spokesman said: “It was a beautiful project, but we did not want to

run the risk.”?

9.2. The many faces of risk

Transferring risk to a contract partner is one of the many policies used to
handle project risks. The case shows the way Chevron and its engineering
firm Bechtel intended to transfer certain risks to one of its contractors on the
Wheatstone LNG project. Some risks may be transferred to a contractor, oth-
ers cannot be transferred. It depends on the specific risk involved and the risk
appetite of the contractor.

There are other ways for handling risks than just transferring them to
contract partners. In this chapter, we will distinguish between various kinds
of risk, their origin and source. We will investigate how risks can be reduced
and minimized. Some risks cannot be managed and must be accepted as a fact
of life; projects without risks do not exist. Risk management is part of project
management, and effective project management requires that risks are identi-
fied upfront at various stages of the project. Risks differ per type of project.
The risks for a ‘construction-only’ contract are much more the employer’s
responsibility than the contractor’s. Under an EPC/Turnkey project, the
contractor is prepared to accept most risks because he is of the opinion that
he will be able to handle these more eftectively than the employer.

Depending on the project, the qualifications and competencies of project
managers will vary. A Construction contract requires a qualified technician,
who is able to deliver the required quality within the agreed timeframe and

%]. Leyten (2012), Boskalis laat order lopen wegens risico’s, NRC Handelsblad, February 14,
2012.



Risk Management in Projects 165

within budget. A complex DBFMO contract, however, requires a manager
who is prepared to delegate many of his own tasks to assistant managers and
specialists. He needs to understand how the project will help the employer to
implement his strategic plans. Hence, he needs to be able to cooperate with
all stakeholders in the project. That is a different task than completing a pro-
ject according to technical drawings and specifications.

In this chapter, we will discuss the most common risks in projects and the
many possibilities regarding how to handle these. Furthermore, we will dis-
cuss some cases where, due to unforeseen risks, projects turned into financial
losses. As will become clear, a risk that is overlooked at an earlier stage of the
contract life cycle can easily cause losses or damages at a later stage.

Besides project risks, we will discuss some other risks that may be beyond
a project manager’s competence, but may threaten the entire company. In
short, these risks are: asset-impairment risk, competition risk and reputation
risk. Concluding this chapter, we will summarize the most important key fac-
tors when dealing with project risks.

9.3. Definition of risk

There are many definitions of the word “risk”. How a person defines risk is
dependent upon his/her position in society, education, profession and per-
sonal opinion. A financial manager, who is responsible for managing risks in
international transactions, will define risk in a different way than an engineer
who is responsible for a design for permanent works that have to be realized
in a foreign country. The two persons may have completely different views on
the same international contract.® Risk is defined as the effect of uncertainty
on the realization of certain objectives, whether positive or negative.* The
Project Management Body of Knowledge states:

A risk is an uncertain event or condition that, if it occurs, has a positive or negative
effect on a project’s objectives. Where there is risk inherent with any project, the

*For those project managers who want to learn the financial manager’s views on risks, we would
recommend: M. Crouhy, D. Galai, R. Mark (20006), The essentinls of risk management. New York:
McGraw Hill, pp. 26-36; R. A. Brealey, S. C. Myers, F. Allen (2008), Principles of Corporate
Finance International Edition. New York: McGraw Hill, pp. 722-754. Furthermore we recom-
mend: A. van de Ven (2001), Development of visk management and accounting, in M. van Dealen
and C. van der Elst (2001), Risk management and corporate governance, interconnections in law,
accounting and tax. Cheltenham and Northampton, MA: Edward Elgar Press, pp. 7-55.

*ISO 31000, Risk management, principles and guidelines on implementation, International
Organization for Standardization, Geneva, 2009, p. v.



166 International Contracting

project manager and project team should be constantly aware of any risks that will
impact the successful completion of any project. One way to accomplish this is by
completing a risk analysis for any identified risk and to review risks periodically with
the team.?

Consequently, risk management is the identification, assessment and pri-
oritization of risks, followed by coordinated and economical application of
resources to minimize, monitor and control the probability and /or impact of
unfortunate events.® This definition refers to “positive or negative effects”. In
the construction industry, risk is mostly associated with a negative effect, i.e.
a threat. This negative view towards risk is included in the following defini-
tion: “Risk is a threat to an organization (or a project) that reduces the likeli-
hood that the organization (or the project manager) will achieve one or more
of its objectives.”” Uncertainties, as soon as they become apparent in projects,
are considered to be risky. When a risk is identified, action is required. You
do not let the risk exist without taking mitigating measures. Risk is a danger,
and the responsibility for handling risk must be allocated.® Derived from the
definition of enterprise risk, as published in COSO (2011),° we prefer the
following definition of risk management in projects:

Risk management is a process, effected by top management, project management and
all personnel, fully or partly responsible for (parts of) a project, applied in strategy
setting and across the enterprise, designed to identify potential events that may affect
the project, and manage risks to be within its risk appetite, to provide reasonable as-
surance regarding the achievement of the project’s objectives.

A more simple definition, which is a little less abstract, is given by Walters
(1999): “Risks are possible occurrences, which, in the event they occur, have
a negative effect on the achievement of the prior chosen boundary conditions

*Project Management Institute, PMBOK Guide, 3" edition, p. 373.

°D. Hubbard (2009), The failure of risk management: Why it is broken and how to fix it.
Hoboken, NJ: John Wiley & Sons, p. 46.

“R. Knechel (2001), Auditing, Assurance and Risk. Cincinnati, OH: South Western College
Publishing, p. 13.

8M. Power (2007), Organized uncertainty — Designing a world of visk management. Oxford:
Oxford University Press, p. 5.

? Committee for Sponsoring Organizations of the Treadway Commission (COSO), Enterprise
Risk Management — Integrated framework, Executive Summary, New York, AICPA Inc.
COSO II report, p. 16.



Risk Management in Projects 167

of the objective of the project.”'® In that context, risk management is defined
as follows: “Risk management is the identification, the analysis and quantifi-
cation, the fixation in a systematic control planning, and following those

actions the execution, the control and the correction of risks.”!!

9.4. Risk management and contract type

In general, parties could allocate risks using a few rules of thumb. It would
make sense to place project risks with the partner who is best capable of
controlling the risk in question (rule 1). A risk that could be carried by more
partners should be shared between such partners (rule 2). Furthermore, a
risk should be allocated to the partner who is able to bear such risk at the
lowest possible cost (rule 3). And finally, a risk that cannot be estimated, or
cannot be handled or cannot be borne, should come from the account of the
party who initiates such risk (rule 4).'? A further, generally accepted principle
is that all risks incorporate a price that cannot be avoided. Risks come at a
price. In the end, in all projects, risks are paid for by the employer, his stake-
holders or both.

These rules may be acknowledged when discussing how risks are to be
allocated among contract partners. The risk profile of the project at hand and
the way parties want to allocate risks among themselves may be key parame-
ters in deciding what contract type to go for. In practice, it is the employer
who decides about the contract type in the first place. Usually, the employer
initiates the pre-contractual relations by issuing an invitation to tender to
prospective contractors. The contract type is mostly chosen at the employer’s
convenience. Different contract types will result in different pricing mecha-
nisms. Project types may be considered by two criteria: the contract type and
the price-setting mechanism.'?

B. G. Walters, L. J. A. M. van Griensven, M. M. G. van Rosmalen (1999), Management van
Projectmanagement — Het managen van multiprojecten en programma’s, Berenschot Osborne

BV, p. 97.
"B. G. Walters, L. J. A. M. van Griensven, M. M. G. van Rosmalen (1999), Management van
Projectmanagement — Het managen van multiprojecten en programma’s, Berenschot

Osborne BV, p. 97.

2L. de Boer (2006), Turnkey en design & construct: concepten, aansprakelijkheid en risico,
in van den Berg & Jansen, De ontwerpende bouwer. Tjeenk Willink: Schoordijk Instituut,
p. 209.

3See also Chapters 4 and 8 for more details.
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Contract type

The most classical contract type is the Construction-only contract. The
employer orders the design with a separate contract partner, be it an engi-
neering consultant or an architect, or a company who combines both activi-
ties. When the design is ready and accepted by the employer, he awards a
contract to the contractor. Usually, such a situation results in three contrac-
tual relationships (see Figure 9.1).

This contract type has been used for centuries. It represents a pragmatic
approach, which is preferred for realizing relatively simple works, where the
employer is in a position to choose between several designers and several
contractors.

The architect/engineer has to deliver a good design, which enables the
contractor to estimate its risks when tendering for the construction contract.
The employer will be liable for any design errors. He may request that the
architect/engineer correct his design errors. In the event such errors do result
in extra costs for the contractor, those costs can be claimed from the employer.
The liabilities of the contractor are limited. He has to study the design before-
hand and is obliged to warn the employer in case certain design faults have
been discovered. If so, he should inform the employer and ask the employer
to have them corrected in time.

During the last five or so decades, many other contract types have become
popular. In general, employers have shifted more risks to the contractor.
Today, contractors are increasingly requested to assume design and engineer-
ing responsibility for the project for which they tender. There are many rea-
sons for this common trend. First, there is the increasing complexity of
projects. The Design and Construct contract (D&C) is attractive for employ-
ers, who are not in a position to design a work or to manage a separate design

Construction
contract

Design contract

Architect /

Engineer Contractor

A
v

Operational relationship

Figure 9.1. Contractual relations in the classical construction-only contract.
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contract. Today, this is relevant for many public authorities, who over time
outsourced their specialist engineering capabilities. As a result, they became
more dependent for design and technological knowledge on their contrac-
tors. Adding the maintenance of realized permanent works to the contractor’s
responsibility was a logical next step. Having the project financed by the
contractor was another step. Over time, PFI contracts were issued by public
authorities in many EU countries to realize complex infrastructural works.'*
The final step in this development was to have the works actually managed
and operated by the contractor. With each step in this development, the con-
tractor assumed more risk, responsibility, and hence, risks and liabilities.
Figure 9.2 shows the process.

Employer’s Contractor’s Contractor’s Contractor’s | Contractor’s | Contractor’s Contractor’s
design design design design design and design + design + finance
Maintenance fi + + mai
maintenance operations
Re-measurable Re-measurable Lump sum Lump sum Lump sum Lump sum Lump sum/

Re-measurable

Descriptive Descriptive Descriptive Functional Functional Functional Functional
specification specification specification specification | specification | specification specification

Figure 9.2. Increasing risk allocation for contractor at increasing complexity of contract type.'®
(Source: Heerema Fabrication Group.)

“Private Finance Initiative (PFI) is a way of creating “public—private partnerships” (PPPs) by
funding public infrastructure projects with private capital. See: Investopedia, January 2013;
Reform of the PFI, www.hm-treasury.gov.uk, December 2011.

FIDIC published a standard contract called Design & Build; in this chapter, both Design &
Construct and Design & Build are used interchangeably.
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Of course, the reality is more complex than represented by Figure 9.2. To
cite an example: in practice, DBFM contracts, which are based partly upon a
lump-sum remuneration, are used while the remaining part of the contrac-
tor’s work is paid through re-measurable installments. In all contract types,
mixtures of pricing mechanisms can be applied. This also holds for the pay-
ment methods that are used.

Pricing mechanisms and payment methods

The way in which payments are agreed is crucial for the contract parties.
Where parties agree upon a lump sum, the contractor is responsible for man-
aging unforeseen hindrances and problems. When parties agree that the con-
tractor will be paid per unit rate, all of the contractor’s performances are
reimbursable. Here, the contractor has to endeavor to do his best; the con-
tractor has to make the proper arrangements for assuring that his equipment
and personnel are qualified, but the contractor is relatively certain to be paid.
He is paid per man hour, per cubic meter of sand or slurry, which have been
produced, or the tons of concrete that were delivered. Depending on the
pricing mechanism, the certainty about the contract sum may ditfer signifi-
cantly. This is illustrated in Figure 9.3.

9.5. Risk policy of contractors

A formal, consistent risk policy is a must for each contractor. Such a policy
would provide guidelines for management and statf, specifically for those
persons who prepare tenders and who execute projects. Also, external stake-
holders are expressing increased interest in how a contractor handles project
and business risk. Risk policies are part of annual reports. For listed compa-
nies, an extensive explanation of their financial accounts is mandatory. A sim-
ple risk policy provides clear instructions to all financial managers, tender
managers, engineers, project managers, contract managers, procurement
managers and legal counsels on how to deal with risks when working with
projects. An example of a contractor’s risk policy is mentioned in Box 9.1.
The contractor’s risk policy contains instructions for various disciplines
within the company. The first three items of the list in Box 9.1 represent
general statements, related to behavior, which the board is recommending to
all persons involved, especially its own staff. The next statements, i.c. items 4
to 7, are promises that the company will respect the financial regulations that
apply. In the event that this company is a listed corporation on one of the
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Figure 9.3. Relation between risk and payment method. (Source: Heerema Fabrication
Group.)

European stock markets, these items are compulsory. They are mentioned
here — and in most annual reports we find the same firm statements — but
if they were not mentioned, they would still be applicable. A company cannot
and should not escape from compulsory legislation.

Statements 8 to 11 contain useful information for all stakeholders. Here,
the financial stakeholders, such as sharcholders, bondholders, banks and
other financial institutions are informed about the most important financial
risks of the international business of a contractor who is operating in foreign
countries. Besides the identification of these risks, the board informs how
these risks are handled and will be handled.
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Box 9.1. Guidelines for risk management.'®
Board of Management’s Business Guidelines

1. We continuously strive to improve all aspects of our operations,
including technology, people and operating methods. We look for
more effective ways to plan and execute our projects, while main-
taining a flexible and creative approach that makes the most of
our growth opportunities.

2. We seek to monitor and evaluate all areas of risk on an ongoing
basis as part of our commitment to ensuring the sustainability
of our business. Our commitment to maintaining the highest
standards of corporate governance is the basis of our ability to
maintain operational excellence throughout the organization.

3. We consider ourselves responsible for the excellent quality of our
work, our engineering standards and our services; we believe
that providing such excellent quality is the only reason for our
existence in our field of business.

4. The Dutch Corporate Governance Code, Code Tabaksblat, which
came into force on January 1, 2004, revised in 2009, which
applies to Dutch companies listed on the stock exchange, is
respected in full.

5. The consolidated financial statements and the accounting
explanatory notes are prepared in accordance with the
International Financial Reporting Standards (IFRS), as adopted
by the European Union, and with the Dutch legislation at part 9
of Book 2 of the Netherlands Civil Code Book.

6. IAS 11 (International Accounting Standard 11), Construction
contracts, 2009, is respected.

7. Work in progress is valued at the cost price of the work done,
plus a part of the expected results upon completion of the project
in proportion to the progress made and less progress billings,
advances and provisions. Provisions are recognized for expected
losses on work in progress as soon as they are foreseen, and
deducted from the cost price; if necessary, any profits already
recognized are reversed.

(Continued)

167, van der Puil, A. van de Ven (2009), Going for it... or not?, Module Finance & Risk, Case 1,
Part 2, TiasNimbas Business School, Tilburg, September, p. 2-3.
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Box 9.1. (Continued)

. The company’s main financial risks include disruption by politi-

cal developments and violence, and the risk of non-payment by
clients. These risks are covered by credit-insurance, bank guar-
antees and advance-payments.

. Positions in non-euro are fully hedged as soon as they occur.
. Financial derivatives (such as options, interest swaps and

futures) for hedging currency risks, fuel cost risks, risk of cost
of materials and/or other risks are only used if there is a physi-
cal underlying transaction.

The company has large amounts outstanding in the form of
bank guarantees or surety bonds (guarantees from insurance
companies), usually in favor of customers. The company should
maintain adequate credit and bank guarantee facilities at its
disposal.

The company never accepts, neither directly, nor indirectly,
contractual liability for any loss of use of plant or equipment,
loss of profit, loss of contracts or such like.

