SCOPE & RISKIN CDNTRACTS

Is contractual risk a zero-sum game in construction
contracts?

Dr Donald Charrett, Melbourne TEC Chambers
“The contract is the vehicle for risk allocation.
Whether the contract is for construction,
construction engineering and inspection, design,
design-build, or some other aspect of highway
construction management, it defines the roles and
responsibilities for risks. Risk allocation in

any contract affects cost, time, quality, and the
potential for disputes, delays, and claims. In fact,
contractual misallocation of risk has been found to
be a leading cause of construction disputes in

the United States.””

In the shorthand question posed by the title of this paper, contractual risk
comprehensively refers to the chance that the contractual objective will
not be fulfilled. The question is then whether the form and/or terms of the
confract can change (increase or decrease) the overall confract risk, or
do they merely rearrange the deck chairs on the Titanic?

One view suggesting that contracts do not change overall contract risk
has been expressed as follows: “The notion that risk is a fact of fife, and
that contracts cannot change facts of fife, is therefore a powerful idea
underpinning the T5 agreement.” Many contracts, particularly

bespoke contracts, are based on the philosophy of transferring as

much risk to the Contractor as possible without any consideration of
whether that increases or decreases the overall confract risk.* This paper
endeavours to suggest answers to the question from a consideration of
the nature and cause of the risks involved in construction contracts and
the parties’ objectives. It is suggested that contract risk can be minimised
by selecting the appropriate form of contract as that which

gives primacy to achievement of the Employer’s most important
obijective(s). Further, for any type of contract, contract risk is minimised by

following wellestablished principles of balanced risk allocation.

The contract and expectations

The following simplistic definition of a contract is adopted for the
purposes of this paper: a contract is a legally binding agreement in which
each party accepts obligations in exchange for rights granted by the
other party in order fo achieve the contract obijective. It is suggested that
one of the most important functions of a contract is to define the rights and
obligations of the parties pursuant to the contract objective, in a
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legally binding form. Each of the key terms “obligations”, “rights”
and “contract objective” are discussed below in the context of

construction contracts.

For example, in a conventional construct only contract the Contractor

accepts the obligation to construct a facility of the specified quality in the

time provided for in the contract [plus a number of ancillary obligations
related to the manner of performance], in exchange for the right to be
paid by the Employer the amount(s) of money ot the time(s) provided for
in the contract. The Employer accepts the obligation to pay the Contractor
the amount(s) of money ot the time(s) provided for in the contract in
exchange for the right to receive a facility of the specified quality

at the time provided for in the contract.

As a consensual agreement in which each party voluntarily accepts
obligations in exchange for rights in order to achieve something, a
contract has an objective, and the contracting parties have expectations
of their rights and obligations. Those expectations, to the extent that they
are objectively based on the terms of the contract, are the contractual
expectations. It is these expectations that are legally enforceable and
sustain a claim for damages for breach of contract if they are not fulfilled.
In the well-known formulation, damages are the amount of money that
will put the non defaulting party in the position it would have been in

if its contractual expectations had been fulfilled and the contract not

breached*

Looked at from @ slightly different perspective, a contract could also

be said to define the scope of each party’s obligations and rights in
pursuance of the contract objective. As usually applied in construction
contracts, the overarching meaning of scope is the extent of the work.
At a more detailed level however, the scope of each party’s obligations
and rights under a construction contract not only includes their extent,
but also their characteristics. These characteristics can be conveniently
summarised under the headings of time, cost, quality and often also the

manner of performance, e.g. safely and legally.

There are potentially different scopes [or at least perceptions) of time, cost

and quality associated with any contract:

* the expectations of the Employer;

* the expectations of the Contractor;

* the scope of what is achievable;

* the scope defined in the contract, ie the objecfive scope of time cost
and quality which are legally enforceable; and

* the scope of what is actually delivered.

