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Claims on construction projects involve the majatagonists, owners, contractors and
design professionals and it is important to prefaréhe uncertainty of construction project
risks. While each project risk may have uncertaaggociated with it regarding the degree
that a particular risk will manifest itself on asgn project, the identification of major project
risk factors is a relatively advanced science. H@ugethe essence of the ability to reduce the
frequency and severity of claims is the identifizatof these construction project risk factors
and dealing with them and/or providing for thentha construction or design contracts.

The major project risks that we are all too familath include the following:

« Cost escalations

« Time for completion and construction delays
- Changes in Project scope

« Geotechnical and site-related problems

« Weather and force majeure conditions

« Negligence in both design and construction

Contracts provide a rare opportunity between cotitrg parties to foresee problems and to
draft contractual provisions to take care of thesiblems, or at least to diminish the effect of
those problems on the project when and if they occu

This brings us to the importance of contracts. Gans are the basis of most of our liability in
today’s construction industry. Contractual clairapresent 90% of all claims that occur in the
industry. Third party tort claims make up the remo®ir. Since contracts are so important, it is
clear that more time should be spent discerninglvbontract (delivery system) is likely to
provide the best option for the parties to a palgicrelationship.

The power of a contract for any legal purpose @mous. Parties can limit their liability
both in terms of time and quantum, and the padasforesee problems and provide
contractual formulae to deal with those problems.

This paper will deal with various contracting st@ies, risk allocation and project delivery
alternatives which can make a significant diffeeemcmitigating the effect of the risk factors
that exist on every construction project.

Tailoring Your Contract to Your Project

It is important to tailor your contract to your pgot, rather than vice-versa. It is acceptable to
use standard forms, as long as one does not bexstaee to standard form contracts. There
is no single standard form contract that can appBvery permutation and combination of
situations that might arise on a construction mji is important to understand the
particularities and requirements of a particulanjget and the participants to that project so
that you can tailor your contract to your projecaimanner that will serve the best purposes
of all of the contracting parties. Problems witmtacts are endemic to the construction
industry and as indicated above, represent theesmfrmost of the claims that occur on a
day-to-day basis.



This brings up the seven "I"s of contract that greally illustrate most of the problems
associated with construction contracts. These decthe following:

Inappropriate contracts
Incomplete contracts
Incomprehensible contracts
Incompatible contracts
Inequitable contracts
Incommunicado contracts
Incredible contracts
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In order to assess the appropriate contractuabagret to employ on a particular construction
project, it is first necessary to undertake a catgplisk assessment. The foreseeing of risk
and project-related factors affecting the contragparties is key to developing a contractual
arrangement that will work to the benefit of thejpct and its participants. Before
considering a particular project delivery alteratithe parties should undergo a thorough
assessment and evaluation process that shouldlenthe following:

1. Assessing and evaluating the particularities artis®f the various project
participants;

2. Assessing and evaluating the individual peculiesitind sensitivities of each project;

3. Assessing and evaluating the role to be playedabi ef the project participants on
the project and how they will interact with one tre.

Deciding how best to allocate project risk amomgsject participants is a critical exercise. In
particular contractual situations, a number ofdesshould be reviewed, including the ability
of the parties to bear risk. So generally:

Risk Should Be Born By the Party Best Able to Hanldll
The major sources of disputes on construction ptejacluding the following:
Incomplete scope definition.
Inappropriate contract type.

Poor communications.
Uncertainty and unrealistic expectations.
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Compatibility of Interests

The nature of the beast of construction being what and as an indication of why
construction disputes will likely be with us foreyao matter how sophisticated we become,
one need only look at the volatile constructioncess. When the parties' objectives and
interests are not compatible, their interpretatibnontract documents, terms and conditions
can diverge, leading to conflict.

The conflict-prone nature of construction projastprimarily based upon the incompatibility
of the parties' initial interests and objectiveszdmpatible project objectives are responsible
for frequent disagreements on how to approach antplete a project. For example, on most
construction projects, the owner wishes to obtaaximum quality, functionality, aesthetics
and capacity at minimum cost. On the other harectimtractor seeks to achieve financial



goals that are advanced by expending the minimswurees required to meet a minimum
scope of work.

Each construction project is unique, and requirdstailed analysis, prior to entering into a
particular project delivery method. The partieseach project must assess specific project
characteristics to develop a joint creative andaive approach to dealing with and resolving
conflicts before they lead to disputes.