We keep our equipment, plant, materials, vessels and vehicles
insured for full replacement value and against damages up to
€20,000,000 per case, with an excess of €250,000.

All projects beyond €1,000,000 should be covered by a CAR
insurance, to be arranged by the employer, or by ourselves.
We permanently maintain insurance for claims, damages,
losses, expenses, arising from injury, sickness, disease or death
up to €10,000,000, with an excess of €250,000.

We permanently maintain insurance for third party liability for
property other than the referred works up to an amount of
€50,000,000, with an excess of €250,000.

Per contract we do not accept total contractual liabilities higher
than 50% of the contract price.

In the event we have to accept liability for technical data and
information put at our disposal by third parties, such data and
information must be checked and verified by a second neutral
third party, independent of the employer and ourselves.

No tender is accepted without a reliable level of planning, risk
analysis and the financial estimate having been carried out
first.

Increasing shareholder value is of the utmost importance.
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Items 12 to 17 mention contractual risks, as well as tortuous risks. Loss
of use or profit of business partners is never accepted; consequently such risks
are not transferred. These risks are extremely difficult to cover through insur-
ance, and, if so, at very high cost. Items 13 to 16 may concern claims from
both contractual parties, as well as third parties. The way such risks are han-
dled is mentioned, including maximum amounts.

In explaining the insurance policy, the statements mention the respective
excesses. An excess in an insurance policy is the amount of the damage
incurred, which is equivalent to the insured person’s/company’s own risk.
For instance, in the event of an insurance claim amounting to €300,000,
while the excess is €250,000, the insurance company will only pay €50,000
to the insured person/company. In case claims come in over the maximum
amounts, the company will have to defend itself in court or settle the matter
peacefully, the company being liable for the excess.

Items 18 and 19 mention two technical risks. These statements are a bit
tricky. They represent simple principles, but in engineering activities, many
more risks are present. Item 18 is applicable when tendering for Design &
Build and EPC/Turnkey and related orders. It may happen that the employer
comes up with a design and wishes to transfer the complete liability for this
design to the contractor. The company’s risk policy here is that external
checks will have to be carried out. For example: we (the first party) receive an
order from a project developer (the second party) for the design and con-
struction of a business building with two floors, the suggested location being
somewhere in Africa on spot A. The order states: sandy soil (information),
foundations 160 deep, 80 wide, brickwork (technical data). The details come
from an advisory consultancy X (the third party).

Our policy: we commission an independent party (a second neutral third

party) to verify:

e Whether spot A is indeed on sandy soil.
o Whether the aforementioned foundations are indeed suitable for the
design for which we will be responsible.

Such technical policy normally follows after dramatic experiences from
past projects, where things really went wrong, causing an important financial
loss.

Finally, the shareholders will be satisfied with statement 20. That is why
they will not sell their shares. Hopetully the company’s dividend will be
satisfactory.
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9.6. Identification of risks

A risk that is not identified cannot be handled. A risk may result in an unpleas-
ant occurrence. As soon as a risk that we feared has actually happened, the
risk no longer exists. The uncertainty has become reality. Immediately, the
situation has changed. When the risk has turned into effect, all preventive
actions have become superfluous. Now the project manager has to deal with
the unpleasant situation that resulted from the risk, or — if no better options
are available, has to accept the situation.

A risk management policy is aimed at preventing such unpleasant occur-
rences. Different organizations have different policies. All such policies start
with the identification of all project risks. In all norms, articles, scientific
publications,’” management systems'® and courses,' this is the first step to
take. It seems so simple. In practice, again and again, this is when the first
mistakes are made. No project escapes from a number of overlooked risks.
The non-discovered risks are an unknown number. When we begin a project,
we do not know that they exist, we do not know how many they are. We have
confidence in ourselves; that is a good thing. If the unforeseen happens we
will find a solution.

Risk management in practice: observations
Jrom the Swania case

The International Contracting Program was developed by the Company
Specific Programs Division of TiasNimbas Business School. The contents of
the program were defined in close harmony with the three founding interna-
tional corporations, i.e. large international contractors. The program has been
conducted and facilitated many times by the authors. Project directors, pro-
ject managers, contract managers, tender managers, commercial managers,
procurement and financial managers, senior field managers and in-house legal
councils participate in the program. Before starting the course, the partici-
pants are requested to prepare a tender for a harbor with some office build-
ings and adjacent roads for a potential employer. All participants receive the
same invitation to tender, along with appendices such as drawings,

7See, among others, N. Crockford (1986), An introduction to Risk Management, 2" edition.
Cambridge: Woodhead Faulkner, p. 18.

" For instance, P. M. Hut (2008), Project Management Process, Phase 2 — Planning — Create
Risk Management Plan, http://www.pmhut.com/project-management, January 2008.

], van der Puil (2010), The Swania Project: Are we going to tender? Rev. 1, TiasNimbas
Business School, Tilburg, not published.
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specifications, attachments and a draft contract.?® One of the tasks they need
to prepare is to: “Make a list of all risks that are to be found in this invitation
to tender.” On the first day of the course, tender teams are formed, when
participants may review their preparations. The groups have to present a ten-
der proposal and elucidate their tender policy. All risks are scored on a tender
scorecard. For each identified risk, the group is awarded a number of points.
The group with the best score wins a prize; the presentation follows on the
second day of the course. At the end of this chapter, a proof of answer is
presented in the form of a participants’ scorecard (see Box 9.5). The results
of the group scores are listed in Box 9.2.

In June 2012, the core module took place 13 times. A total of 58 sub-
groups, in general consisting of 4 or 5 participants, collaborated on the
assignment. In total, 253 participants followed the course.

Here we present our observations with regard to the table presented in
Box 9.2, on how participants deal with tendering and risk management.

A few observations about risk identification

A number of evident risks are always mentioned by the participants, such as
the required delivery period, the tight planning, missing information about
soil conditions, the foreign legal system, quality of local labor (where partici-
pation of such is required), unforeseen problems in getting local licenses and
permits on time, the unpredictable price variations for fuel and raw materials,
back-to-back contracting and dispute resolution. However, participants usu-
ally have less awareness of risks on a higher project level, including multipro-
ject risks, political, economical, financial, legal and trade risks.

While the participants carefully scrutinize the presented contract and the
scope of work, they can miss the project’s non-technical issues, which the
employer intends to realize. Most participants fail to analyze the project from
the perspective of the employer and its stakeholders. It is just this way of
“looking at your project through the employer’s eyes” that can make the dif-
ference compared to competing contractors. When a tendering contractor
makes clear that he is prepared to take care of the employer’s major concerns
and worries, he will create a preferred position in his negotiations.

2The lecturers here apply the Harvard case method. See M. McNair and A. C. Hersum (eds.)
(1954), The case method nt Harvard Business School. New York: McGraw Hill; J. S. Hammond
(1976), Learning by the case method. Boston, MA: Harvard Business School Publishing
Division, Case #376-241; R. Corey (1998), Case Method Teaching, Boston, MA: Harvard
Business School Publishing Division, Ref. 9-581-058; M. Robinson (2010), How to write o
case study, William Davidson Institute, Note 1-429-140.
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(Continued)

2N = number of persons in sub-group.
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(Continued)

2Indicative price, exclusive risks.
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(Continued)




180 International Contracting

Box 9.2. (Continued)

Average
Av. pro-
risk Av. % posed
% of score of max. tender
Risk max. of risk  Price in price

Month N score score group score <€ x1000 €x1000 Remarks

4 357 69 129.957

4 222 43 133.007

4 265 51 125.763
Feb (20) 302 59 130.757
2012

3 265 51 126.170

3 275 53 146.312

4 322 63 139.110

3 227 44 130.165
May (13) 272 53 135.439
2012

Almost all groups attack the case from a dyadic perspective. They think
“it is contractor against employer”. A small number of groups pay attention
to a possible early involvement of a very important subcontractor, which
has to cover about 25% of the project value. These groups show their atten-
tion to the supply-chain perspective. None of the groups could mention a
value-chain perspective; neither could a network perspective be discovered in
the participants’ presentations.?®

One of the teachings of the exercise is that it is almost impossible that one
tender team is able to recognize all risks in a set of tender documents.

A second teaching is that various teams come to different lists of risks and
they price these risks differently. Often risks were priced by intuition.
However, a more systematic approach could easily pay off.

To overcome such shortcomings, contractors, ideally, should form cross-
functional tender teams for important tenders. The composition of such a
team should consist of at least a financial expert, a legal counselor, a specialist

Z3For the various perspectives, see Chapter 4, Section 4.4.
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on subcontracting and procurement, a design engineer, a project manager
and a contract manager.

For very important tenders, the contractor should preferably create two
different tender teams, separately working on the same tender. The teams
should consist of at least one senior, experienced engineer together with a
younger, talented upcoming technician. The combination of such characters
will be beneficial for the results, and significantly improve the contractor’s hit
rate on tenders.

The spread in the various scores

The maximum score was 72% of the risks to be discovered. The lowest sub-
group score amounts to 18%. The average risk score is about 47%. The rea-
sons why some sub-groups have much better results than others are:

e Superior preparation of the tender by individual participants.

e DParticipants come from different disciplines.

e The knowledge and know-how of the participants are complementary.
¢ Different team roles are represented by the individual group members.
e DPresence of an excellent project secretary.

e Cooperation and respect between team members.

The price differences

The sub-groups presented their lump-sum tender price. The lowest price was
€119,700,000, while the highest was €150,000,000, which is 25% higher
than the lowest. There are different ways to arrive at a price:

e The team starts a cost estimate: all materials, cost of subcontractors and
the most important service providers, the cost of the equipment and the
wages are added.

e This bare cost price is increased by costs for general overheads, historical
experience for unforeseen disappointments, often called “general risks”,
and some risks which can be quantified.**

2*Sometimes contractors have different past experiences with different contract forms, causing
application of different percentages in excess charges above the bare cost price, for instance,
2.5% for construction contracts, 3.5-5% for D&B, 4.5-6% for ECP, 5.5-7% for DBM, 6-8.5%
for DBFM and 7-12% for DBEMO contracts.
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Next, the team starts with an initial tender price, and proceeds by making
an inventory of all risks that were detected. Next, each risk that is accepted
will increase the fee. As a result the team presents an “all in” tender price
to the employer.

Or, the team starts by stating its reservations, which represent the risks
that the contractor, for his own reasons, is not going to accept. These risks
are priced, and presented as a separate list next to the (cost-based) tender
price. As a result, the team presents a “rock-bottom” price, which is to be
increased based upon further negotiations with the employer on the res-
ervations made.

Finally, the profit target is added.

During the tender process, it is difficult to calculate the price exactly.

There are a number of risks that are impossible to quantify. Here, some guess-
ing is necessary. You may call it intuition.

The role of risk appetite

Price differences also originate from the tender teams’ risk appetites. The
more hungry to score, the lower the tendered price. A remarkable finding
during our discussions on the complex Swania case was the unstructured
approach through which participants assess risk, which is why we discuss this
subject in the next section.

9.7. Categorization of risks

Risks can be categorized as follows:

Market risk.

Credit risk.

Financial risk.
Operational risk.

Legal and regulatory risk.
Business risk.

Strategic risk.

Reputation risk.?®

%For further reading, see M. Crouchi, D. Galay, R. Mark (2005), The Essentials of Risk
Management. New York: McGraw Hill, pp. 26-36.
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Contractual risks.

e Design errors in employer’s design.

e Own design failures.

e Executional risks.

e Defaults of contractor’s subcontractors, service providers, and suppliers.
e Dolitical risks.

Risks in local labor.
e Risks concerning HS&E.

If possible, the risks should be quantified in terms of money, although at
many tenders this will be impossible.

An alternative way of categorizing risks is to classify these according to the
source from which they occurred. Hence, operational risks may be catego-
rized into:

e Interruptions, such as natural events including heavy rain for a day or two,
heavy wind, disasters, strikes, holds by suppliers and vendors.

e Bottlenecks in capacity, both in one’s own project organization, as well as
the subcontractor’s.

e Distortions in the supply chain.

e System distortions, such as IT interruption.

e Errors in forecasting, which become evident during execution.

e Missed milestones in planning.

¢ Infringement of intellectual property, resulting in a hold on use of material
or software.

e Bottlenecks in supply, such as an unexpected bankruptcy of a supplier.

e Financial risks at a subcontractor/supplier.

A third way to categorize risks could be the following:

e Employer — main contractor — subcontractors / service providers / sup-
pliers, i.e. categorization based upon the stakeholders related to the supply
chain.

¢ Engineering — procurement — subcontracting — execution — delivery —
guarantee period, i.e. sequential perspective.

e Demographic — economic — social — technological — environmental
— political.

In practice, it appears that categorizing risks in a systematic way will aid
the tender team to observe more risks than without such categorization.
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9.8. Managing risks

Risks can be managed in several ways. The best way is to secure a high level
of quality assurance and quality control for the design, the operational and
work processes and the management of the company. To arrive at that goal,
highly qualified staff'is a prerequisite. Investing in excellent management and
personnel is even more important than investing in up-to-date equipment.

Experienced management and staft are able to estimate risks and to miti-
gate these.

Avoiding risks is a good practice in contracting. Putting redundant ele-
ments in the design, in development, in research, in execution, in documenta-
tion, in reports and records and in contract management represents an
investment that will pay off later.

A further technique of handling risks is to transfer these to other parties.
The contractor may refuse to accept a risk, and transfer it to the employer
together with the message to “please find out yourself”. When the contractor
deliberately accepts a specific risk, he may transfer this to subcontractors, ser-
vice providers and suppliers. However, in some cases, such actions may be
deceptive. Depending on the specific contractual arrangements and the appli-
cable legal system, the contractor may remain responsible and liable for all
risks towards its employer, employer’s stakeholders, its own stakeholders and
third parties. Transferring risks to other parties is basically not the same as
mitigation of risks and designing measures to avoid these.

A contractor may seek for insurance to cover certain risks. When insuring
risks, a contractor is transferring risks to an insurance company. Or so it
seems. In fact, the risk is not transferred. The risk remains where it is. The
agreement with the insurance company gives the contractor the right to
receive a certain financial compensation for the losses incurred, which will be
paid to the contractor as an effect of the occurrence represented by the risk.
Insurance is certainly not equal to minimizing risk and risk avoidance.

In summarizing, we are convinced that minimizing and avoiding risks are
the best ways to overcome project risks. The other, additional measures can-
not be neglected and may be used as well.

Risk assessment

Classifying risks into small — average — large risks is normal practice. There
is, however, a fourth kind of risk, i.e. unacceptable risk. These are the items
for which a reservation has to be made in the tender. The contractor is ten-
dering, subject to the non-acceptance of such risks. This means that the
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contractor is informing the employer that he has to find other solutions for
the risks involved than to transfer them to the contractor.

A project manager cannot manage all project risks at the same time. When
executing the project, you have to select the items that deserve your personal
attention. In order to select the most important risks, a risk matrix can be
helpful. On the y-axis we put the financial impact of each identified risk. The
x-axis represents the likelihood with which a risk factor is expected to occur.
This is illustrated in Figure 9.4. The project manager has to concentrate on
the risks in the outer segments, i.e. the risks marked A. Then, he needs to
concentrate on countermeasures, which can be used to minimize the negative
effects of the specific risk element.

Designing a risk matrix, as suggested, is far from easy. It requires a thor-
ough understanding of the business and the project at hand, and a lot of
practical experience. Assessing the financial impact, as well as the chance of
occurrence of a certain risk factor, is a matter of judgment. This would call
for a multidisciplinary approach, where different experts are able to expose
their views. Having such discussions actually may be more useful than the
outcome. It will create a common understanding about the challenges that lie
ahead. Quantification of the effects of certain risk factors is, in many cases, an
arbitrary matter. However, in the contracting industry, it is possible in some
cases to estimate the financial impact of risk factors. For example: when a ship-
ment for critical project goods is late, we may calculate the effect on the time
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Figure 9.4. Example of a risk matrix.