Any difference between the Employer’s and Contractor’s expectations

of scope and the scope actually delivered will lead to unfulfilled

expectations and potential dispute. Whether such a dispute can be

successful will depend on the contractual scope, and the extent to which it

coincides with the scope expectations. An incorrect perception of

unfulfilled contract scope may not prevent a dispute, but it is unlikely to

result in a satisfactory outcome. Ultimately, in any formal resolution of a

dispute, the determinative factor is whether there is a difference between

the scope of what was actually delivered [performance] and the scope

defined in the contract {contractual expectations), not the subjective

expectation of one of the parties. To the extent possible, a contract should



herefore align the Employer’s and Contractor’s subjective expectations

with the contractual expeciations.

The better the scope definition in the contract, the more likely it is that

the Employer’s and Confractor’s expectations will be aligned with the
sontract scope, and the fewer the unknown risks there will be for both
Employer and Contractor. Of course, it is possible that the scope of

wvhat is achievable does not coincide with the scope defined ini the
contract, but absent an appropriate contractual ferm modifying the
common law obligations to achieve the contract objective, this will not
relieve the relevant party {usually the Contractor) from the consequences

of its breach of contract in not delivering the contractual scope.®

Objectives and expectations

The contract objective is achievement of the outcome that is the subject
of the contract, the reason for its existence. In the case of a construction
contract, this is construction of the relevant facility. In unusual situations

a contract might explicitly state the contract objecfive.® It can always be
objectively defermined by construction of the terms of the contract.

In the absence of mutual abandonment by the parties, the contract
objective must be achieved for the contract to be satisfactorily complefed,
and therefore for the parties’” expectations to be fulfilled. If the contract
obijective is not achieved, a defaulting party may have a legal liability
for “causing” the shortfall between the contract objective and the scope
of what was achieved. The consequences of not achieving the contract
objective in a consiruction contract can be very significant, as indicated

by the following judicial statfement on damages for defective work:

“Where the contract breaker has entirely failed to achieve the contract
objective it may not be difficult to conclude that the loss is the necessary
cost of achieving that objective. Thus if a building is constructed so
defectively that it is of no use for its designed purpose the owner ma
have little difficulty in establishing that his loss is the necessary cost ok,
reconstructing.””

Contractual success and failure

A useful definition of failure is “an unacceptable difference between
expected and observed performance”.? Using the converse of this
definition, it is suggested that an objectively successtul contract is one in
which the contractual expectations are fulfilled by the actual performance
of the contractual obligations, and there are no issues arising between the
contracting parties that have to be resolved judicially by an independent
tribunal, external to the contracting parties. Thus disputes are a useful
indicator of success and vice versa, and this is consistent with the industry
focus on minimising or eliminafing disputes.”

The definition of contractual expectations should theorefically be
straightforward, since they can be determined by clear and unambiguous
definition of the scope of the contract. Scope is about those things that the
parties know about. These are the contract objecfive and the extent of
obligations accepted by each party: the agreed quality, the time ot
which the contract objective is to be achieved and the cost and timing

of payments. In addition there are likely to be constraints on the manner

of performance of obligations, such as complying with all statutory
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requirements, ensuring the health and safety of project participants and

third parties, and protection of the environment.

Using Donald Rumsfeld’s famous trichology of terms,'® a properly defined
contractual scope will include all of the “known knowns”, those things that
the parties have knowledge of which will need to be addressed during
performance of the contract. In addition, the contractual scope

will normally also include provision for the “known unknowns”, those
things which the parties suspect may, but not necessarily will, impact on
the performance of the confract. For obvious reasons, the contractual

scope will not explicitly address the “unknown unknowns”.

Risk
Risk is “the chance of something happening that will have an impact

on objectives”."