The structure of a construction project in termsvbich project delivery method is employed,
and the manner in which the parties relate to oxo¢heer, can reduce or create conflict
amongst multiple project participants. As an exanpmviewing the traditional relationships
on a design/bid/build delivery system, illustradesituation where the design professional and
the contractor have only a communication relatignshth one another, but their roles on the
project are defined in their separate contracth thi¢ owner. Accordingly, it is important to
ensure that both the design contract and the eartgtn contract are compatible with one
another, notwithstanding the fact that they represatirely different relationships with the
owner.

Because the owner and the contractor are expdtingonsultant to provide certain contract
administration functions during the course of tbastruction project, and as envisioned in
the construction contract, it is important that teasultant’'s own contractual mandate with
the client give him the power to perform those fioms.

Using Contractsto Achieve Dispute Prevention

Employing contracts to achieve dispute preventeguires us to become involved in various
dispute prevention techniques. These include thevmg:

1. Equitable risk sharing
2. Innovative project award and delivery systems, mtige programs, constructability
analysis and cost and schedule controls

The costs of implementing these techniques are ef@ved by owners as additional costs.
However, the benefits that owners ultimately obfamexceed the costs.

Key questions that arise on every project that khbe addressed by the project participants
include the following:

1. Is this the appropriate project delivery system?
2. With many project participants, how do you keepunderstandings to a minimum?
3. How should project risks be allocated?

As a means of promoting the equitable distributbnonstruction project risks, the following
contract ideas in this and the following pageshariag put forward. Some of these ideas may
seem to be heresy to some, depending upon whosebeing gored. The writer does not
suggest that these ideas represent a panacea fooribtruction industry. They are only put
forward for thought and quiet consideration.

Guiding Principles of Risk Allocation: 1,2 & 3



The general guiding principles of risk allocatidgrosld be that:

» Successful risk allocation is based on having fair project contracts that are understood by
everyone
» The different parties involved should seek a multi-beneficial distribution of risk

1. Economic Price Adjustment

This allows for controlled price escalation durihg life of a project. Fixed price contracts
are the most prone to claims. This is particultnly case for complex design projects that
have a construction duration in excess of threesyea

In this context, contracts would set a limit on fnee escalation to be carried by the
contractor, leaving anything above that amounh&dwner. This way, if costs increase
significantly during the life of the project, therdract contains a formula and the conditions
for compensating the contractor, potentially eliating or reducing the need for claims.

2. Innovative project award and delivery mechanism

A new bidding method for earthwork and tunneliniggas suggested. This involves a
"Negotiated Cooperative Process". This biddingttala system divides the contract award
into three steps as follows:

(a) Selection of contractors. The owner and the consultant qualify interested contractors.

(b) Joint decisions. Selected contractors meet with the owner and the consultant to jointly decide on
the best type of equipment to be employed on the project. This is important in pricing earthwork and
tunneling jobs. In addition, other possible issues critical to the execution of the project are also
discussed, including geotechnical reports that are reviewed and jointly interpreted.

(c) Awarding the contract. Each contractor presents a bid based upon the criteria agreed on in the
previous steps of the process. The owner then awards the contract.

The benefit to the three-step bidding system dieedrabove is that it provides a more
balanced distribution of project risk, since sorhéhe equipment and other uncertainties are
reduced. The joint decision aspect allows for sigant savings during submittals and start-
up for all parties. It limits problems associatathvequipment, productivity and schedule
sequence during construction.

3. Procurement, Engineering and Construction Process

This approach is a response to the increasingmajer suppliers of equipment and materials
are playing in the construction process. In thecpss, we utilize the expertise and knowledge
of key suppliers in all phases of the project ¢ifele by developing an advance procurement
strategy, and by reaching a full commercial agregmeth suppliers of strategic procurement
items and/or systems prior to the principal engimgeactivities.

That is, critical pieces of equipment and materaésnegotiated and procured before the
engineering takes place, based upon conceptugrdeand the owner’s detailed performance



requirements. With the suppliers on board, thereegging design process incorporates their
input, special requirements and experience intalédsign.

The benefits from such a process include improvedity of detailed design; improved
system and facility performance; more equitablecation of risk; improved use of supplier
expertise; reduction or elimination of redundantikyand reduced need for owners and
contractors to maintain areas of expertise thatrames cost and time-effectively maintained
and delivered by suppliers.