186 International Contracting

schedule of the project, to be followed by the calculation of the penalty on
the missed milestone. But it is more difficult to estimate the likelihood that
the shipment will be late. Problems in estimating risks often lie at the root of
discussions between different staff members at the contractor. Different stake-
holders within the contractor’s organization may convey a different attitude
towards risk. Cummins (2011) states the following on the issue:

When assessing risks most organizations tend to be too optimistic. Certain stakehold-
ers in the organization have an interest in estimating the risk as low as possible. For
example, the sales team has an interest in doing business rapidly and will be inclined
to assess business risks to be low. Research by the International Centre for Complex
Project Management (ICCPM) revealed a similar tendency among business execu-
tives — it termed this “the culture of optimism” — and their findings have been cited
by a number of leading politicians, including the UK’s Minister of Defence. In ad-
dition, optimism is fed by, for example, severe competition or social pressure. This
means that you should have a clear understanding of all risks involved, qualify those
risks and be subsequently able to financially quantify (= cost) those risks.?

9.9. Contract cycle and risk management

During the contract cycle risk management has a different role.?”

When preparing the tender documents, the categorization and the identi-
fication of the various risks of the tender at hand are of primary importance.
The tender department has to coordinate the ditferent actions of the different
departments: engineering, planning, finance, procurement, project depart-
ment; while the sales department will be involved in permanently contacting
the foreign (hopefully future) employer by forwarding questions about doubt-
ful and unclear elements in the presented tender documents to the employer.
There is much uncertainty in this phase of the contract cycle. Guessing based
on experience will be necessary. Time is always short when preparing for ten-
ders. Specifications for important subcontractors have to be prepared, an action
that requires time, while subcontractor’s quotations are needed in just a few
days or a few weeks. A number of uncertainties usually still exist when the ten-
der date comes near. Finally, the tender manager has to decide either to exclude
certain risks at the expense of the employer if the risk occurs, or to add a certain
amount of “general costs for unquantified risks” to the bare cost price.

Some risks may be calculated. For instance, a foreign currency may be
hedged with the support of a commercial bank. Fuel costs may be hedged if
the project’s time span is not too uncertain. The same is true for raw

26T, Cummins, M. David, K. Kawamoto (2011), Contract and Commercial Management: The
Operational Guide. IACCM. Zaltbommel, NL: Van Haren Publishing, p. 60.
*7See Chapter 5.
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materials, such as steel and cement. These are “clear figures”, but a good
tender manager is aware of the hidden uncertainties behind the clear figures.
Another conflict in the Middle East will influence the market price of crude
oil immediately. No one is able to predict whether it will happen or not,
which country it might concern and if the oil price will vary slightly or show
a steep increase. Still, the tender manager will have to decide upon a price in
the tender, which normally will remain firm for some 120 days.

When negotiating the contract, the risks will be discussed with the
employer. A keen employer will try to analyze the contractor’s various cost
elements and calculations. Some risks cannot be mitigated, while neither the
employer, nor the contractor, is in a position to influence these. This is the
case, for instance, with risks for which there is a hedging market: some raw
materials, fuel and currencies. It is either the contractor or the employer who
has to take these risks, or parties may share these risks. When discussing the
financial part of the tender, the employer will understand that the contractor
wants to be compensated, but he does not want to pay more than the “cor-
rect price” for the hedge. The employer may be of the opinion that the pre-
mium for the hedge is too high. He may state, “my bank will ask a lower price
for that”. In such an event, the risk should be transferred to the employer. If
the employer is seriously convinced that the currency exchange rate will not
change in the future, he may take such a currency risk at his own expense.
However, when doing so this will increase the project’s risk considerably.

Only after execution of the complete project will parties know for sure
whether such transfer of risk has been wise or not. Box 9.3 shows an interesting
example of differences of opinion between an employer and a contractor. It
shows sequential negotiations, where the contractor did not want to accept the
currency risk. The contractor’s currency is in euros, which is why he needs to be
rewarded in euros. The employer has foreign trade relations both in US dollars
and in euros, which is why he wants to pay partly in euros and partly in dollars.
His national currency is linked to the dollar. The contractor’s first tender price
was offered in January 2007, when the tender was negotiated for the first time;
for the hedge, the contractor included €800,000 in his price, which at that
moment came down to $81 million. The second set of negotiations took place
in May 2007; again the contractor included €800,000 for the hedge. Meanwhile
the currency exchange rate had changed: the euro gained more value to the dol-
lar. That is the reason why the employer, at that moment, had to pay a higher
price for the same scope of work, i.e. $87 million. During these negotiations, the
employer expected that the currency exchange rate would come back to what
he called a “more realistic balance”. At that moment, he gambled. When in
October 2007 the final negotiations resulted in a firm contract, the currency
exchange rate again had moved to the employer’s disadvantage. His total price
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in dollars amounted to $92 million, which represented a price increase of 13%,
compared to the initial tender 10 months earlier.

Box 9.3. Transferring currency risk.?®

1. NS NS NS NS
Tender First offer
May 2006 January 2007
Payment Payment Exchange Cost of Total cost
in USS in € rate hedge for employer
S40m €33.3m 1.20 0.8m S81m
2. I | |
Tender 214 pnegotiations
May 2006 May 2007
Payment Payment Exchange Cost of Total cost
in USS in € rate hedge for employer
$40m €33.3m 1.38 0.8m S87m
3. I | I
Tender Finalization
May 2006 October 2007
Payment Payment Exchange Cost of Total cost
in USS in € rate hedge for employer
$40m €33.3m 1.54 0.8m $92m

This case shows the impact of currency exchange rates. A contractor
should avoid speculating on price variations of raw materials, fuel or curren-
cies. Contractors should build beautiful works for the world. Gambling with

prices is not their core business.

After landing the contract, the project manager is chosen. He is available
only when his previous project has finished. Here, a new risk appears. The way

2The example is taken from P. van Zwieten (2009), Handling financial risks in project tenders,

Presentation Module, Finance & Risk, December 9, presented at TiasNimbas Business School,
Tilburg, the Netherlands.
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the new project manager is informed implies a lot of risks. Normally, the project
manager is still working on his previous project when he gets his next assign-
ment. Until then, he has not been involved in the preparations of the project and
might not be aware of its history. Immediately after being appointed as project
manager he has to study all the important aspects of this brand new order. These
imply the scope of work, the contract with its numerous appendices and enclo-
sures, the foregoing correspondence and the drawings. He is informed by the
people who did the negotiating. Normally, the new project manager will need
from a few days up to a week to get involved with the main lines of the project.
He starts the job under time pressure. In practice, it happens that the time
schedule as agreed upon with the employer is already jeopardized during the first
weeks of the new, freshly signed contract. It may be the tender manager’s
responsibility to present all details of the foregoing events in a logical order; in
reality it is often difficult to get all the relevant pieces together for a perfect start.

Large and experienced employers, having to award very large and complex
contracts, increasingly require that the project manager for the future contract
will be present during all negotiations. This is common practice when dealing
with complex contract forms as EPC/Turnkey, DBM, DBFM and DBFMO.
Those negotiations may take a year or longer. Consequently, the prospective
project manager will have to prepare all meetings, and becomes in this way
acquainted with the ins and outs of the project. He will take notes on the
meetings and later, during execution, be aware of the objectives and key
issues, which the employer, including its stakeholders, had in mind from the
outset. The presence of the future contract manager during negotiations
eliminates — or reduces — the risk of misunderstandings during execution,
which originated from the tender phase. The cost of such tenders — whether
they result in contracts or not — may amount to €100,000-300,000 or more.
That seems a lot of money for contract preparation. But such costs should be
considered as a small investment in minimizing large contractual risks.

During execution the project manager has to steer his project through
rocky waters. If risks are well identified and thoroughly discussed, and coun-
termeasures have been designed and prepared, the project manager will suc-
ceed in delivering a profitable project. When time goes by during execution,
the risks will disappear slowly, according to the IFSR formula:*

Total cost incurred to date .
Profit = - x estimated profit.
Total cost estimated to complete

*The International Accounting Standard 11 (2009) of the International Financial Reporting
Standards (IFRS) describes in Paragraphs 22-24, 30, 32 and 36 how contract revenues should
be estimated.
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Each day of execution, the chances for a profitable project increase.

After taking over the works, some repairs may need to be done. For
DBM, DBFM and DBFMO contracts, the contractor will be responsible for
a number of years. Under such contracts, the employer did not in the first
instance contract for the delivery of a works; on the contrary, he contracted
for the availability, i.e. usage, of the works by the employer. Hence, payment
only commences after delivery of the works.

9.10. Risk appetite — risk pressure —
risk exposure

Different companies may show different attitudes towards accepting and
taking risks. Some contractors are very conservative and unwilling to enter
new markets or take unknown risks. These are stable and reliable contrac-
tors, applying their great experience in their fields of expertise. Other con-
tractors like to enter new fields of technology, like to respond to new
challenges as presented by employers and do engage in new types of con-
tracts. Those contractors show risk appetite, which is necessary to enter into
new markets, to tender to new employers for whom the contractor never
worked before, to apply new technologies and to gain experience with more
risky contract types.

Top management may press contract directors and project managers
to fulfill contractual obligations according to agreed-upon time schedules
against the agreed fixed budgets. Exerting pressure on project managers and
contract managers may lead to increasing and unacceptable risk exposure.®

Figure 9.5 was derived from Robert Simons (1998). We added contract
types, employers and subcontractors, since each of them represent different
risks. Figure 9.5 identifies six fields of risks, each of which is divided into three
sub-fields. Each square represents one kind of risk to be judged using scores
ranging from 1 to 5 (low-high). The maximum possible score in each line of
risks is 15 points, the maximum possible total score therefore is 90 points.
A low risk contractor will score approximately 6 to 30 points; an average risk
for a contractor will be approximately between 31 and 60 points, whereas a
company which scores over 61 points should be qualified as a great risk-
accepting contractor.

A company that has the strategic intent to grow is obliged to take more
risks than its competitors. Growth in general is a result of success. At the same

3See Chapter 1 for a dramatic example.
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Figure 9.5. Risk exposure calculator for international contractors. (Source: Derived from

Simons, 1998.)
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time, growth incorporates important risks. New personnel are needed; new
personnel have no experience, or less than the personnel that have worked for
the company for a number of years. New personnel means incorporating
increased risks.

The internal culture of the company plays an important role in risk
management. If the personnel are rewarded — in whatever form — for
results after having fulfilled risky operations, the internal risk appetite will
be increased. Another factor is the readiness of top executives to hear bad
news. When top executives normally react in a negative or blaming style,
project and contract managers will look for their own solutions, while
postponing reporting the bad news at a higher level. In doing so, the risk
may increase. If one succeeds and achieves a narrow escape, one may feel
comfortable, and next time be prepared to act in the same way. The level
of internal competition may increase risk exposure when project managers
are competing for the most rewarding projects, which are linked to per-
sonal bonuses.

As explained before, risks increase for contractors when engaging in more
complex contract types. A contractor who is prepared to accept complex con-
tract types is exposed to risks, while a conservative contractor who stays with
the well-known level playing field of the construction contracts, with a
descriptive scope of work, will not suffer from great risk exposure. On the
other hand, such a contractor will not be able to grow and expand his
business.

Choosing new markets or new employers represents a separate risk field.
There are conservative employers, e.g. conservative public institutions, who
prefer well-engineered designs and well-calculated tenders. On the other
hand, there are private companies, which, in their own markets, are suffering
from strong competition from their rivals and pressure from their sharehold-
ers. Their own culture is rather demanding and competitive, a reason why
they expect such a mentality from their contractors. This may explain why
contracts may be entered into and executed from a “war game” perspective,
rather than from a collaborative perspective.

Consequently, a contractor with a great risk appetite is in need of subcon-
tractors, service providers and suppliers with an identical mentality.
Subcontractors who want to do work for such contractors have to understand
their role. The contractor is willing to accept risks, but he, in his turn, will
require the acceptance of risks from his subcontractors for their own part of
the work. In such cases, the contractor should be backed by excellent subcon-
tractors. The main contractor certainly will want to engage subcontractors in
managing and mitigating his risk exposure.
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9.11. Strategic risks®'

Thinking about risks, we have to widen our view and look beyond the project
manager’s or project director’s horizon. Beyond project risks, the contractor’s
company is constantly exposed to other risks than represented by projects
only. We refer here to risks that result in such dramatic losses that the continu-
ity of the company is jeopardized. In such an event, these risks are strategic.
Robert Simons (1998) systematically identified and described such risks.*?

Operational risks

Normally, in our experience, disasters that might happen to strike projects are
never caused by only one single cause. There is always a complex of multiple
causes that result in disastrous effects. Operational risks may be reduced by
various techniques. The standardization of work methods and control of key
processes, total quality management, benchmarking, engineering studies,
permanent training of key staff, research and development, evaluation of
errors made in regular processes and projects in order to learn from previous
failures, and improvement programs are examples of measures that can be
taken to mitigate risks.

Asset impairment risks

An asset is a resource owned by the contractor to generate cash flow. Asset
impairment risk is the risk that equipment and main operational assets lose
their capability to generate sufficient future cash in a limited time span. Asset
impairment becomes strategic in the event the company’s assets are no longer
suitable for the company’s long-term survival.

Competitive risks

Competitive risks result from changes in the competitive environment that
could affect the contractor’s ability to win future projects. Competitors may
propose better solutions and superior designs when tendering, or more

*1'This paragraph was inspired by Robert Simons, 1998 (see note 32), but adapted to the con-
tractor’s business.

32R. Simons (1998), Identifying Strategic Risk, Harvard Business School, Note No. 199-031;
R. Simons, Identifying Strategic Risks in Performance Measurement & Control Systems for
Implementing Strategy, Text & Cases. Upper Saddle River, NJ: Prentice Hall, pp. 255-274.
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sophisticated maintenance plans for the employer’s future permanent works,
or more intelligent financial arrangements. Another strength of competitors
may be in meeting the customer’s preferences in the timely foreseeing of their
constantly changing needs to realize their strategic goals. Competition is felt
where strong rivalry between contractors exists. Demanding employers, for
whom in the past many works were successfully achieved, may choose to
switch suddenly and award contracts to other contractors. Competitive risk
becomes strategic risk when a contractor, after several attempts in different
tenders, with the help of its existing technical know-how, its equipment, and
with the support of its regular subcontractors and service providers, is no
longer able to win projects, not even at cost price.

Reputation risk

Reputation risk occurs when a contractor’s problems or the contractor’s way
of working negatively affect stakeholders’ perceptions of the contractor. Key
stakeholders are, of course, employers, who are necessary for generating
incoming cash flows. But other stakeholders, such as politicians, the press,
subcontractors, service providers, suppliers and vendors, trade unions and the
like, may affect the contractor’s reputation in a negative way, which may
result in loss of sympathy from the public. The result may be that the contrac-
tor will suffer from stricter regulations by competent authorities; that recruit-
ing young, talented personnel becomes more difficult; that many young
engineers do not respond to job vacancies; that subcontractors and service
providers, suppliers and vendors do not offer their best prices; that trade
unions will interrupt operations. Reputation risk is always translated into
financial losses. However, such losses are difficult to quantify.