The “something happening” will be referred to in this
paper as a risk event. Common usage of the ferm “risk” in relation to
construction contracts is usually focused on adverse risks, ie those that
have an adverse impact on attainment of the contract objective. However,
it should be noted that the definifion of risk above includes risk events

that can either have an adverse or positive effect on the attainment of
obijecfives. Risk relafing to “known knowns" is essenfially project execution
risk, i.e. the chance that defined project obligafions in respect of time, cost
or quality will not be fulfilled. In a well written confract the consequences
of the relevant identified risk events happening are usually adequately
defined. Contracts frequently also make explicit provision for the
obligations and rights arising from “known unknown” risks, since there is
atleast a suspicion that these may occur. A typical example of a “known
unknown” risk event is latent ground conditions. Whilst the parties may
have a suspicion that rock could be encountered during excavation for
the foundations, it is not known if it will be, nor if it is, the extent or exact
character of the rock. Nevertheless, the parties can define the obligations
and rights of each of them in the event that rock is encountered. The
unknown aspect of the latent conditions does not prevent appropriate
definition of the scope of each party’s relevant obligations and rights.
Appropriate contractual provisions can be made for such latent
conditions because they are foreseeable, even if the exact way and
extent that they ulimately materialise is not actually foreseen.

“Unknown unknowns” relate to unforseen risks that the parfies have
neither knowledge nor suspicion of. The “unknown unknown” risk events
are likely to be the most problematic if they happen, since the contract
may not have made explicit provision for the rights and obligations
arising. Each party may have different perceptions of the contractual
consequences of such an event. An example of an “unknown unknown”
risk event was the unacceptable vibration of the Millennium foot bridge
over the Thames in London which occurred immediately on its opening

in 2000. The very unusual phenomenon of lateral vibrations under
pedestrian traffic was not anticipated by the designers, and accordingly

no provision had been made in the original design to control it.?

Risks, being the chance of a risk event happening, either materialise or

not. If a contractual risk event does not happen, neither party assumes



obligations nor gains rights in respect of the nonevent. If a contractual risk
event does happen, contractual action will need to be taken because

the event impacts on the attainment of the contract objective. Contractual
action in this sense will involve the exercise of (additional] obligations to
deal with the impact of the risk event to mitigate its effect on attainment
of the contract objective. The additional obligations arising result in a

concomitant accrual of the obverse rights by the other party.

The relationship between contract “success”
and risk

Itis a widely held view that disputes in construction contracts are
inevitable. Anecdotal experience behind the formation of so many
enquiries into disputes in the construction industry™ and the [imited
available statistics indicate a significant probability for the occurrence of a
dispute in a construction contract." Clearly a dispute is not inevitable

in any one contract, as many contracts of various types are successful.
However, the chance or probability of success is less than one because,
demonstrably, some contracts end up in dispute.

To answer the question posed by this paper rigorously, it would be
necessary to have meaningful statistics of the probability of success for
different types of contract, based on appropriate sample sizes. A specific
form of contract which demonstrated greater “success” than the norm

for dll construction contracts would then indicate a higher probability of
achieving the contract objective for that form of contract. The wide variety
of different confractual approaches, different contract forms and the
permutations and combinations resulting from individual contract clauses
in different factual situations make this a formidable, if not impossible

challenge.

It follows that the success of an individual project {indicated by no
disputes) could result from any one or more of, inter alia:
L]

a chance outcome of probability because risks did not materialise;

the form and/or terms of the confract which minimised confractual risk; or

*  successful risk management during execution of the project ensured

that no risks
materialised in a way that impacted the confract obijective.
The latter two bullet points may well be interrelated, as the form and/
or terms of the contract may encourage or promote successful risk
management during the execution of the project itself. Because of the
intervention of probabilities, the success or lack of it in an individual
contract cannot prove or disprove whether confractual risk is reduced or
increased. However, one useful assessment that can be made is whether
the form/ferms of a contract in the particular circumstances contain
provisions that are generally regarded as reducing the likelihood

of disputes.

“Allocation” of risk

Davenport has suggested that it is misleading fo refer to contracts as
“allocating” risk, as contracts allocate obligations.® A risk, being the
chance of an event happening, is not “allocated” to either party by

the contract. It may exist separate and independent of the obligations
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and rights of the parties, or the risk event may be under the “control” of
one of the parties. To use the example of extreme weather conditions,
neither party “controls” the risk in the sense of having any responsibility
for the risk event happening, namely the occurrence of extreme weather
conditions different from those expected by both parties. However, the
risk that the equipment used will not be capable of constructing the facility
is under the control of the Contractor who has the obligation to provide

appropriate equipment fo undertake the work.

