By Steve Revay

In recent years, con-
struction practition-
ers spent a signifi-
cant portion of their
time and energy on
finding solutions for
the avoidance or, if
not possible, for the
resolution of claims. This intense
search to find ways and means to
reduce, if not entirely eliminate, the
adversary atmosphere which plagues
so0 many construction projects today
is perhaps the most dramatic illustra-
tion of some of the problems facing
the industry.

Alternate Dispute Resolution (ADR)
and Partnering, the two most often
suggested solutions to these prob-
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lems, unfortunately represent noth-
ing more than a treatment of the
symptoms and not a cure for the dis-
ease. Although the frequency and the
intensity of construction disputes
may be lessened by Partnering or the
introduction of ADR, neither of these
processes alone will yield a cost-
effective and dispute-free project.
Both Partnering and most forms of
ADR, perhaps with the exception of
arbitration, lack the means of enforce-
ment and their ultimate success
depends on the parties’ goodwill. A
buliterrier will retain the characteris-
tics of its species even after having
been through obedience school.
Similarly, a team-building exercise
will not alter the behaviour of a con-
trary minded party, particularly if act-
ing in good faith could cost him large
sums of money.
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More importantly, the seeds of dis-
putes are usually planted long
before the first contractor arrives on
site or the team-building exercise
can take place. One must, therefore,
look for a cure for the disease in the
pre-construction phase, that is dur-
ing the design stage and when the
applicable contract documents are
being prepared. Equitable alloca-
tion of construction risks is consid-
ered one of the most powerful
weapons in the fight against dis-
putes.The following articie offers an
analysis of the New Engineering
Contract (NEC), recently published
in London by the Institution of Civil
Engineers (I.C.E.). It is contended
that this form of contract goes fur-
ther towards a dispute-free project
than any of the other standard
forms in use today.

CAN CONSTRUCTION DISPUTES

Construction is plagued, perhaps
more than any other industry, with
disputes due to the inherent conflict
of interest between the buyers of
construction services (i.e. the owner
or employer) and the seller of those
services (i.e. the contractor). The
buyer wants to receive the most
value for its construction dollar
whereas the seller wants to spend the
least amount of money while meet-

ing its contractual obligations.
Unfortunately, these obligations are
seldom, if ever, stated in clear

enough language so as to preclude
misunderstandings. Over the years
the industry has learned to rely on
the design engineer or the architect,
i.e. the most likely author of the mis-
understanding, to clarify it and to
decide on the corresponding respon-
sibilities of the parties. To this extent,
the engineer or the architect of record
is required to act in a quasi-judicial

BE AVOIDED?

capacity. This system has worked
since time immemorial even though
the services of the engineer/architect
were paid for by the buyer (i.e. the
owner), and perhaps it would still
work had it not been for the owner's
desire to save time and money dur-
ing the design stage. Engineers/archi-
tects today seldom have enough time
or money to complete the design and
prepare job specific technical specifi-
cations prior to calling for bids.
Accordingly, misunderstandings may
be the direct result of the gaps left in
the incomplete tender documents by
the designer. Clarification, therefore,
could conceivably mean additions to
the scope of work for which the
Contractor ought to be compensated.
Can any interested party act in a truly
independent (i.e. quasi-judicial) man-
ner in such circumstances? Hardly.

More importantly, the increasing
complexity of today’s projects, with

an ever-increasing number of con-
tractors, subcontractors and/or ‘sup-
pliers working to separate contracts,
having parallel obligations towards
the completion of a technically diffi-
cult project in ever-decreasing time
periods, inevitably results in extreme-
ly complex claim situations. These
difficulties are exacerbated by the
suspicion of bias or self-interest on
the part of the engineer/architect.

To overcome this fundamental prob-
lem and to relieve the design engi-
neer/architect of any judicial as well
as managerial responsibilities, NEC
divides the historical role of the engi-
neer/architect between the Project
Manager, the Supervisor, the design-
er of record and the Adjudicator.
Although this is not the only depar-
ture from the standard form of con-
tracts in use today, it is probably the
most significant.



NEC Evolution

Before dealing with the above-identi-
fied functions and the other innova-
tions contained in the NEC, let us
examine the reasons for and the his-
tory of NEC.