Strategic risk management — boardroom issue

When a company fails to manage its risks, bankruptcy is not far away. During
the last two decades, the general public was taken by surprise in some cases
(such as Parmalat, Enron, Fortis, ABN Amro Bank and, more recently, SBM
Oftshore in 2012). Citizens wonder how fraud and mismanagement, which
were conducted by top management, could go on for such a long time. In the
case of fraud and mismanagement, the top management of any company may
find itself before a criminal court. After a thorough investigation of hundreds
of court cases, the most frequent reasons for corporate failure were listed by
Daniella Strik (2010). A short overview is summarized in Box 9.4.
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Box 9.4. Most frequent reasons for corporate failure.>

Most frequent liabilities of board members:

1. Adopting a strategy that entails too much risk.
2. The board takes a decision without investigating the possible
risk involved.
3. The company does not have risk management and internal con-
trol systems.
4. Possible risks have been investigated, but have not been
identified.
5. A choice for an inadequate risk response has been made.
6. No criteria or guidelines have been established for managing
identified risks.
7. There is no periodical assessment of the actual exposure of the
risks to the established criteria.
8. There is no contingency plan.
9. Further to suspected incidents, no questions have been asked or
further inquiries made.
10. No corrective measures have been taken.
11. In cases where established criteria have not been met, they are
neglected or amended without inquiry.
12. Failure to inform co-directors.
13. Making misleading public statements on risk management.

The list reveals which mistakes board members were sentenced
for by courts in many countries. The list does not give us any insight
into the many mistakes, misjudgments and failures that were never
discovered and remained hidden behind profits on other successful
projects.

9.12. Conclusions and recommendations

Risks are possible occurrences, which, in the event they occur, have a negative
effect on the success of a project. Risk management is the identification,
analysis and quantification of risks, and the translation of these in a systematic
risk-mitigation plan, which allows for proper control, reporting and

3D. Strik (2010), Grondslagen bestuurdersaansprakelijkheid. Een maatpak voor de Board
Room (Basics of governance accountability. Tailor-made for the boardroom.), Erasmus
Universiteit Rotterdam. Deventer: Kluwer.
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follow-up. A large variety of risks exists. Each project has its own risk profile.
Contract type and payment mechanisms of a contract give each project its
unique color and flavor.

A written company policy on risks and risk management may serve as a
compass when riding the waves of project management. Different tender
teams may arrive at different risk assessments, and as a result, may come to
different tender prices and proposals. It is nearly impossible to recognize all
contract and project risks during the tender phase of a contract.

The best way to minimize risks is to have excellent Quality Assurance
(QA) and Quality Control (QC) in place and to recruit excellent project
management and staff. Building in redundancies in design, engineering,
research and development (R&D), documentation, reports and records, and
contract management will also be effective to mitigate the consequences of
project risks. Other options are measures aimed at minimizing risks, avoid-
ance of risks, insurance of risks and transfer of risks. Finally, not accepting
certain risks can be a wise policy.

Systematic categorization of risks and a systematic approach towards risk
management facilitate detection of risks in tender documents at an early
stage. Next, it will enable a more complete picture of the risk profile of the
project involved.

For important tenders, a contractor should consider working with two
competing tender teams, who work separately on the same tender. The teams
should consist of both senior, experienced engineers and newly qualified ones
with good potential. The combination of such talents will be beneficial for
successfully submitting proposals for tender.

In order to select the most important risks, a risk matrix should be used:
on the y-axis, the financial impact of each identified risk is presented; on the
x-axis, the likelihood of occurrence is stated. The project manager has to
concentrate on the risks in the outer segments of the risk matrix. He will
primarily concentrate on mitigation and avoidance of these risks.

Risk appetite leads to optimistic estimates when dealing with risks. A care-
ful risk analysis and risk-mitigation plan may keep discussions within the
company at a realistic level.

Essentially, the board of directors is responsible for effective risk manage-
ment. If things go wrong, the board is liable for the financial losses and
sometimes even subject to prosecution. It is up to all managers and staff to
prevent such events from ever happening.
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Appendix 9.1.

Box 9.5. Participants’ model score card.
Case 1: Going for it... or not?
Mr. Ing. John van der Puil**
1. Evaluation of the performance of the participants (2009)

The most important risks were taken into account
GR = great / important
NA = not acceptable

When participants mention the relevant risks, the following
score is booked:

Partici
pants’
Kind of risk GR NA Score Score
0 Swania / our counterparty Geenco /
tendering
0.1 What kind of country is Swania? X 10
0.2 Relation to UN, Unesco, World bank, IMF X 10
0.3 What kind of a company is Geenco? X 10
0.4 Sufficient budget for Variations if any? X 10
0.5 Employer = Engineer — one and the 10
same party
0.6 In which way is Geenco going to evalu-
ate the different tenders, ours’ as well
as our competitors’? 5
0.7 Should we establish our own company 5
or affiliate in Swania?
0.8 Will Geenco appoint a competent Proj- B
ect Manager?
0.9 Will Geenco in future appoint an Engi- 5
neer as per FIDIC?
(Continued)

**© John van der Puil, Engineers & Lawyers, Rotterdam. The author wishes to express his
gratitude to Erik A. Kruizenga, M.Sc. for his initiative, help, suggestions and valuable
comments.
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(Continued)

$Score for item 1.6 is 10 points maximum.
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(Continued)

36Deviations from tender documents.
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(Continued)
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(Continued)

¥ Changes in law or regulations might be incongruous to foreign companies.
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#Business ethics 11. See Risks, line 4.1.



Chapter 10

Managing Variations in Contracts

10.1. Case 1 — Permission for a technical variation'

There was a lump-sum contract to build a series of iron buildings.” The con-
tract said that no alterations should be made without a written order from the
engineer. During construction, the contractor faced practical problems in
getting through-girders. The engineer allowed him to use more expensive
girders of a heavier weight. When the work was finished, the engineer issued
certificates where, as a deviation from the original specification, the applied
girders were mentioned. The contractor claimed extra payment for the extra
weight of the material. The court’s judgment was clear. There was no written
order from the engineer, as required in the contract. Furthermore, engineer’s
certificates were not written orders. So the claim was excluded by the terms
of the contract. It was one of the first cases on the widespread problems and
legal cases on variations. The verdict came from an English judge. In other
judicial systems, the outcome would not have been different.

10.2. Case 2 — Instructions versus variations®

This case played out exactly a hundred years after the first case on changes in
a contract versus variations. In the meantime, contractors apparently had not
(yet) learned their lessons. The contract stipulated that the engineer could
instruct the contractor to carry out “any variation that he thought might be

"Tharsis Sulpher and Copper Company vs. McElroy & Sons and Others, 1878.

*The verdict mentions “iron buildings”. Now we might refer to “steel structures”. But note:
in England during the 19" century, complete manufacturing halls were constructed out of
steel, although “iron” was the word used.

*Hersent Offshore S. A. and Amsterdamse Ballast Beton en Waterbouw B.V. vs. Burmah Oil
Tankers Ltd, 1978.
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necessary for the completion of the works, but no variation was to be under-
taken without a Variation Order in writing from the Engineer”.

During execution, the engineer changed several technical issues. A year
after completion, the contractor asked for extra payment. The employer felt
this was a little bit late. Before a court of arbitration, the argument was put
forward that the engineer gave instructions to vary the design of the riser
support structure. This instruction was not confirmed in writing. The arbitra-
tors discovered another clause in the contract. The notice of intention to
claim should have been given as soon as possible after the instruction. So, the
employer was not liable to pay for the extra work to the contractor.

Reading the above cases, we discover how judges (and arbitrators)
operate. A judge reads the claim. He reads the contract to know what parties
agreed amongst themselves. He considers the facts: what happened exactly?
He is obliged to do so, because the claim is based on the facts. Then his most
important work starts: he compares the claim with the contract, with juris-
prudence and with the law. The verdict follows. The key issue when discuss-
ing variations is what the parties really did agree upon.

This chapter deals with contract variations, changes and instructions.
Sometimes these words are synonymous, and sometimes not. That depends
upon the definition chosen, specifically the definition in the applicable
contract. The International Accounting Standard 11 gives a definition of a
variation as “an instruction of the customer for a change in a scope of work
to be performed under the contract”. In the two above cases, changes were
introduced; in the second case, even on the demand of the engineer, acting
on behalf of the employer. In both cases, the judge and the arbitrators did not
find reasons for extra payment for the additional work and materials.

Furthermore, we have to pay attention to claims. More than once, it has
happened that an employer or an engineer, acting on his behalf, issues an
instruction to a contractor, which could be considered as a variation, but is
not recognized as such by the employer and the engineer. Thereupon the
contractor may issue a claim for extra funds and/or change of the time
schedule.

Variation orders result in many problems. Variations may mean the difter-
ence between a financially interesting contract or a disastrous contract. The
first problem that may arise here is what is the difference between a variation
and a change? More important is the second issue — how should the contrac-
tor operate in order to get paid for the extra work due to a variation? We will
analyze the issues.

In this chapter we will mention some definitions of variations, while not-
ing that there is not one definition, but rather that standard contracts have
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different ideas on the subject. We will see that variations may concern many
aspects of work to be accomplished. Procedures for how to agree on a varia-
tion are rather strict. On the other hand, variations may open a possibility to
book extra turnover for the contractor. Some cases of successful changes in
contracts and in scope of work will be discussed. We will come to the conclu-
sion that, in some types of contracts, variations are good opportunities for the
contractor, while in other types, the contractor has to undertake much more
risk. Variations are out of the question in most EPC/Turnkey contracts, espe-
cially where consequential maintenance by the contractor is involved. We will
conclude that variations should fit within the framework of the chosen typol-
ogy of the contract. For instance: a Construct contract should not be altered
into a Design & Construct contract by means of a variation.

10.3. Definitions of variations

Many definitions of the word “variation” exist. As introduced above, the
International Federation of Financial Standards issued the International
Accounting Standard number 11, which is applicable to construction
contracts:

A variation is an instruction of the customer for a change in the scope of work to be
performed under the contract. A variation may lead to an increase or a decrease in
contract revenue. Examples of variations are changes in the specification or design of
the asset and changes in the duration of the contract.*

This definition is sufficient for accounting purposes, but not for manag-
ing projects.

Many standard contracts mention more details, in order to prevent
confusion.

FIDIC

The FIDIC red book (construction contract) defines a variation as:

Any change to the works as per sub-clause 13.1, i.e. any change of quantities and
quantities of items, changes to levels, positions and/or dimensions of any part of
the works, omission of any part of the works, any additional work, plant, or services,
including any associated tests on completion, boreholes or any other testing, changes
to the sequence of timing.

*IFRS, International Accounting Standard 11 (IAS 11), Construction contracts, staff consoli-
dated version as of September 16, 2009.
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The FIDIC yellow book (D&B contract) defines variation in a different
way, i.e. as any change to the employer’s requirements or the works;® it does not
mention the list of variations as mentioned in the FIDIC red book. The rea-
son is that, in the red book, the employer is responsible for the design, while
in the yellow book, the contractor is responsible for the design.

The FIDIC silver book (EPC/Turnkey contract) uses the same phrasing,
i.e. employer’s requivements for the works.® However, here, the contractor’s task
is wider than in D&B contracts; although the wordings of the clause are
almost identical to those of the D&B contract, the context is different. Under
an EPC/Turnkey contract, a contractor is unable to ask for variations in case
the employer’s ideas are unclear, or errors, inaccuracies or omissions have
incurred in the contract. The idea is that the contractor, in entering into an
EPC/Turnkey contract, is the expert and has much more knowledge of the
works that are to be realized than the employer. Variations are restricted to
immutable data, definitions of purpose intended by the employer, criteria for
testing and performance of the completed works, portions, data and informa-
tion which cannot be verified by the contractor.

These are general rules. In specific situations, parties may deviate from
these principles. However, in deviating, they should take care that the main idea
of construction versus D&B, versus EPC/Turnkey, should be maintained.

The FIDIC blue book on dredging and land reclamation defines a varia-
tion as a change to the specification and/or drawings (if any).”

LOGIC

The most important LOGIC contracts deal with Construction, Marine
Construction and Mobile Drilling Rigs. Construction and Marine Construction
contracts are near to each other in typology and phrasing.

Both contracts define a variation as an instruction from the employer.
A list of possible issues is summed up: additions, omissions, substitutions and
changes in quality, form, character, kind, position, dimension, level or line
and changes in methods of construction; acceleration of the work;® and
reprogramming the work.” Any instruction will constitute a variation.

*Emphasis added.

®Emphasis added.

7FIDIC Form of Contract for dredging and reclamation works, blue book, clause 22.1.1.
8Slight difference in wording between LOGIC Construction and Marine Construction, clauses
14.1. iii.

?LOGIC Construction and Marine Construction, clause 14.1.
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However, instructions to fulfill obligations under the contract are not
regarded as variations.'® The contractor has to start working on the variation,
even if the conditions for price and planning are not yet completely settled.'!
Uninterrupted, speedy activities on the work site are more important than the
related conditions. The contractor is not in a position to not start the work
on the variations, by arguing that the deal should be 100% clear. However,
for variations under the Marine Construction contract, within the 500 meters
sector from oil and gas production facilities, the contractor shall not be
obliged to start work or activities before being sure of the details of the vari-
ation, including liabilities of both parties.’? This last restriction is made
because safety around drilling rigs has priority above speedy work.

The LOGIC Mobile Drilling Rig standard contract is extremely short on
variations. A definition is lacking. Variations are left to the “mutual agreement
of the parties”.!® The reason is clear. This is an EPC/Turnkey standard, where
basically the contractor is responsible for the complete design, engineering, pro-
curement, construction and delivery, up to operation and maintenance, as stated
under the clause regarding the contractor’s general obligations.!* Entering into
such a contract implies that all risks are for the contractor’s account.

The standard contracts make clear that variations must contain one or two
of three elements, or all three: change in the scope of work, change of the
planning schedule and change in price.

10.4. Events resulting in variations

All standards have different definitions for “variation”. But under all con-
tracts, variations may be caused by many occurrences. Box 10.1 lists possible
reasons why variations should be agreed upon.

A change does not necessarily represent a variation. When the project is
under way, many reasons for variations may occur. The typology of the con-
tract plays an important role in determining whether extra payment and extra
time are permitted, or if the agreed-upon scope of work should be altered.
We have to distinguish between an agreed scope of work and the contractor’s
own specifications. In a Turnkey contract, the agreed-upon (functional) scope
may stay as it is, while the contractor internally decides to change its technical

YLOGIC Construction and Marine Construction, clause 14.2 (c).
""LOGIC Construction and Marine Construction, clause 14.1 (b).
2LOGIC Marine Construction, clause 14.1 (c).

BLOGIC Mobile Drilling Rig, clause 11.

“LOGIC Mobile Drilling Rig, clause 4.1.
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Box 10.1. Reasons for issuing a variation order.

¢ A change in the quantity of an individual item.

e The late issuing of instructions, documents or drawings by the
engineer.

e The loss or damage to the contract works arising from excepted
risks.

e The location, altering, protecting, offsetting or reinstating of a
utility not indicated in the contract documents.

e Protection and complying with the engineer’s directions for the
treatment of treasures (artifacts and the like) if not otherwise
provided for in the contract documents.

e Late provision of documents or materials by the employer.

e Failure by the engineer to properly carry out his or her duties as
required by the contract documents.

e Inspection, recording, measuring and testing ordered by the
engineer, not provided for in the contract documents, which
comply with the requirements of the contract documents.

e Failure by the engineer to carry out inspection at the time when
requested, causing delays and extra costs.

e The engineer requesting works to be opened up for inspection, if
the works comply with the contract documents.

e Failure by the engineer to issue completion certificates or defects
liability certificates on time, causing delays and further costs.

e Works suspended by the engineer, causing delays and further costs.!®

Further variations may result from:

e The engineer directing or changing the order on which the work
carried out is based.

e Unforeseen physical conditions.

e Occupancy of the works by the employer causing delay or cost
not otherwise provided for in the contract documents.

e Defects found during the defects liability period, for which the
contractor is not liable.

¢ Cost resulting from royalties, fees or tolls imposed by the govern-
ment or local authority, which were not foreseen.

e Work directed by the engineer under provisional sums, prime
cost sums and contingency sums in the contract documents.®

5 This list was derived from the Standard Conditions of Contract, NZS 3910:2003, New Zealand.
It helps to consider classification of instructions and requirements in any project situation.