Whether or not one of the parties has “control” over a risk event, it is

the obligations and rights arising as a consequence of the risk event
happening that is “allocated” by the contract. Thus, in respect of latent
ground conditions, in addition to the Contractor’s obligation to carry out
the additional work, the contract may give it the right to both an extension
of fime and additional compensation for the unforeseen additional work,
whilst simultaneously placing an obligation on the Employer to grant

an extension of time and pay the additional cost. The Abrahamson
principles,'® well known to construction lawyers, are widely regarded

as the basis of “balanced” or “fair” or “efficient” risk allocation. Many
standard form contracts are based on the explicitly stated principle of
balanced or fair risk allocation, e.g. the Australian

Standard 4000 series,” the US Consensusdocs,'® the UK New
Engineering Contract,”” the European Engineering Industries
Association,? the International Chamber of Commerce,?' the

Baltic and International Marine Council?? and contracts for the UK
offshore oil and gas industry.?® The principle is also espoused by
government procurement agencies in the UK, Australia® and the
USA.2¢ Many writers suggest that adherence to the principle of balanced
risk allocation enhances the prospect of successful contracts, by
encouraging contractual performance that minimises adverse outcomes

and thereby reduces disputation.?”

Risk management

Risk management is a widely used term which means different things
to different people. Consistent with international standards, Australian
Standard AS4360:2004 states that risk management is a holistic
management process involving: identification, analysis, evaluation,
treatment, communication and monitoring of risks. Treatment involves
ways of dealing with identified risks in various ways in order to change
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them, and the term is synonymous with “control” in the Abrahamson
sense. The ferm risk management is often used in the more
restricted sense of risk freatment or control. Avoidance, abatement

{minimisation) or fransfer of a risk are specific methods of risk freatment.

The Abrahamson principles are predicated on the concept of which party
“controls” a risk. A neutral risk is one which neither party “controls”. It is
suggested that “control” by a party in respect of non neutral risks means
that the party can influence at least one of:

the likelihood of the risk event happening;

the nature of the risk event: or

the consequences if the risk event happens.



Scope and risk

As noted above, a contract defines the scope of each party’s rights and
obligations in pursuit of the contract objective. Each such obligation
carries with it the risk of nonperformance and the obverse risk of the other
party not receiving its corresponding right. Many clauses in construction
contracts are terms that are designed to “encourage” performance of

the contractual obligations, by use of either the “carrot” or the “stick”. A
bonus/penalty clause for early/late completion is an example of both
approaches. Whatever method is adopted, the aim of such

provisions is o reduce the risk of non-performance of contractual
obligations. Of course, the ultimate stick is the legal sanction of damages
for breach of confract o “encourage” performance of contractual
obligations. It is perhaps stating the obvious to note that the better the
definition of the scope of contractual obligations, the smaller the risk of
non-performance of those obligations. The more “known knowns” there
are, the fewer the “known unknowns” and “unknown unknowns”, and the
smaller the ambit of the risks. Ambiguity of contract terms is the antithesis
of a clear definition of contract scope, since each party may have a
different view of its rights and obligations arising from such terms. Such
ambiguity must increase the risk of non-performance and the likelihood of

subsequent disputes.

Risk events

True “unknown unknowns” form an important class of risks and risk
events, as by definifion they are not foreseeable, or at least were not
foreseen by either contractual party. Contractually, the occurrence of an

“unknown unknown” risk event can have the following consequences:

[a] one party has a coniractual liabifity arising from the happening of
the risk event, because dealing with the event is within that party’s
contractual obligafions;

{b) the eventis a force majeure event that triggers the relevant
contractual provisions excusing performance; or

(c) the contractis frusirated.

As an example of (a}, in a contract with no force majeure or
unforeseeable events clause, a severe earthquake in an area classified as
not subject fo significant earthquakes might cause

collapse of a partly constructed structure, leaving the contractor with
expensive reinstatement work to complete at its own cost (which event it

may or may not have insured for).