Guiding Principles of Risk Allocation: 4
4. Bridging the Design/Build Gap

The use of the design/build delivery system hasvgrsignificantly in recent years, both in
private and public sector projects. The designédbpibcess is characterized by a single source
of project responsibility by an entity that is reapible for both the design and construction
component of the project. There is also usuallngls point of communication between the
owner and the design builder.

The design/build process reduces the potentiargument regarding the source of
construction problems being either design or cositbn, as a single entity is responsible for
both. The design/build delivery system is usuathpyed to procure design/build
contractors with particular areas of expertise.

Some of the problems associated with design/budgept delivery include the fact that the
owner loses control over the design and a "gapgérerated between the owner's objectives
and the design process run by the design/buildeaddition, the design portion of the
design/build firm participation is often based oite, rather than on superior design
gualifications and expertise.

In the design/build process, there is less competih the selection and award phases as the
owner is often required to compare "apples andgeshin order to choose a contractor, since
differing proposals often differ in their interpagibn of what the significant project design

and/or performance parameters are. The processlmdtsomes a competition in under design.

In addition, the final design/build product is aftea mixture of owner/contractor objectives
and interpretations that may fail to meet the oagjproject criteria. Lastly, the owner is often
left to choose from several completely differeragmsals, none of which is 100%
satisfactory.

In order to correct these problems indigenous eéadsign/build process, the use of an
owner's consultant is proposed to bridge the gapdsn the owner and the design process,
without losing the advantages of the design/budtivéry system.

The benefits to be derived from having a bridgingsultant, include the fact that the owner
retains control of the portions of the design #rat usually of more importance to him, and
usually includes the conceptual and schematic dgsigses. Through his own consultant, the
owner maintains direct communication with the degigocess. The bridging consultant can
be selected by the owner taking the consultanéifquations into account.



The conceptual and schematic designs benefit agodle and objectives of the owner will be
properly translated. In other words, the existesfce conceptual design which is more
compatible with the owner's objectives will resalproposals from design/build contractors
that are easier to compare and select, taking,mesgn, materials, technical solutions and
future operating costs into consideration.

Guiding Principles of Risk Allocation: 5& 6

5. Incentive Programs

In the writer's previous academic life, he was Iagd in a Masters Program in Psychology.
In advancing his studies, he noted the effect sftp@ incentives versus negative
reinforcement on test rats. In dealing with peopiany of the same positive and negative
reinforcement techniques can be used to achieesiged result. In the writer's opinion, the
positive incentives in dealing with rats and inldepwith parties to the construction process,
are to be preferred and are more likely to achibeaesult that both the owner and the
contractor would prefer to see.

Performance incentive programs tend to strengthempitoject team members' commitment to
speed the project towards completion. Incentivgms assist in aligning the contractor's
motivation and performance with the owner's obyesi In order to make such an incentive
system work, the owner must devise attainable &atlenging goals for the construction
team.

The owner must continually evaluate the performaridbe contractor against a set of
objective goals to ascertain if the contractor éased the incentive, and also whether the
overall project goals will be achieved based up@mypess made up to that point.

In order to perform this monitoring or evaluatiagess, it will be necessary for the
contractor and the project consultant to initiatd anstitute appropriate construction
scheduling and monitoring techniques that will makmssible to assess the progress of the
work daily, weekly, monthly, and overall. In orderdo this, a full and detailed CPM
schedule will often be employed.

Incentives in construction contracts usually cansigperformance bonuses based upon
achievement of milestone dates, as well as cootr@sharing in proportion to any savings
based upon stipulated cost goals set out withircdméract.

6. Constructability Analysis

Constructability analysis is often referred to @slie engineering”. This is a way of reducing
disagreements and disputes based upon contracyaitigs. This analysis is performed
during the planning, design and procurement phasescan mitigate problems and claims
during construction. Analysis is often performedabgontractor's representative who liaises
with the project consultant, or by an independemistruction expert consultant engaged by
the owner to interact with the project consultant.



This process can identify errors, omissions andactral design details that, if later
uncovered by the contractor or supplier, would Iteawadditional costs and delays to the
project.

Guiding Principles of Risk Allocation: 7,8¢& 9

7. Cost and Schedule Controls

The control of costs and schedule remains oneeoffrtbist difficult goals to accomplish on
any construction project. One technique is the irequent that contractors report (with their
monthly invoices) any claims regarding the perfanoeof the work in connection with cost
and schedule changes during that monthly period.