1The second list is cited from M. Abernethey (2007), So what constitutes a variation?,
Contractor, Volume 31, May 4.
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specification to arrive at the employer’s intended goal. Table 10.1 provides an
overview of the possibilities to request variations for different types of con-
tracts. Where “depends” is mentioned in Table 10.1, the referred applicable
contract may give a clear answer and indicate the correct solution.

In the list in Table 10.1, we supposed that the reasons for the changes
were initiated by or attributable to the employer. Even in those cases, a
change does not always result in a variation. There are no clear and unique
answers to general questions about whether a certain circumstance will result
in a variation; it always has to be considered on a case-by-case basis. Besides
the contract documents, the details of the change have to be considered. We
recommend, in case of a change, to first check the contract. What has been
agreed upon? Who is liable for the costs involved in the change? Is there a
reason to apply the force majenre clause? Which effects due to the change can
be foreseen by the change? Is there any reason for issuing a variation?

Instructions, clarifications, interpretation of drawings, specifications, digi-
tal information and notifications are normally not considered to result in a
variation. In the event that the employer gives you instructions, check your
scope of work: is the work resulting from the instructions part of the scope
of work or is it a variation? If so — ask for it in writing.

A brief note on the Dutch UAV 89, the UAV 2012 and the UAVGC
2005 is appropriate. The rules of the latter differ slightly from a regular
FIDIC D&B contract. The UAV'" standards are national standard contracts
for the Netherlands. We will shortly discuss some items in the two UAV
standard contracts, because there are some remarkable differences compared
to the international standards, which are worth mentioning. UAV1989 /UAV
2012 mentions the variation in various clauses:

o Art. 13 Changes of dates and completion date.

o Art. 29 Dimensions or state of existing works and site.
o Art. 34 Execution of works and additional payment.

e Art. 35 Additions and omissions.

o Art. 36 Specification.

z

.39 Difterence in adjustable quantities.
e Art. 40.7 Payment.

The same is true for UAVGC,'® where the rules for variations are sub-
divided into different kinds of variations and accessory procedures. UAV is

Y1In Dutch: Uniforme Administratieve Voorwanrden (Uniform Administrative Conditions).
¥In Dutch: UAV Geintegreerde Contracten (Integrated Contracts).
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Table 10.1. Variations, changes and reasons for variations in various types of contracts.
D&B D&B

Causes initiated by employer  Construct — cost-reimbursable Lump sum  EPC/Turnkey
Postponement of delivery Variation  Variation Variation Depends

date by employer
Scope of work changes Variation ~ Depends Variation No
Change in employer’s Variation  Variation Variation Depends

requirements
Late provision of drawings Variation  Variation Variation N.A.

by employer
Late payment Variation  Variation Variation Depends
Labor disputes Depends  Depends Depends Depends
Poor drawings / specs Variation ~ Depends No No
Arguments about engineer Depends  Depends Depends N.A.
Behind planning schedule Variation  Variation Variation Depends upon

causes

Problems with contractor’s ~ No No No No

subcontractors
Additional work Variation ~ No Depends No
Modified work Variation  Variation Variation No
Re-work Depends  Depends Depends No
Physical objects Variation  Variation Depends No
Time of the year Variation ~ No Variation No
Location Variation ~ Depends Depends Depends
Revised drawings Variation ~ Depends Depends No
Holds on drawings Variation ~ No No No
Change of employer No No No No
Change in personnel Depends  No No No
Change law and regulations ~ Variation = Depends Depends Depends
Late issue materials Depends  Depends Depends No
Bankrupt subcontractor No No No No
Wrong coordination at site Variation  Variation Variation N.A.

by employer
Sequence of work initiated Variation  Variation Variation N.A.

by employer
Method of construction Depends  Depends Depends No

(Continued)
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Table 10.1. (Continued)

D&B D&B
Causes initiated by employer ~ Construct — cost-reimbursable Lump sum  EPC/Turnkey

Major design changes Variation  Variation Variation Only in case of
functional
changes in
capacity

Change in functional spec Variation  Variation Variation Variation

Change in test method Variation  Variation Depends Depends

No access to site Variation ~ Variation Variation Variation

Required acceleration Variation ~ Variation Variation Variation

the most extensive standard on variations. For specifications, here — like in
the other standard contracts — written instructions are required. The clause
is comparable to the above-mentioned standards, but differs in the details,
whereas maintenance is included as well.*

The UAVGC 2005 is a FIDIC D&B contract, somewhat comparable to
the FIDIC yellow D&B standard. Here again, variations should be in writing,
while a list of examples is suggested: scope of work, choices of execution, docu-
ments accepted, accepted agents and subcontractors, accepted work and
accepted results.?® This list has a different character than the above-
mentioned lists of FIDIC and LOGIC. It has to do with the Dutch habit of
employers who do some design work themselves and present that in their ten-
der documents. The UAV and Dutch law hold the employer responsible for the
work done by him and the variations he orders. This responsibility should be
verified by the contractor, but basically the employer is responsible. This is an
important difference with the FIDIC yellow (D&B) and the LOGIC Mobile
Rig 1997 standard where the contractor is liable for the complete design.

10.5. How to handle variations

Variations are a fact of life. Variations are obligatory for contractors. Most
standard contracts do not leave much room for contractors to refuse vari-
ations.?! Employers may instruct contractors to accept variations. The

YUAVS9, clause 36.7.

2UAVGC, clause 4.1.

HFIDIC Construct, D&B, EPC/Turnkey, subcontract, sub-clause 13.1. FIDIC D&LR,
clause 10. CMM, sub-clause 38.1 and 38.9. LOGIC Construct and LOGIC Marine
Construction, clause 14.1. LOGIC Drilling Rig: none.
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reason behind this is practical. When a future project is envisaged, the
employer usually needs a lot of time to come to a final conclusion. Once
the decision is taken, often the project is immediately under pressure.
Hence, the project looks favorable at this moment under the actual circum-
stances. But economical, political and financial situations may change. So
speed is necessary. An engineering firm is invited to produce its drawings
and specifications as soon as possible. Even preliminary specifications are
used for tendering; drawings containing encircled notes such as “Hold” or
“Preliminary” and “to be decided in concert with contractor” are often
seen in tender drawings. A perfect finalized set of drawings, issued for con-
struction and ready in the tender phase maybe exist, but not in the con-
struction industry. When the employer is in the process of tendering with
a number of contractors, the engineering firm is often still working on
many of the details. This is often the situation when the contractor has to
tender under construction. This process of ongoing design work may con-
tinue during execution of the works. This is why variations are a fact of life
in international contracting.

Variations when tendering

“The variations should be recognized during the tender process”, some alert
project directors used to say. Tendering against cost price and making profit
out of the variations is a well-known policy when going for tender. Whether
this policy will be successful depends upon the employer, his financial possi-
bilities and reputation, the engineering firm and the hunger for work.

When going for tender, an experienced contractor knows what will hap-
pen. After having studied the tender documents, drawings, specification and
scope of work, the contractor may discover several flaws in the employer’s
specifications. What to do? You may put forward questions and ask for clarifi-
cations. In a situation of transparent competition, the employer will have to
publish your questions and produce his answers in a notice of clarification.??
In such a case, your competing contractors, who will make an offer in compe-
tition, will also be aware of the discovered flaws and the employer’s
clarification.

Another policy could be to leave the issue, keep silent and not ask for a
clarification. If you win the tender, the flaws in the specifications may be a
good reason for a variation in case of a construction contract. Note that the

22The non-discrimination principle of the EU directives.
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contractor’s maneuverability is limited due to the following standard contrac-
tual arrangements:

e The contractor shall be responsible for the adequacy, stability and safety of
all site operations and all methods of construction.?

e Before accepting the order, he has to check the tender documents
carefully.**

e The contractor shall be deemed to have obtained for himself a full under-
standing and knowledge of the nature of the work, the description of
permanent works if applicable, and of the prevailing conditions under
which the work must be performed.?®

For a plant/D&B contract, the contractor’s opportunities to request vari-
ations are more limited. Here, he is responsible for the design, execution and
completion of the works; when completed the works shall be fit for purpose, as
defined in the contract.® The contractor shall scrutinize the employer’s
requirements, including design criteria and calculations, if any. It is possible to
do this after having received the letter of acceptance. The employer or engineer
has to decide whether a request for a variation will be honored or not.?” Above
that, the works shall include any additional work, which is necessary to satisty
the employer’s requirements. This means that all works — even if not men-
tioned in the contract or scope of work — which are necessary for stability or
completion, or safe and proper operation, have to be provided for by the
contractor.”®

When tendering for an EPC/Turnkey project, the contractor’s room to
maneuver is the most limited. The contractor must scrutinize the employer’s
requirements prior to the base date (the starting date of the project); keep in
mind that in this case the employer does not need to hand over a design, given
that the design is the contractor’s responsibility. The employer is 7ot respon-
sible for errors in his own requirements, as originally included in the con-
tract.?”’ The clause on variations — although in almost identical wordings as in

BFIDIC red book, sub-clause 4.1; UAV, para. 6; LOGIC, clause 6.

#FIDIC Construct/FIDIC D&B, par. 6, LOGIC Construct and Marine Construction,
para. 6.

3 CMM, sub-clause 5.1.

2FIDIC yellow book, sub-clause 4.1.

*’FIDIC yellow book, sub-clause 5.1; LOGIC para. 14. 9.

BFIDIC yellow book, sub-clause 4.1.

¥FIDIC silver book (EPC/Turnkey), sub-clause 5.1.
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the FIDIC red and yellow books — should be read in a completely different
context.

The procedure to agree upon a variation

Standard contracts describe in a high level of detail how to agree on variations.
Normally, the procedure has a standard routine for an offer to be prepared by
the contractor, which has to be accepted in writing by the employer or the
engineer. These procedures are not identical in the different standard con-
tracts. When entering into a contract, project managers and contract managers
should study the applicable procedures. It often happens that payment of vari-
ations is refused or delayed in the case that the proper procedure was not fol-
lowed. Problems occur when the contractor’s offer is not in accordance with
the wishes of the engineer or when its consequences in terms of price and time
schedule are not acceptable to the engineer. Mutual consultation is recom-
mended in such situations. The engineer may withdraw his idea for a variation
as well.

Mostly, the initiative is with the engineer in charge, who becomes aware
of shortcomings of the design in a construction agreement or additional
items in a D&B contract. The employer as well is in a position to order vari-
ations. We are of the opinion that employers should refrain from initiating
variations without consulting or informing the engineer in charge. He should
have the overall view of the scope of work without losing sight of any details.
The engineer has no authority to change the contract. That is the employer’s
exclusive right. But in the event a contract is changed, the engineer should be
informed by the employer. Handling variations effectively calls for excellent
communication between engineer and employer. Unfortunately, this is not
always the case.

All standards for construction and D&B have opportunities for contrac-
tors to initiate variations. Variations may be caused by an omission or an error
in the design (construction contracts) or an occurrence during execution.
Variations often are necessary when the employer’s engineering department
is still in the process of engineering, while the contractor is already in the
process of execution.

The contractor may ask for explanations of drawings, specifications and
designs, but should keep in mind that explanations in themselves are no rea-
son to ask for a variation.

It is practical to mention not only the main consequences of a variation
in its description, but all consequences. At least three elements have to be
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clearly defined in the variation order: (1) change in the scope of work,
(2) price changes, (3) change of the time schedule and its implications on
other activities or earlier variations.

All other clauses, terms and conditions of the contract should remain
unchanged. The variation should be governed by all existing contract terms.
In the event a variation only serves to adapt the planning schedule, the other
elements (change in the scope of work and price consequences) are filled out
as “nil”. We recommend keeping records in a joint (digital) list with access
for all parties concerned.

Contractor’s request for variations

What happens in the event a contractor is of the opinion that an instruction,
a demand, a wish or an explanation of a certain drawing or specification from
the engineer or the employer gives rise to extra payment or an adaptation of
the time schedule?

Some standard contracts contain clauses where the contractor may ask for
a variation, such as the Dutch CMM standard contract,®® the Norwegian
Fabrication Contract,® the FIDIC blue book for dredging and land
reclamation,®* the LOGIC Construction and LOGIC Marine Construction®?
and the CRINE standard contract for Mobile Drilling Rigs.**

In other standard contracts, the contractor’s option to request a variation
which will give rise to additional payment or an extension of the time sched-
ule is absent. Such is the case in the FIDIC red book for construction. Here,
the only option for the contractor to initiate a variation is in the case that he
sees possibilities that are beneficial for the employer.®® If so, the contractor
should submit a written proposal which will, if adopted, accelerate comple-
tion, reduce the cost to the employer and improve the efficiency or value to
the employer. Here, variations are to the benefit of the employer. In the event
the contractor considers himself entitled to any extension of time or any
additional payment, the contractor is obliged to issue a claim under the claim

30CMM, article 38.2.

3INF, article 16.1.

322EIDIC blue book, article 10.4 and 10.5.

B3LOGIC Construction, 2003 and LOGIC Marine Construction, article 14.3.
*CRINE Mobile Drilling Rigs, 1997, clause 12.

SEIDIC Construction, clause 13.2.
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clause of the contract.*® In FIDIC’s standard subcontract the same regulation
is applicable. The engineer and the employer may initiate variations, but the
subcontractor lacks such possibilities.?” If the subcontractor considers himself
entitled to any extension of time or any additional payment, he has the
option to issue a claim to the contractor under the claim clause of the
subcontract.®®

In the FIDIC yellow book there is no option at all for the contractor to
claim any variation, which is obviously clear, as he is responsible for the
design.

In the FIDIC silver book for Turnkey projects, the same situation exists
as per the FIDIC red book: the value engineering clause is applicable, but
here there is no option for the contractor to be remunerated.*” In the FIDIC
silver book, as in FIDIC yellow, there is no option for the contractor to ask
for a variation. The contractor’s demand for extension of time or additional
payment should be based on the claim clause.*

Under the Dutch UAVCG (integrated contracts) standard, the same
regime is applicable as per the FIDIC yellow book.*! There is no option to
request a variation, but there is an opening for issuing a claim.*?

Handling variations

Project managers and contract managers are wise to develop a certain stand-
ard procedure to be followed. In Box 10.2 we give an example of a standard
procedure.

For suggestions of standard forms for variation orders, see the enclosure
at the end of this chapter.

3EIDIC Construction, clause 20.1.

¥ FIDIC Subcontract for Construction, review draft, 2008, clause 13.2.

BEIDIC Subcontract for Construction, review draft, 2008, clause 20.2.

¥FIDIC EPC/Turnkey, clauses 13.1 and 13.2.

“FIDIC EPC/Turnkey, clause 20.1.

*!In carlier editions of the FIDIC standard contracts, we found the same system. FIDIC leaves
no room for a request for variations by the contractor; if so, the general paragraph for claims
should be applied. The Conditions of Contract (International) for Works of Civil Engineering
Construction, March 1977 (construction only) contain regulations for “Alterations, Additions
and Omissions” (para. 51). Here, there is no possibility for the contractor to ask for a variation.
Instead, he should apply the general option for “Settlement of Disputes” (para. 67). An identi-
cal set-up is mentioned in the first editions for D&B/Turnkey 1995, where clause 14 refers to
Variations, while sub-clause 20.1 mentions the ruling for Claims, Disputes and Arbitration.
“2UAVGC 2005, articles 14 and 44 sub-clause 1, respectively.
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Box 10.2. Example of standard procedure
for handling variations.

1. First read the contract (or re-read the applicable parts of it) to
clearly understand the obligations of both parties. Which proce-
dure for implementing a variation was agreed upon in the con-
tract? Is there any good reason not to follow this procedure and
how do I manage a deviation from what has been agreed upon
and signed by my board of directors/CEO/CFO/responsible
management? Which representative of my counterparty will sign
the eventual variation?