The determination of which category an “unknown unknown” risk
falls into depends on construction of the terms of the confract. The
consequences of risk events [a} and (b} are determined in accordance
with the provisions of the contract. A force majeure clause is a
contractual mechanism to prevent an “unknown unknown” risk event
outside the control of either party triggering termination of the contract

because of frustrafion.
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However a type (c] risk event is one in which the law steps in to determine
the outcome by terminating the contract. Frustration occurs “whenever the
law recognizes that without default of either party a contractual obligafion
has become incapable of being performed because the circumstances in

which performance is cafled for would render it a thing radically different

from that which was undertaken by the contract ...” 2% That is, the contract

does not allocate the consequences of the risk happening to either party.

It is submitted that the more work done to convert “unknown unknowns”
info “known unknowns”, or to convert “known unknowns” into “known
knowns”, the better the project scope will be defined, and the fewer and
smaller the risks will be. In other words, careful attention to the contractual
terms which define the obligations of each party and the scope of fime,

cost and quality will reduce contractual risk.

The choice of contract type

For the purposes of this paper, the term construction contract is confined
to contracts in which construction of a physical structure is undertaken,
thereby excluding e.g. design contracts etc. Even with this limited
definition, there are a number of more or less distinct species of
construction contract, as a perusal of the list of standard forms published
by organisations such as the Joint Contracts Tribunal, Australian

Standards and Consensusdocs (US) will confirm,

Although there are various ways of distinguishing one type of contract
from another, what is significant for present purposes is the extent fo
which each contract party, Employer or Contractor, assumes contractual
risk. Considering contractual risk as the aggregation of time, cost, quality
{and perhaps design) issues, the following hierarchy lists “adversarial”
contracts in increasing order of Employer risk and decreasing order of
Coniractor risk:

EPC/turnkey

Design and construct

“Traditional” (design-bid-build)

Management contracfing/Project management

*  Consfruction management.

Within any one of these categories there can be a spectrum of risk
allocation, e.g. the lump sum, measurement or “cost plus” variants

of a traditional construct only contract. These types of contracts are
termed “adversarial” because of the way in which the legal rights and
obligations of each party are formalised in the traditional way by means
of the contract. Typically, assuming more risk also means more control
over the relevant risk events. By contrast, the risk allocation in modern
confracting arrangements such as alliancing or partnering explicitly seeks
to manage execution of the confract co-operatively to share risks and

rewards on an equitable basis, and eschew disputes between parties.

It is submitted that in pracfice, an Employer procuring a project must make
o frade-off between his/her desires in respect of time, cost and quality.

A quick, cheap and high-quality project is an oxymoron. It is therefore



suggested that parties who understand what each type of contract can
and cannot achieve in respect of time, cost and quality, and who takes
the risks, will make the biggest contribution in minimising risks by selecting
the most appropriate form of contract that increases the likelihood of
achieving the most important outcome(s). The differences between

the different types of contract are essentially in who manages and
controls particular risks. The characteristics and risk allocation of some of

these types of contract are broadly as follows.

Consfruction management/EPCM is an appropriate form of contract

for an Owner who wants to have ultimate control of the quality of
consiruction, whilst endeavouring to minimise the overall

elapsed time. By directly contracting the designers and frade
subcontractors, coordinated by a Construction Manager, the Owner
retains control and supervision of quality. If required, a CM

managed project can be “fast tracked”, in which construction starts
before the design is completed. The Owner minimises its quality risk by
appropriate selection and management of its designers and Construction

Manager. However, it will generally assume both time and cost risk.

“Traditional” (design-bid-build) procurement can deliver the lowest cost
project whilst giving the Owner substantial control aver the quality of the
finished product because it engages the designers directly. Successful
design-bid-build with minimal variations requires that the design

be completed before bids are sought for construction. Accordingly, this
contractual approach generally cannot deliver a project in the minimum

feasible time.