Every month, before payment is made by the owherconsultant completes a report based
upon the work performed during that month. Thabrepecomes the monthly progress
certificate, and is given to the contractor forieewand approval. If the contractor does not
report a claim that has become apparent duringpigrad, it looses its right to make that
claim in the future. In every monthly report, thentractor must report new claims as well as
any outstanding ones from previous months. Thisg®the parties to acknowledge the
existence of any outstanding issues every pay gama requires them to address the matter

promptly.

8. As-Built Schedules

Owners may require the contractor to submit anwals-dchedule every month before the
Consultant issues his Certificate for Payment dsagdbefore releasing the final payment on
the project. The as-built schedule will becomelifisis for review of any after-completion
claims.

By submitting a schedule that reflects the actoaktruction sequence and total duration, this
will discourage the submission, at a later dateleddy claims that were not previously
shown.

The as-built schedule can be required by the owmnbe submitted monthly during the course
of the work since the schedule itself is a sumnodgll of the construction activities and their
duration throughout the project.

9. Forward-Price Change Orders

Impact or indirect costs, such as home office owadh field staffing or overtime work,
represent change order work beyond straight hastsceuch as labor, equipment and
materials.

To reduce disputes, owners and contractors came agtbeir contract on the guidelines and
methods for determining impact costs. A seriegrgfact factors and formulae can be
developed for issues like the timing of changesyioer of trades involved, effect on the
schedule, effect on office and field staffing ahd tumulative nature of disruptions.



Subsequently, when change orders are priced arafiaggl, owners and contractors will be
in a position to incorporate both hard costs anglich costs, and they will be in a position to
more easily settle on a final adjustment to thetremn value.

Guiding Principles of Risk Allocation: 10, 11 & 12

10. Impact Claim Deadlines on Change Order Cost Quotations

When contractors price change orders, they usuralyde "reservation of rights" language to
allow themselves the opportunity to make futureénatafor additional time or money to
complete the project.

A disclaimer is often used by the contractor in¢hange order quotation to allow for further
review in order to assess the impact the changar ovill have on the construction schedule
sequence of activities and the overall project tloma This is reasonable since, in most cases,
the contractor will not have had an opportunitgdémplete a total assessment of the time and
cost implications of the change order. A compromisg be to allow the contractor a
reasonable identified period of time after the geaarder is signed to analyze and predict its
cost and time impact on the overall project. Thetiaetor then informs the owner about its
conclusions and the contractor’s claims are thgstalized and dealt with. The period for the
contractor to analyze, formulate and transmitlasnts to the owner may vary with the type
and magnitude of the project, but it could rangerfrone to six months.

If a contractor doesn’t inform the owner within tthesignated period of the cost and time
impact of the change order, the contractor thewegihe right to any additional time or cost
resulting from the change order. If the monthlybagdt schedule procedure described earlier
is employed, this will assist the contractor tanfafate its impact claims arising from project
change orders.

11. Dispute Resolution Provisions

You can substantially mitigate the effect of disgsubn projects by providing for provisions
that describe how disputes will be resolved. Catgr¢ghat fail to define the dispute resolution
process, fail to provide alternatives to litigation

Some of the dispute resolution alternatives incluelgotiation, mediation and arbitration. In
many cases, mandatory mediation and arbitrationigioms should be stipulated in contracts,
depending upon the nature of the contracts andheh#tey would likely be amenable to
shorter and more efficient resolution through alédive dispute resolution (ADR) techniques
rather than resorting to costly and time consurtitigation.

In addition, in their dispute resolution contradtpiovisions, the parties have an opportunity
at the outset of the contractual relationship, lagidre matters have gone off the rails, to
name future mediators and arbitrators who wouldhielved in the ADR process should the
need arise.



12. Negotiation Training

Negotiation skills are critical to the speedy affetient resolution of construction disputes.
Not everyone is a born negotiator. Firms in thestauction industry should endeavor to put
forward individuals to negotiate contracts andraawho are diplomatic, show some degree
of flexibility and also some facility for the Engh language. It would also be helpful if
negotiation skills were high on such individuaésume.

Formal training in dispute prevention, resolutiord @ommunications and negotiations should
be a key ingredient in any successful ADR programal, should be a critical issue for any

firm in the construction industry seeking to avprdlonged, expensive and reputation
impugning disputes.

In Conclusion

The writer's suggestions set out in this paper caage the reader to feel that he has entered
into a utopian realm where no construction protégjatare tread. However, the writer's
suggestions are meant to be reviewed objectiveBllqyarticipants to the construction
process. They should be considered an honest &foetiuce the level and volatility of
disputes that are inherent in today's construatidostry.