Is there any provision in the contract to settle unclear word-
ings, if any? Are there any contradictory clauses in different
enclosures? If so, is there a hierarchy of documents laid down
in the contract? Is the required or supposed change extra work
or was it an implied obligation on the contractor’s side? If the
contract is unclear at that point could we settle it in close har-
mony with the representative of the other party?

2. In the event the engineer or the employer asks for a variation,
investigate the activities the contractor has to perform. Many
contractors have standard templates for dealing with variations,
which have to be filled out. Check existing and agreed-upon
documentation, drawings, specifications, schedules and digital
presentations.

3. Note the required materials, equipment and labor.

Note the other relevant aspects, for instance, the scope of
work, the planning schedule, the conditions, the circumstances
and the uncertainties. Do not forget the risks incurred.

4. Have the cost calculated.

Is the value of the change within the financial limits of my
authority or financial mandate?

Is the requested change really a change of the scope of work? Or
do we have to consider it as a new assignment? If not, what
should be done now?

A contract may prescribe how the variation shall be evaluated,
for example either:

e An agreed lump sum.

e Appropriate rates, mentioned in the contract.

e In the absence of appropriate rates, the rates in the contract
that come closest to the referred work on the variation.*?

(Continued)

BEFIDIC blue book, clause 10.2.
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Box 10.2. (Continued)

These elements are mentioned in the FIDIC blue book. Mind that
all contracts differ on their valuation of variations. The red book
has a different method of valuation.** Calculating costs of varia-
tions is never a routine job. Don't forget to include costs off site.

5. Issue the required notice to the other party.

In most contracts, a procedure for handing over notices is laid
down.

6. Wait for a reaction. Mind the time limits as agreed upon in the
contract.

In most contracts, a response time is mentioned. If no reaction
comes, do not hesitate to send a reminder, preferably by mail or
letter with a date.

7. A variation is a deviation from an existing contract. It needs at
least two signatures to be of legal value. When the confirmation
comes from the other party check the signature.

8. Mobilize the needs for the agreed-upon variation, i.e. personnel,
material and equipment. Keep records when you initiate the
variation and when you are available to start the execution of
the variation.

9. Keep records about the execution of the variation and the
impact of the variation on the regular activities.

10.6. Refused variations and disagreements

The contractor is not bound to all variations. The employer has to remain
within reasonable limits. Grounds for a contractor to refuse variations are:

e The impossibility of obtaining the necessary goods.*

e The variation will affect the safety or suitability of the works.

e The variation will have an adverse impact on the achievement of the
guarantees.*¢

e The variation results in work that exceeds what parties could reasonably
have expected when the contract was concluded.*

e The variation has nothing to do with the work.

HEIDIC red book, clause 12.3.

#FIDIC Construct, D&B, EPC/Turnkey para. 13.1. UAV: none, LOGIC: none, CMM: none.
*FIDIC D&B and FIDIC EPC/Turnkey para. 13.1. UAV: none, LOGIC: none, CMM: none.
*Norwegian Fabrication contract, article 12.
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Other reasons for a contractor to refuse could be the impossibility of
mobilizing sufficient equipment in time or to contract necessary subcontrac-
tors or service providers. Another reason for refusing a variation might be the
intolerable disruption or disorder of the activities on the site or the non-
availability of the required competencies at the contractor.*® Anyhow, the
spirit of all standard contracts is that the contractor should cooperate with the
employer in the employer’s interest. Even if a specific variation clause is miss-
ing in a contract, the contractor can refuse a variation if he can prove to the
employer that such a variation would endanger the employer’s interests.

A limited number of variations

Some contracts contain rules for the limitation of variations. UAV mentions
plus or minus 10-15% for the contract price. LOGIC mentions “reasonable
limits”. The Norwegian text says “what reasonably was expected”. These
clauses may help contractors to refuse further variations in the event the total
of 15% (UAV) has been reached. In those cases parties need to renegotiate
the terms and conditions.

FIDIC does not mention limits. The Dutch CMM contract explicitly
mentions that there is no limitation whatsoever on the number, individual
value or the aggregate effect of the variations the employer may wish for.
However, all variations must have a relation to the work. The contractor has
to warrant that it is able, within reasonable limits, to mobilize additional per-
sonnel and equipment at short notice to perform a variation.*” The clause was
written to avoid misunderstandings between parties.

Disagreement on terms of the variation

What should be done if the contractor and employer cannot come to terms
about a proposed variation? In any case, the work should not be interrupted.
The show must go on. The existing time schedule should not be put in dan-
ger because of quarrels between the engineer and project/contract manager
of the contractor. Different standard contracts show diverse provisions on the
subject. In FIDIC standard contracts there are no clauses on disagreements.
This means that the general detailed FIDIC ruling about dispute adjudication
would be applicable. It depends on the impact of the variation concerned

*#UAVGC, para. 14.6.
¥ CMM, sub-clause 38.8.
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whether parties want to enter into such a procedure for a variation. This
should be considered on a case-by-case basis.

LOGIC instructs the contractor to keep reports and records of the dis-
puted variation work. If not, the contractor may forfeit any right to receive
any adjustment to the contract price and/or schedule of key dates.’® LOGIC
has no clause to stop or interrupt work. The employer has to take the contrac-
tor’s objections into account “as it considers fair and reasonable”. The con-
tractor at all times will have the option to discuss the matter.

The contractor’s alternative attitude could be to give written notice to the
employer that disagreement exists, and continue the disputed extra work on
a day-by-day basis at rates — if any — that were agreed upon elsewhere in the
appendices of the contract. He may invite the engineer to sign the daily
reports, records or the notices in the minutes of the meetings. After taking
over the work, the contractor may re-open the discussions with the employer
based on the earlier disagreement and the records signed by the engineer. The
contractor at that stage will not be in a comfortable negotiating position. But
it might be better than remaining frustrated while the work still has to be
finished.

The CMM standard contract foresees a mini-trial, held by a neutral
expert, who is nominated by the parties. If the parties do not agree, a neutral
authority will appoint the expert. In the meantime the project must go on.’!
The contractor has to keep reports and records on the disputed variation.

The UAVGC arranges for a mini-trial by experts.®® This is either a single
expert, who has special knowledge of the business, or a committee of three
persons. It is different from arbitrage, it being less formal; the experts may
hear the parties, take notice of the contract clauses and specifically of the tech-
nical, financial and planning details of the issue at hand. Sometimes the experts
bring the parties together in a compromise. The clause about the procedure
is extensive. It certainly will take some time, at least some weeks. The UAVGC
entitles the contractor to compensation of cost or extension of time.

The two systems (LOGIC and CMM on the one hand, and UAV on the
other) clearly reflect a cultural difference between operations in the oil and
gas business, and works to be constructed on shore in the Netherlands, where
the public authorities were partners when negotiating the contents of the
UAV, and were bound to general legal rules of good public administration,

OLOGIC, clause 14.7 (d).

SICMM, clause 38.3.

S2UAVGC, clause 45. Unfortunately some important employers in the Netherlands used to
delete this practical option to settle differences of opinion.
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which have to be respected by the government. Pressure on the time schedule
is acceptable, but the rights of the contractors count as well. UAV had to find
a reasonable compromise.

10.7. Variations that usually do not change
contracts

The contract should specify which persons are authorized to agree upon vari-
ations. Mostly this authorization — which in fact is a power of attorney to act
on behalt of the company of the contractor — is transferred to the project
manager, a contract manager, a legal counsel or their superiors. The persons
who are authorized to act on behalf of the employer must be mentioned as
well. Variations concern the scope of work in the broadest sense, prices and
time schedules. Basically, these representatives should refrain from altering
clauses of the contract itself, including the appendices and enclosures.

The responsibility of other departments in the organization of the
contractor may also be a factor. Think about the appointment of personnel
for the project (HRM department); supplies and consumables (procure-
ment department); insurances (insurance department); definite take-over
procedures; force majenre; and changes in law, disputes, responsibilities
and liabilities (legal department). The treasury department will be involved
when payment conditions have to be changed, and do not forget the engi-
neering department when construction issues are to be discussed, while
the survey department may be questioned when quantities and qualities
are discussed.

Variations do not change the text of the contract — neither do time
sheets. In a case between a dedicated service provider, acting as a subcontrac-
tor, and a contractor, the contract between the employer and contractor
contained a variation clause, mentioning the rates per hour worked. The
contractor and subcontractor agreed upon the clause on a back-to-back basis:
rates per hour worked, less 5% general overhead costs for the contractor. After
completion, the employer wished to discuss the hours worked by the subcon-
tractor, with the employer stating that too many hours were noted down in
the reports.

An agreement on the number of hours was reached between the employer,
contractor and subcontractor for the subcontractor’s considerable extra work.
These revised time sheets were the subject of legal procedures. Before court,
the subcontracting service provider stated that his standard general service
conditions should be regarded as applicable to the extra work; they were
mentioned at the bottom of all time sheets, as the revised time sheets were
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accepted by both employer and contractor. These time sheets were signed by
the employer. The subcontractor had good reasons to see these general con-
ditions applied. They contained important exonerations with regard to liabili-
ties, and gave reasons to invoice interest for late payments. In short, the
validity of the time sheets was subject to the court’s decision.

Fortunately the (English) court did not agree with this argument. A time
sheet is meant for accounting purposes only. These time sheets cannot change
the clauses of the applicable contract, as earlier agreed upon.

10.8. Variations that changed contracts

Still, it is possible that, due to a variation, the contract itself has to be
adapted. That is the case if, for instance, the financial impact of a variation
is such that the contract sum, including accompanying schedules to the
contract, is changed. Such schedules may be one or more of the following
documents: schedules of payment, parent company guarantee, the perfor-
mance security, the surety bond, the advance payment guarantee, the reten-
tion money guarantee and the payment guarantee by the employer. The
contract is changed, as the schedules are part of the contract. But the con-
tract itself remains the same contract, even in the event that some clauses
may be adapted.

It may happen that variations are so fundamental that the object of the
contract is changed to a different one than initiated originally by the parties.
In such a case, it is the actual contract that has changed.

We give some examples from past experience. The first example mentions
a variation that was of such essence, that the judge awarded a complete addi-
tional order to the contractor.

The first example — as shown in Box 10.3 — mentions a variation.

We will mention a second example of a variation that changed a con-
tract. Here the scope of work was fully underestimated during execution.
Box 10.4 describes the situation. The description of the scope of work was
clear. Under the same contract, a variation clause was included, mentioning
rates per man hour and use of equipment. During execution of the work,
these appeared to be much greater than expected. Next, the question came
up: who had to bear the risk of the unforeseen extra workload? Both parties
relied on contract clauses that worked out to their own advantage. The
employer stated that the scope of work was clear, which was true. The con-
tractor referred to the variation clause. How would a judge decide on this
matter?
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Box 10.3. The birds’ island — a variation order
that resulted in a second contract.

The contractor booked an order to dredge Larne Lough in Ireland
and to deposit the dredged material in areas approved by the pub-
lic authorities. It was intended that the dredged material would
be deposited elsewhere in the lough. However, the local popula-
tion resisted firmly and this plan had to be changed. An alterna-
tive solution was found: to use the material to create a bird island
in the lough. The contractor argued that making an island for
birds was different work than just depositing the dredged mate-
rial. This should not be considered as a variation to the existing
contract, but as a separate contract, the contractor stated. Taking
care of the stability of the soil, the provisions to make stable
slopes at the shores of the island, was much more work than the
employer was prepared to accept. The judge accepted the contrac-
tor’s arguments.

The judge considered the construction of the birds’ island to be
fully and completely outside the scope of the original dredging work
and, therefore, constituting a new contract.”® There was no varia-
tion, but a completely new order, resulting in the employer having
to re-negotiate an order, which at the moment of negotiation, was
already completed.

The provisional sum, in regard to the “defined work”, was related to
asbestos removal of a kind and quantity that would not interfere with the
planning schedule. The volume of asbestos found was far beyond the expecta-
tion of the parties and did affect the progression of the work. Accordingly,
the additional work should be valued in accordance with the variation clause **
Apparently, the judge agreed with this view. He considered that the variation
clause should have priority to the agreed scope of work, as described in the
contract. What is remarkable is the business common sense that the judge
showed in his verdict. It seems reasonable that the extra costs in this case

*3Blue Circle Industries Plc vs. Holland Dredging Company (UK) Ltd, 1987.

The example was taken from Manches Interface, Newsletter, Summer 2008, p. 4, www.manches.
com, January 23, 2013.

**This case was taken from Geoff Brewer, Brewer Consulting, London, Newsletter CJ-9929,
2000.
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Box 10.4. Appearance of asbestos during
demolition of two tower blocks.

A specialized service provider was awarded a contract to demolish
two tower blocks. During execution of the work, more asbestos was
discovered than was described in the scope of work. The newly dis-
covered asbestos was mainly in the form of additives to paint, while
thermoplastic floor tiles contained small quantities of asbestos as
well. After discovering this, the employer instructed the contractor
to suspend the work. Lengthy discussions with the Health and
Safety authorities followed. A revised method of dealing with the
asbestos was introduced. The planning schedule had to be changed.
The contractor, Demolition Services, claimed an extra £300,000
for the interruption, idle equipment and the extra man hours spent
on the varied working method. The employer, Castle Vale, referred
to the scope of work and refused any extra payment, as well as a
variation. The schedule of works contained provisions that required
the removal of “asbestos-based materials”. The contractor had to
identify and dispose of any asbestos, toxic waste and the like.
A provisional sum of £5,000 for additional asbestos removal was
included, described as “defined work”. The employer stated in court
that the literal meaning of the scope of work had to be followed. All
asbestos had to be removed as part of the work, against the lump-
sum price agreed upon.

The contractor thereupon argued that he would not have entered
into the contract at the same price if he had known beforehand that
the asbestos was not only in the form of sheets or lagging (it was
described in the scope of work as such), but also in other forms.

The judge considered that business common sense should play
an important role in interpreting the written contract and the scope
of work:

There must be ascribed to the words a meaning that would make
good commercial sense if the Schedule of Works were issued in any
of these situations, and not some meaning that imposed upon a
contractor a financial liability of unknown extent that no business-
man in his [right mind] would be willing to occur [sic]. The fact that
a particular construction leads to an unreasonable result must be
a relevant consideration. The more unreasonable the result, the
more unlikely it is that the parties can have intended it, and if they
do intend it, the more necessary it is that they shall make their
intention abundantly clear.®

% Demolition Services Ltd vs. Castle Vane Housing Action Trust, TCC, January 12, 1999.
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should come from the employer’s account, the employer being the owner of
the building to be demolished.

Changing a variation clause by conduct of project
managers

A contract to build a pharmaceutical works contained an extensive procedure
for variations. Time was of the essence. The employer granted an important
incentive to the contractor for early completion. The employer was in urgent
need for extra production capacity because demand for its (patented) medicines
was high and extremely profitable. The two project managers sat together and
decided — without officially informing their top management — to cut corners
and to apply a simplified variation procedure. Each Friday afternoon, they
would discuss and price the required variations and sign on Saturday mornings.
At completion, the employer only paid for 20% of the variations agreed upon
in such a way. The contractor required payment of the outstanding 80%. Parties
decided on an alternative dispute solution. They invited a retired judge of the
local court of appeal for binding advice to decide “as he thinks reasonable”. His
opinion would have obligatory force. Here again, the decision showed a very
good feeling for the reasonable business solution. Remarkable again is the way
in which the clauses of the contract were used to come to an honest verdict.
After ample hearings and investigation of the relevant details, the binding advi-
sor came to consider the following, as identified in Box 10.5.

The employer had to compensate the contractor for the outstanding
amounts.

10.9. Variations that change the typology
of the contract

In construction contracts, it may happen that parts of small engineering jobs
are left to the contractor. Most standard contracts have a provision for such
activities.’ In practice, one should be aware that variations remain within the
typology, the scope and the character of the standard contract that was origi-
nally chosen. In the event that variations in a construction contract should
oblige the contractor to perform important design work, the discussion may
arise as to what extent the contractor’s responsibilities for such designs will be
expanded. A construction contract was not written for extensive design

SFIDIC red, sub-clause 4.1.
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Box 10.5. Changing a variation clause
by conduct; opinion in binding advice.