Design-construct is an appropriate approach for an Owner who wants
a project completed in minimum time for o defined price. The contractor
assumes responsibility for design, thereby eliminating one source of
potential disputes between Owner and contractor - late delivery of or
errors in design documentation. However, as the design is the
responsibility of the contractor, the Owner will have limited opportunity
to influence or control the resulting quality. It is apparent from this brief
summary of the different types of construction contract that there are
“horses for courses”. An owner that requires time and price certainty is
illadvised to adopt Construction Management, amply demonstrated by
the time and cost overruns on Scoffish

Parliament House.2? An owner that requires the shortest possible
construction time will need to select an alternafive to traditional
contracting, perhaps design and construct. However, it cannot

expect fo have the same level of control over the qudlity of the finished
facility as it would under the traditional design-bid-build procurement.
Thus, it is suggested that irrespective of the specific terms of the contract,
if the type of contract is inappropriate for the owner’s most important
criteria for success, the risks of not achieving its objectives will be higher

than necessary.

Risk and contract forms

In a 1996 paper, Fenn et al reported the results of a significant survey
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of users of Standard Form Contracts.*® This survey endeavoured to
defermine users’ perceptions of the influence of the form of contract on
the incidence of disputes. The survey reports on the perceived expectancy
of disputes of users of 14 different standard form contracts. The contracts
were various standard forms published by IChemE, JCT {including design
and build), ICE {including design and build} and GC Wks 1 (Central
government form). The statistical results presented were derived from a
total of 1873 uses of Standard Form contracts. In addition, there were
117 uses of a one-off or bespoke contract reported. It was found that
there were significant differences between some contract forms in

the expectation of disputes. In particular the NEC, IChemE and JCT

81 Design and Build forms were found to have a significantly lower
expeciation of disputes than the JCT 80, ICE {5th ed) and GC Wks 1. Itis
inferesting to note that the bespoke contracts had the highest expectation
of disputes, followed closely by GC Wks 1. It is submitted that this data
suggests that, as some contract forms are perceived to result in a higher
incidence of disputes than others, some contract forms are higher risk

than others.

Risk is an explicit consideration in the NEC suite of contracts. Transparent
allocation and reduction of risk is a stated aim of the drafting of each

of the different forms.®" The most significant contribution of the NEC
contracts to contractual risk reduction may be in the specific

obligation to establish and maintain a risk register. Good risk
management practice is thereby promoted by the requirements of the
contract itself. The experience of the widespread use of NEC contracts
over the period of 15 years since the first edition appears to confirm its
success. Lloyd recently reported that there is only one significant judicial
decision in that period involving NEC contracts.® This does seem to
indicate that in comparison to other standard form and bespoke contracts
over the same period, NEC contracts resulted in less disputes and

therefore reduced contractual risk.

In 2002, Sidwell et al investigated 10 Australian projects and found 15
project related factors which were critical to project success. Of these,
four factors explained 65% of the overall performance variance, which
the authors stated was consistent with findings by other researchers.

Included in these four factors was equitable allocation of risk:

"Effective risk identification, analysis and management techniques
together with equitable distribution to those parties best able to cope

with the risk are now well accepted as key determinants of successful

projects”.*®

Conclusion

Every contract has risks that the contract objective will not be achieved
because of a shorffall in one or more of the contractual expectations of
time, cost and quality. Notwithstanding the well documented

history of problems with many construction contracts, some projects are
successful because there is no shortfall between contractual expectations
and performance. Whilst such outcomes can be a statistical outcome of

probability in that risks did not materialise or impact achievement of the



contract objective, it is suggested that risk management is a central feature
of many successful projects. This paper has suggested that the contract
has a central role to play in risk minimisafion. Firstly by selection of the
appropriate form of contract that gives priority fo the most important
aspects of delivery of the Employer's project. Secondly, the terms of

the contract can have a positive effect in minimising contract risk by
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“dllocafing” risks fo the party best able to “control” them.

Thirdly, the contract can promote the cooperative management of risks
by its formal execution and reporfing requirements, rather than leaving

them as the individual responsibility of one party to deal with during
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