The Institution of Civil Engineers has
been publishing contract conditions
probably longer than any other orga-
nization. The current I.C.E. Conditions
of Contract is in its sixth revised edi-
tion. Although this form is seldom
used on the North American conti-
nent, many Canadian and American
consulting firms and contractors
would be familiar with its terms by
way of the use of the Conditions of
Contract for Works of Civil
Engineering published by the
Fédération Internationale des
Ingénieurs Conseils, popularly known
as the FIDIC Conditions, which is the
predominant form of contract in the
international arena. The FIDIC
Conditions are derived from and
modelled on the I.C.E. conditions,
including among other things the
quasi-judicial powers and significant
administrative role of the Engineer.

In 1985, the I.C.E. decided to “lead a
fundamental review of alternate con-
tract strategies for civil engineering
design and construction with the
objective of identifying the needs for
good practice”

The first draft of NEC was issued in
1991 and used on a trial basis in the
U.K., South Africa, Hong Kong and
Belize. As a result of the experience
gained during the trials, the language
of the contract was revised, but with-
out altering the intended principles
and was reissued in 1993 as the First
Edition. A NEC Users’ Group was
launched in January 1994, and in July
Sir Michael Latham recommended in
his “Final Report of the
Government/Industry Review of
Procurement and Contractual
Arrangements in the UK Construction
Industry” that the NEC “be a com-
mon contract for the whole industry”
The philosophy adopted in the NEC is
probably closer to contracting prac-
tices found in continental Europe
than those governing either the I.C.E.
or FIDIC conditions. For instance, the
powers of the Project Manager in the
NEC are not dissimilar from that of
the maitre d’oeuvre in France. It
would not be surprising, therefore, if
FIDIC were to follow the example set
by the NEC in the not too distant
future.

Changed Roles

The design engineer/architect of
record is notably absent from the
text; his/her name is not mentioned

anywhere and he/she has no obvious
say in the carrying out of the contract.
Were this apparent relegation of
authority of the engineer/architect in
favour of that of the Project Manager
recommended by the Project
Management Institute, it could be
more readily understood, but taken
less seriously. But coming from the
Institution of Civil Engineers, one of
the bastions of the classical role of
engineers, it deserves more atten-
tion. Admittedly, the lead author of
the NEC, Dr. Martin Barnes, is a keen
student and vocal disciple of the
development of project manage-
ment, but he alone could not likely
cause such a major change in the
direction of contracting. It is probably
safe to assume that |.C.E. has decided
that engineers can best serve their
fellow human beings by doing what
they have been trained for, the engi-
neering and design of environmental-
ly sustainable, quality projects.

The American Bar Association has
recently established a task force with
the objective of taking a fresh look at
construction contracting. The prelimi-
nary view of this task force is similar,
namely, that the designer of record,
that is the classical engineer/archi-
tect, ought to be relieved of all quasi-
judicial roles.

The Project Manager under the NEC
is responsible for and has full appar-
ent authority to deal, on behalf of the
Employer (the owner in local par-
lance), with all the contractual, tech-
nical and administrative issues that
may surface during the project.
Should the Project Manager be limit-
ed in his/her power in any manner,
such as by the amount of additional
compensation he/she may authorize,
then an appropriate authorization
must be obtained by him/her within
the time provided for under the rele-
vant clause(s) of the NEC. Failure to
act within the specified time by
the Project Manager entitles the
Contractor to additional compensa-
tion.

With that much power given to the
Project Manager, one may ask: what
then has changed from the point of
view of the Contractor? First of all,
the Project Manager is independent
of the designer(s) and has neither
real nor implied bias or self-interest
in covering up gaps in the scope of
the work, ambiguities in the specifi-
cations or design deficiencies. More
importantly, however, should the
Contractor consider that the Project
Manager’s actions or decisions are
not in accordance with the contract it
may bring its complaint to the
Adjudicator. This is a very important
safeguard against potential abuse of

power on the part of the Project
Manager. Additionally, the entire con-
tract, particularly Clause 6 —
Compensation Events — is construct-
ed in such a way as to constrain the
Project Manager from acting unrea-
sonably.