Deviating or changing one or more conditions of a contract is out-
side the project managers’ authority. Such authority is only given to
the persons who legally and officially represent both companies of
employer and contractor, such as CEOs. Project managers have to
stay within their limits of respective power of attorney. However, in
this special case other considerations have to be kept in mind.

The employer had good business reasons to speed up the time
schedule as much as possible. This was explicitly laid down in the
contract, mentioning a fixed bonus sum per week of earlier comple-
tion. Both parties were aware of the importance of earliest possible
completion, which was mentioned in the contract. The binding advi-
sor found out that the good cooperation between the two project
managers resulted in two months earlier delivery. This was due to
the circumstance that variations, which were of the essence of the
critical path in the complicated planning schedule, were not pre-
sented to the official “variations committee” which had to decide
upon the allocation of budgets. This cutting corners was to the
benefit of both parties. The financial advantage for the employer
was tremendous, resulting in a turnover of at least $8,000,000, due
to earlier supply of medicines. This amount was much higher than
the sum of the 80% of the non-paid variations, which were capped
at €1,100,000. In paying 20% of the variations, the employer implic-
itly accepted the project managers’ deviated variation method. This
acceptance by conduct was conflicting with the clause on openness,
fairness and transparency elsewhere in the contract.

responsibilities. The outset was different, and the overall intent of the original
standard contract was construction only. In practice, it is quite common that,
during construction, calculations and drawings are made up by a contractor,
and agreed upon by a written variation. This should not cause any legal prob-
lems. But what happens when variations cross the borders of the typology of
the chosen model? In such a case, the responsibilities and the liabilities of the
contractor will go much further than the text of the contract spells out. That
will result in friction between the parties’ intention and the wording in the
contract. This should be avoided.

Box 10.6 describes the development of good ideas and the history of the
negotiations. They were based on excellent relations between the two parties.
The dredging work was not the contractor’s first job in the country. The
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Box 10.6. Design responsibilities in a dredging
contract for a foreign employer.

A dredging company was awarded a contract for maintenance
dredging in a river, including arranging for some new slopes and
finishing touches. The work was simple; it would take some six
months. Parties entered into a dredging contract according to the
FIDIC blue book.5” However, the contractor was able to amend a few
clauses to his advantage.

There were no particular conditions. All necessary information
was provided in an appendix, which went with the contract. It was
a relatively straightforward project. Before coming to terms, the par-
ties came together. The contractor assisted the employer in making
drawings and specifications before the full scope of works was
agreed upon, including some simple design work related to the
dredging job to be done by the contractor. This was related to the
depths, the shore revetment and the slopes.®®

A fixed price, lump sum was agreed upon, to be corrected by the
bill of quantities. During execution, there was an engineer and a
quantity surveyor present, as well as a representative of the employer.

A couple of weeks after the beginning of the execution of the
work, the representative of the employer asked the project manager
whether he would be interested in doing “some small design work”
as an extra on the running contract. It was the design for a piece of
quay near the slopes, which the contractor should arrange for. “Can
you make that for us?” The project manager wanted to please his
customer and answered: “Of course we can.” Together the men went
ashore, where the representative showed the exact spot where the
quay should go. The project manager praised the representative for
his good insight and said that this would be an ideal location. A
month later, the representative came back, together with his boss,
a young woman with a master’s degree in civil engineering and a
husband in politics. She said that the quay was discussed with “the
[top] management”, but its length should be a little longer, i.e. 80
meters. After approval of the design, the quay should be built,
including the improvement of the adjacent road between the local
motorway and the quay.

(Continued)

S”FIDIC form of contract for dredging and reclamation works, 2006.
%The FIDIC blue contract has some provisions for design work by the contractor; see clause 5.
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Box 10.6. (Continued)

The project manager, who was eager to be complimented by his
boss in the home office, confirmed the meeting and wrote down in
his day report that the order for the quay was booked. Just in case,
he asked the representative and the woman to sign his day report;
to his astonishment they both signed. “Price to be agreed upon after
contractor’s definite confirmation of this variation.” The project
manager informed his head office in his home country and started
waiting for his salary increase next December.

A month later, the head office — after the chief engineer and the
manager, responsible for the cost calculation, visited the site —
wrote to the employer mentioning the budget price. The latter’s
reaction was positive. In a transparent way, the documents would
be published locally; this operation was necessary to meet the
national law on the contracting out of public works. But the
employer did not expect any suitable tender from any other
contractor.

Last but not least, the employer proposed that the contractor
would be responsible for the maintenance of the quay and the con-
necting road for the duration of ten years, while the price of the
quay would be paid in twenty, separate installments every six
months. It appeared that the employer had more than sufficient
budget for maintenance of the complete river, the locks elsewhere in
the river, the slopes, etc. for the coming ten years, but lacked any
budget for construction of the quay. It could not pay for the quay in
only one shot.

The contractor had good reasons to stay within the framework
of the existing contract on dredging. That contract was in favor of
the dredging company. Limits of contractor’s liability, consequential
losses, margin in time schedule, risks and insurance — all of these
important legal clauses were to the dredging firm’s advantage, com-
pared to other contracts at hand. The employer, as well, wished to
regard the extra work as an extension of the running contract. The
contractor should not include costs for a second mobilization; the
employer was familiar with its good engineering and clear methods
of communication, while the personal relations and the methods of
cooperation were positive. Never change a winning team, the woman
said. Concluding that both parties strongly preferred to stay within
the existing blue book contract, parties nevertheless had to find
their way.
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employer was a ministry, where the extensive staff was strong in politics, but
weak in technology and engineering. There was a political decision that the
river would serve the increasing inland navigation in the coming years. The
few technicians were under heavy pressure “to get things done in time”. They
concentrated on the speedy pace, trusting the well-known contractor to use
its know-how. Legal affairs were not taken into account. Discussions concen-
trated on how to come to business at short notice. The contractor, with his
appetite for further orders, saw a good opportunity to make this customer a
regular and reliable cash cow. During negotiations, no lawyers were involved.

In the meantime, the nature of the existing contract changed. Now this
was no longer “some small design work”, belonging to the dredging con-
tract. This was work under a FIDIC D&B standard contract, while the financ-
ing aspect turned it into a DBFM contract.

Consequently, it would be favorable to interpret the construction of the
quay as an extension of the existing dredging contract. However, some obstacles
were to be taken into consideration. First of all, the question should have been
raised whether clause 5 of the blue book concerning design by the contractor
should be applicable to the original dredging contract. After all, the object of
the existing contract was just dredging with some additional work. Was it pos-
sible to have the FIDIC yellow book (D&B) apply to just the variation and not
to the original contract? Another question: the prevailing clause for variations
only authorized the engineer to order variations, so could the employer issue
such important extensions?®” The engineer was not present during the negotia-
tions. Besides, the standard dredging contract contains a standard procedure for
variations, which requires an offer from the contractor, which should be
accepted by the engineer. These obstacles are not that difficult to overcome.

FIDIC’s notes for guidance, which go with clause 10, mention the situa-
tion where variations may require the mobilization of further major dredging
equipment provided that the time and cost effect can be agreed in advance.
Here, with no extension of the dredging work, but in asking for a quay of 80
meters, completely different equipment will be needed. This should be
brought in by the contractor.

The notes on the blue book recommend that in the event of the above
situation, the employer and /or the engineer should enter into the earliest dis-
cussion with the contractor to agree an amicable way of allowing the contract
to proceed. In addition, the engineer may apply this principle to any variation

¥See FIDIC Dredging and Reclamation standard contract, sub-clause 10.2.
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by requiring the contractor to submit quotations with time and cost eftects for
agreement prior to his issue of the variation. It would be in the interest of both
the employer and the contractor if variations could be issued for which both
time and cost effects were agreed. The contract allows, however, for the issue
of variations in the event that this has not been possible, that the engineer
entitles the contractor extension of time® and the variation is valued at appro-
priate new rates, or rates which the engineer considers appropriate.®!

In general, such comments are useful as long as the variation stays within
the context of the typology of the applicable standard contract base, i.e. either
Construction, Dredging and Reclamation or D&B. But these comments
were not written for variations that go beyond the original contract type.

The existing contract could have been reformed with the help of Particular
Conditions. The disadvantage of this option is that the particular conditions
have a rather high ranking in the sequence of priority of clauses.®

One may conclude that, in this case, a contractor found himself trapped
(from a simple construction contract) in a DBFM contract.

In concluding, variations cannot be used for fundamental extensions of
work or when important additional work is to be executed under a different
contract type. In the case in Box 10.6, where a financing element was intro-
duced into an existing straightforward dredging contract, the conditions of
the contract should be re-written for the design, construction, maintenance
and financing of the quay. But, in practice, this would mean that two different
kinds of contracts would have to be integrated into one document, which for
many reasons should be avoided. Our recommendation would be to prepare
and arrange for two ditferent contracts.

10.10. Conclusions

Variations are a fact of life. Each standard contract contains its own clauses on
variations. One has to understand the typical contract form in order to be
successful in managing variations.

e Read the project contract. What exactly is a variation under the contract
and how should it be valued?

e Find out the hidden variations in the tender documents and choose your
tender policy with regard to variations.

SFIDIC Dredging and Reclamation, sub-clause 7.3.
S'FIDIC Dredging and Reclamation, sub-clause 10.2.
®2See FIDIC Dredging and Reclamation standard appendix.
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Make sure that the people running the job fully understand how the vari-
ation clauses fit into the contract. Help from the legal department is very
useful. Monitor your staft. Let the project manager and contract manager
sit together so that they have an identical understanding of the options the
variation clauses may open during execution of the contract.

Always keep your eye on the instructions and requirements of the
employer. An employer or engineer may, in good faith, be of the opinion
that he simply gives verbal explanations about documents — this may in
fact be a variation, which is reason to ask for an amount on top of the
agreed contract sum. If the employer or engineer gives instructions, check
your scope of work. Is it included in the scope of work or is it a
variation?

Don’t hesitate to ask for variations yourself. Mention the grounds for your
request for a variation. Write the letter yourself in your own wording and
have it checked beforehand by your lawyer — not the other way round.
Make your letter short, clear and fair.

In the event the contract leaves no room for asking for a variation, do not
hesitate to issue a claim for extra payment or a change in the time sched-
ule. Justify your claim.

You are not always obliged to accept any variation. You should never put
your original obligations at risk for a variation.

All changes are not necessarily variations for which the customer is obliged
to pay. Any change implies risks of hindrance to regular work, disruption,
disturbance to planning and costs related to idleness.

Always respond in writing to questions, remarks and to correspondence
received from the engineer and the employer.

Check whether the variation orders are signed by the authorized person.
Follow the procedure to agree upon a variation. Confirm oral promises in
written and dated statements — e-mail is useful.

Keep records and reports of your variations and their execution, and give
copies to your counterparties. They will appreciate your transparency.
Keep your files in order — day by day.

Keep daily diary notes on your project and do not forget to make notes
about the outstanding variations that have been offered, but not yet
approved, by employer or engineer, which represent obstacles in relation
to the next milestone of your planning schedule.

Do not leave a discussion about a variation unsolved. If you wait too long
with your request for extra payment, and it comes to legal procedures, a
judge or arbitrator may be of the opinion that you were too late in
requesting a variation order.



232 International Contracting

e Remember that a variation might change your contract type. Don’t go
ahead without the help of your legal department. It is not that simple.

e When the variation is executed and finished, ask the engineer or your
employer to confirm his acceptance and inform your administration
immediately.

e Your job is to execute projects against a profit. Whenever you have to go
to court to get paid for variations, your best weapons are your excellent
files and well-organized paper work. It may represent the difference
between a tremendous loss on the project or a successful case.

Variations make the difference. By completing works, variations may rep-
resent huge losses or pleasant extra profit. You have to supply two things:
good-performing works and your excellent files. The profit is in the
paperwork.
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Enclosure

Number:
Project:

REQUEST for VARIATION

Initiated by: Employer

Name of representative:

Description of request for Variation:

Reason for request for Variation:

References specification/appendix/deficiency (sheet):

Attached no of pages: ..

Date and signature Employer’s representative:

Date and signature for receipt of request by Contractor:

This document is valid only if dated and signed by both Employer and Contractor.
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Number:
Project:
PROPOSAL for Variation

Based on Request(s) for Variation nr.: ............ dated .........
Proposed Variation (incl. Reason for change):
Consequences of change to be investigated? YES/NO
Number of manhours involved in change or investigation: ..........
Financial consequences for Employer? YES/NO

Amount: .......ceiiiiinn,

Increase / Reduction

Valid until (date): ..........
Additional materials YES/NO
Consequences for payment schedule? YES/NO
Consequences for planning? YES/NO
Other consequences/remarks or references:
Attached number of pages: ..........
Date and signature Contractor: . L.
Proposal approved? YES/NO
Date and signature Employer: .. L.
Changes or investigation carried out? YES/NO
Changes tested? YES/NO

Cleared (date): ..........

Implement changes or start investigation only after Employer’s approval.
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Chapter 11

Letter of Intent and Memorandum
of Understanding

11.1. Case — The missing reports
and the missing permits

As the project manager of an international dredging company, suppose that
you are confronted with the following situation:

In the past, you managed projects for the North Bay Port Authority for more
than 10 years. A few weeks ago, the North Bay Port Authority urgently
requested that dredging work start on Friday July 6, 2012, for a job that will
probably take six weeks. Expansion of port construction activities is depend-
ent on your delivery date — dredging is in the critical path of the North Bay
Port Authority’s network planning. You contacted your head office, which
freed up a dredge urgently. The ship is lying off shore on July 5, 2012.
However, the North Bay Port Authority has not provided the required soil
surveys, which are part of its verbal invitation to offer. Moreover, it forgot to
arrange for the necessary government permits; this will take at least another
three weeks. Without reports and permits, the customer cannot issue a
purchase order. You are faced with a large loss due to equipment sitting idle,
and your boss is not going to be pleased. Your customer feels sorry for the
situation, but cannot provide any financial compensation. It goes without
saying that you urgently contacted the North Bay Port Authority’s responsi-
ble account manager. Immediately, he argued that a force majenre situation
was at hand.

What is the case? The permits have to be issued by the competent author-
ity for this matter, i.e. the Ministry of Environment, Trade & Industry. This
is a different institution than the North Bay Port Authority. This hindrance
lies outside the Port Authority’s control. For the time being, the permits are
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not going to be issued, because of lack of personnel. And this is due to
discussions in Parliament that 9,000 workers at the Ministries are supposed
to be made redundant; due to the bad national financial situation, these
persons could be dismissed in the near future. A friend of the account
manager stated off the record that permits might be ready within three weeks,
but he could not take a risk to guarantee this statement.

As far as the soil investigation is concerned, the account manager has to
admit that “it is possible” that the handing over of the soil surveys “could
be the North Bay Port Authority’s responsibility”. But he “did not think
that [he] made a firm promise on that subject”, because he is “dependent
upon others in his complex organization”. But, finally, all discussions on this
item are in vain, given the fact that the missing permits are a complete show
stopper.

So here you are: there is no written contract; there is a verbal agreement
with the account manager, who in your opinion is a reliable man. Now ques-
tions arise: is a verbal agreement as good as a written agreement? Is the
account manager authorized to ask for a dredger? Is this “asking for” the
same as awarding a contract for dredging for a period of about six weeks? Is
the Port Authority liable for your costs for the idle dredger, inclusive of the
costs of well-qualified and trained manpower? Should we claim the losses and
should we do so on the texts of the previous contracts? If not, which rules are
to be applied for claiming our losses? If we have to present our claim at a
court, which court and which legal system has to be applied, given that the
Port Authority has a different nationality than our company? There are many
more questions to be put. These are the issues to agree upon in the event
things are not running as they should. A good contract contains agreements
on what will happen in the event things occur that are not in line with your
agreements.

Landing complex contracts requires that contract parties take time to
explore how to cooperate on the intended project. A Letter of Intent is a
commonly used vehicle to allow for such exploration. First, the employer
wants to find out whether the preferred contractor is able to do the job and
wants to explore his workmanship and experience. Next, the contractor wants
to have a number of issues clarified by the employer, which at the moment of
tender are not clear in the scope of work and tender documents. A Letter of
Intent may be used as a preliminary formal written contact between parties
to sort things out. Another popular pre-arrangement which is used by parties
is the Memorandum of Understanding. The role and importance of both
types of documents are the subjects of this chapter.
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11.2. Letter of Intent — definition

When engineer Joe Aigboduwa, representing the contractor Westminster
Dredging and Marine Ltd, signed a Letter of Intent, received from the inter-
mediary engineering company Lidan Engineering Ltd, representing his
employer, he could not know beforehand that at least five extension letters
would follow before the actual execution of the intended work could start.
The letter was clear and certainly not short (see Box 11.1).

A Letter of Intent or LOI is a document outlining the intention of one
party or intentions between two or more parties in order to arrive at a
(preliminary) agreement or to finalize terms and conditions of a contract

Box 11.1. Letter of Intent: example.

We, being the employer, refer to your proposal for the project (where
the project was described and the proposal was identified), which
proposal was revised and clarified by exchanges of correspondence.
We call your proposal hereafter the Draft Contract.

It is our intention to award to you, being the Contractor, a contract
for the performance of the Work. It is our intention to continue
finalization of the Draft Contract with a view to entering into a
contract for the Work as soon as practical, but no later than the
validity period of this Letter of Intent.

It is agreed that the further terms and conditions applicable to the
performance of the Work under this Letter of Intent shall be those
contained in our invitation to Bid for the pre-loading and soil
monitoring (follows identification of the invitation to bid).

Contractor shall, at the option of the Employer, enter into the
Contract on the terms and conditions in the Draft Contract with
such amendments as necessary. Employer may terminate this
Letter of Intent at any time acting in his sole discretion on prior
written notice to Contractor.

This Letter of Intent shall terminate on the earlier date of:

e Execution of the Contract.
e 60 calendar days from the Effective Date of this Letter of Intent.
e Termination of this Letter of Intent by employer.

All work performed under this Letter of Intent by Contractor shall
be deemed to have been wholly performed under the Contract. All
other conditions shall be as under the Contract.
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which is under further negotiation. A LOI expresses the intention to come
together, and to arrive at a substantial contract. A LOI may relate to a wide
range of contractual situations, such as a follow-up on a proposal that has
been submitted to a future employer. It may also relate to a joint venture
agreement with another contractor. Thirdly, it may relate to an alliance agree-
ment with a subcontractor or service provider. Normally, the party who sends
a LOI will ask the addressee to countersign. When this is done the obligations
mentioned in the LOI become mutually binding upon both parties.

Any LOI may be used to clarify the key points of a complex transaction
for the convenience of the parties. It may also be used to declare officially that
the parties are currently negotiating, as in the preparation of a tender, the
preparation of a joint venture, the investigations for financing a project or to
arrange for future maintenance of an asset to be constructed. Finally, it may
be used to provide safeguards in case a deal collapses during negotiation.

11.3. Is a Letter of Intent legally binding?

A party that sends a LOI to another party commits itself to that which is
promised in the letter. So, if the LOI says that the signee will negotiate with
the other party to arrive at an agreement, the party is obliged to really negoti-
ate and to come to terms with the addressee of the LOI.

Is a LOI a contract or an agreement? The answer to that question
depends upon the contents of the document itself. In the event parties just
limit the wording to the promise to meet and to talk, you may say that talking
is not identical to a legally binding obligation. But it the document contains
promises on how to negotiate and additional issues are accepted, such as
exclusivity and confidentiality, these may become legally binding.

In the event an employer sends a LOI for construction of a harbor at a
defined place on the map, it is clear that only one harbor will be built. In many
LOlIs, the term “exclusive” is used. In such a case it commits the employer
not to negotiate with different contractors on the same subject.

Very often a LOI contains more obligations than just the promise to
negotiate. It often happens that certain facts and figures still have to be verified
in order to come to the agreement which parties want to enter into. Further
detailing of the design might be required, or further soil and sub-sea conditions
have to be assessed in order to come to a complete scope of work. These
activities may bring further costs for one or both of the parties. In such a case,
the employer may promise to do further research at his cost during negotia-
tions or parties may divide the efforts and costs involved as suitable. In the
above case (see Box 11.1), there is work to be performed. The letter mentions



Letter of Intent and Memorandum of Understanding 241

pre-loading and soil monitoring: payment for those activities will be as per the
contract under negotiation. In the example, those parts of the LOI are indeed
legal obligations. Once signed, the contractor cannot refuse to perform them.

LOIs resemble formal contracts, but in their entirety are usually not
completely binding for the parties. However, LOIs may contain provisions
that are binding, such as non-disclosure agreements, a covenant to negotiate
in good faith, or a ‘stand-still’ or ‘no-shop’ provision promising exclusive
rights to negotiate.

Standard contracts, such as the FIDIC, LOGIC, CMM and BIMCO do
not have provisions for a LOI. Most of these models contain procedures for
formation of the contract. The normal procedure is that the employer invites
the contractor to submit a proposal based upon the tender documents, which
the employer had prepared. The contractor’s proposal is the binding offer to
come to the agreement. Following such a proposal, the employer sends his
acceptance. By accepting the proposal the contract is closed. The acceptance
in some standard contracts has a defined name, such as the letter of accept-
ance under FIDIC standards. Mostly a different procedure is applied: both
parties sign the Form of Agreement, as is the case under LOGIC and CMM,
but FIDIC uses such forms as well. The LOI is not mentioned in these
standard contracts.

In conclusion, international contracts in most legal systems are free from
conventions. There are some countries that require a written form. Nothing
obstructs signing a LOI, whereas in standard contracts the wording “Letter
of Intent” is rare.

11.4. Letter of Intent — validity and risk

It is possible to state a certain time span in the LOI during which the inten-
tions of both parties will continue to exist. However, if such a time limit is
mentioned, care should be taken that it is stipulated what will happen when
the time is up. Are we going to continue our efforts to negotiate, or will the
conditions and assumptions be altered, or is it just over and out?

In the above-mentioned case, the day after the expiry of this LOI, parties
entered into an Extension Letter for another 60 days. In all aspects, the LOI
remained unchanged and in full force and effect. The contractor duly signed
the Extension Letter.

In this actual case, there were five extensions before the contract was
closed and execution of the work could commence. During this period,
parties continued to work on soil monitoring and outlined further details of
the draft contract.
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In the event parties do not mention a validity period for a Letter of
Intent, a ‘reasonable’ period should be taken into account. Given the fact
that different persons always have different opinions about the word
“reasonable”, and persons always plan to understand this word to the advan-
tage of the company they represent, it is strongly recommended to state its
validity in the LOI and what will happen in the event the date passes without
the intended result.

Here, some financial aspects of the LOI should be considered. Given that
the LOI has been agreed, should the contract sum already be booked as
turnover during the actual book year or should the contractor await the
arrival of the final letter of acceptance for the final contract? The same
question arises in the case in which the contract is (partly) paid in a foreign
currency. Should we accept the risk of currency conversion, or should we
cover that financial risk by hedging the contract sum on the financial market?
Financial governance rules arrange for these matters, as well as the internal
financial policy of the contractor. Normally, contractors make profit in
building beautiful assets, not in speculating with currencies, which means that
they will avoid any currency risk under all circumstances.

11.5. Memorandum of Understanding — definition
and objectives

A Memorandum of Understanding (MOU) is a document describing a bilat-
eral or multilateral agreement between parties. It expresses a convergence of
will between the parties, which is expressed by an intended common line of
action. A MOU is often used in cases where parties either do not imply a legal
commitment or in situations where the parties cannot create a legally enforce-
able agreement. In fact, it may be considered as a more formal alternative to
a gentlemen’s agreement.

The objectives of a MOU are threefold. First, it is used to clarify the key
points of an intended cooperation between parties for their convenience. This
may be the case when preparing for a complex project between an employer
and a contractor, or when arranging for financial funding for a future project.
As such, a MOU may be used when preparing for the organization of a
complex project, where responsibilities among parties need to be carefully
defined and where contractual conditions for the intended cooperation need
to be outlined in a fair level of detail. In all of these cases, parties take note of
each other’s positions, possibilities, responsibilities and liabilities. Second, a
MOU may be used to declare officially that the parties are currently negotiat-
ing, as in the preparation of a tender, the preparation of a joint venture, the
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investigations for financing a project or to arrange for future maintenance of
an asset to be constructed. Finally, the MOU may provide safeguards in case
a deal collapses during negotiation.

In some cases, depending on the exact wording, MOUs can have the
binding power of a contract. Just like in the case of LOIs, it depends what
was agreed in the MOU. Contracts do not need to be labeled as such to be
legally binding. Whether or not a document constitutes a binding agreement
particularly depends on the presence or absence of well-defined legal obliga-
tions in the text of the document. This can include specific disclaimers of legal
effect, or failure of the MOU to fulfill the elements required for a valid
contract. As is the case with LOIs, the same clauses may be used, such as
secrecy clauses, promises to negotiate in good faith, and the obligation to
refrain from contacts with third parties about identical issues.

11.6. Differences and similarities between
LOI and MOU

Indeed, there is a specific difference between a Letter of Intent and a
Memorandum of Understanding. A LOI outlines the intent of one party
towards another with regard to an agreement, and may only be signed by the
party expressing that intent, whereas a MOU must be signed by all parties for
it to be valid. Nevertheless, LOIs are often incorrectly referred to as MOUs
and vice versa. In the above described case, the LOI was countersigned by the
contractor. The difference with a MOU did not exist. In that situation,
employer and contractor could have made up a MOU as well.

Depending upon the subject and the object of the MOU, it is possible
that the parties are bound to each other for a certain period. It should be
mentioned in the MOU what will happen after that period has expired.

The original wordings of the LOI and MOU have their roots in common
law countries. When searching the Internet for definitions and clarifications,
the reader is confronted with Anglo-Saxon terms and conditions. One should
be aware that in case of legal conflicts, the judge will apply his own legal
system in most cases. Obligations for negotiations are explained in different
ways in one country or another. Therefore, it is reccommended to mention
what law system will apply to the LOI or MOU.

In practice, different terminology is used. Popular terms are letter of
agreement and gentlemen’s agreement, the latter of which normally does not
stand before court. The concept of a LOI is almost similar to a “heads of
agreement”, a “term sheet” or “discussion sheet”.
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11.7. Letter of authorization and other letters

Sometimes the term letter of authorization is applied, for instance when the
potential contracting parties want to be informed about data and facts that
are not always available to third parties or to the public. Think about other
quotations at hand; a dredging company will not want the competition to
become aware of the details. Think about available or non-available budgets
for a job; a port authority normally is not obliged to publish those figures.
By means of a letter of authorization, parties may authorize the other to
become aware of such information. Sometimes a letter of authorization
foresees the investigation of unknown data. The potential employer may
authorize the addressee to spend a certain sum of money for soil and sub-sea
investigations. The results of such activities may be important during the
coming negotiations.

In business, a letter of authorization is applied for many other objectives.
It may be a written confirmation of a person’s rank, authority, ability to enter
into a legally binding contract, take a specific action, spend a specified sum,
or to delegate his or her duties and powers.! In the construction industry it
is applied to authorize a party to invest or to spend some money.

In common law, it is usual to name certain official statements. Other
typical terms are: letter of advice, letter of agreement, letter of acceptance,
letter of award, letter of instruction, letter of assignment, letter of refusal, letter
of indemnity, letter of attainment, letter of award, letter of comfort, letter of
guarantee, letter of commitment, letter of delegation, letter of credit. The
meaning of such terms is available on the Internet at www.businessdictionary.
com, but note: these terms are applied in various situations. Read the content
carefully; it is the content of the signed document that counts, not the defini-
tion of a dictionary or an Internet site.

11.8. Conclusions

In international contract law, both the LOI and MOU are very practical
vehicles to proceed in cooperation with a foreign partner, where a 100%
binding contract would not yet be feasible.

Normally, a LOI is not a contract. However, it happens that parties accept
some obligations to fulfill. In such a case, these obligations must be met.
A party commits itself to what was agreed upon in the LOI, nothing less and
nothing more.

'http: //www.businessdictionary.com/definition /letter-of-authorization.html, January 23, 2013.
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If parties do not want third parties to become aware of their negotiations,
they have to insert a secrecy clause; if parties do not wish the other party to
negotiate with other parties, they have to insert an exclusivity clause.

It is reccommended to mention a legal system that is applicable to the
LOL. It is also recommended that a term of validity is inserted, and further,
what will happen in case the date passes.

A MOU ditfers from a LOI. It may be used in other commercial relations
than just employer and contractor or service provider. It may concern
cooperation, a joint venture or the organization in the preparation of a
complex project. An MOU should be signed by all parties concerned.
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Chapter 12

Signing the Contract — Pitfalls

12.1. Case — Post-tender additional work

Project manager Robert Gootsmark was angry; and not just a little bit.
Everything went smoothly, the cooperation with the employer was better than
ever. His company had done more than necessary to meet the employer’s
contractual requirements. He had showed interest in the employer’s problems
with its financial stakeholders and had helped him to find satisfactory solu-
tions. Robert followed his company’s slogan: if you can help the employer
where possible, do so. And now, Robert understood that he made a terrible
mistake. On his desk was a short letter. The letterhead showed that it came
from the employer’s legal department at its head office. We refer to Box 12.1.

It was the first time Robert saw the name of Abraham Peerings, LLM,
whoever that might be. During negotiations, the legal aspects of the agree-
ment were the responsibility of the employer’s contract manager, who knew
a lot about engineering and design. Robert never asked whether he was a
lawyer or an engineer. Anyhow, he worked closely together with the leading
negotiator. The fact that the just-arrived letter was dispatched by the

Box 12.1. A letter from the employer’s legal department.

Regarding your invoice on “completed extra work” nr vxx/6789,
dated January 30, 2012, we regretfully have to inform you that the
described work is part of the agreed Scope of Supply. Following
clause 34.8 of your contract xyz, the costs for the referred work are
for your account and are included in the total contract price. We
have the pleasure to herewith return your above-referred invoice for
the amount of USS 1,200,000.

Should you wish to receive further information on this subject,
please do not hesitate to contact Mr. Abraham Peerings, LLM, on his
direct number...
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employer’s legal department indicated that the employer wanted to play it
hard. “This business is a war business,” Robert said to himself. The employer’s
negotiator played the good guy. The legal department in reality was the bad
guy. Robert now had to deal with the bad guy.

The agreed extra work was specified during further negotiations after the
tender was accepted. At that time, the confirmation e-mail, stating that
Robert’s tender was “fully and completely accepted, subject to some minor
discussions on details” had landed in the contractor’s contract manager’s
inbox. But the contract itself was not yet signed by the two parties. Both
CEOs would sign within a few days. Shortly after having dispatched the
e-mail, the employer’s technical department came up with an extra module
on the deck of the tendered rig. Thereupon Robert had immediately
mobilized the engineering department and the tender manager to come to a
moderate price increase of approximately $1 million, which was acceptable to
the employer’s engineers. This was noted in the minutes of the meeting,
signed by Robert himself, but not countersigned by the visiting representa-
tives of the employer. A few days later the contract was signed. The Form of
Agreement was not changed, neither was the total fixed price. But Robert
had incorporated the extra module on the deck in the specification.

When the module was installed at the site, Robert suggested that the
extra invoice should be dispatched to the employer’s actual representative.
This man was new on the job, after having taken o