New Players

The Adjudicator is appointed jointly
by the Employer and the Contractor.
The Adjudicator becomes involved
only when a dispute is referred to
him/her. The Adjudicator is therefore
independent from the Employer and
the Contractor and his/her fees and
expenses are shared equally regard-
less of the decision. Clause 9 of the
contract sets out the steps leading to
a decision. Specific time limits are
provided for each step (e.g. four
weeks) thereby establishing the
longest duration within which a dis-
pute must be resolved, i.e. 12 weeks.
There is, however, no bar to proceed-
ing faster. The decision of the
Adjudicator is executory, that is the
Project = Manager and/or the
Contractor must implement the deci-
sion. For example, if a decision calls
for additional compensation, the so
determined amount must be paid in
the next progress payment.
Notwithstanding the binding nature
of the Adjudicator’s determination,
either party may file for arbitration as
long as it advises the other party
within four weeks of receiving the
decision. The arbitration is governed
by the applicable (or agreed upon)
Arbitration Act. No dispute may be
referred to arbitration unless it has
first been submitted to the
Adjudicator. A decision by the
Adjudicator, however, is not a prereq-
uisite. A dispute may be referred to
arbitration should the Adjudicator fail
to render a decision within the allot-
ted time. In such a situation, the four
weeks limit starts at the date when
the decision should have been deliv-
ered (i.e. a party may file for arbitra-
tion a day after the relevant date).

A new player on the scene is the
Supervisor, who is responsible for
verifying that the works are con-
structed in accordance with the plans
and specifications and as such is act-
ing as a quasi-resident engineer or a
clerk of works.The Supervisor who is
appointed by the Employer may be
from the Employer’s permanent staff
or from an independent organization
other than the firm of designers. The
Contractor has the same rights with
respect to a decision by the
Supervisor as to that of the Project
Manager. If irf disagreement with
such a decision the Contractor can
refer it to the Adjudicator for determi-
nation.



The first edition of the NEC is made
up of the following parts:

* six versions of the Employer-
Contractor form of contract;

» the New Engineering Subcontract;
* the flow charts; and
+ the guidance notes.

The Employer-Contractor version,
which is the only one being reviewed
here, can be used for construction
work containing any or all of the tra-
ditional disciplines such as civil, elec-
trical, mechanical or building work.
Similarly, it can be used whether the
Contractor has some design respon-
sibility, full design responsibility or
no design responsibility at all. The six
versions cover all generally used
options such as fixed price contract
with schedule of pay items, unit price
contract with schedule of quantities
and prices, target price contracts,
cost reimbursable contracts and
management contracts.

The unique feature of the NEC is that
its structure and a number of clauses
(i.e. the core clauses) are identical in
all six versions. Each form of contract
is made up of five elements:

e core clauses;

« optional clauses (specific for each
of the six versions);

« secondary optional clauses that can
be used in any one version;

» schedule of cost components, used
to price compensable events;

* contract data, setting out all job
specific information.

Job specific requirements and all
design related issues are to be cov-
ered in the technical specifications,
accordingly the NEC is relatively
short but flexible.

Core Clauses

There are nine core clauses, three of
which contain terms that are materi-
ally different from those currently
found in standard forms.The authors,
however, warn potential users that
notwithstanding the  similarity
between the language used by other
contracts and the NEC, this is a total-
ly revised contract and should not be
applied without thorough under-
standing. The three clauses are:

6 — Compensation Events;

» 8 — Risks and Insurance;

* 9 — Disputes and Termination
(which has already been discussed).

Clause 6 sets out sixteen causes
which entitle the Contractor to addi-
tional compensation, including the
following:

* "A test or inspection done by the
Supervisor causes unnecessary
delay’ or

* “If there is an inconsistency within
the Site Information (including the
information referred to in it} the
Contractor is assumed to have
taken into account the physical con-
ditions more favourable to doing
the work.”

* “Weather is recorded within a cal-
endar month and before the
Completion Date for the whole of
the works at the place stated in the
Contract Data which one of the
weather measurements, when
compared with the weather data,
shows has occurred on average
less frequently than once in ten
years.

This Clause also describes the notice
requirements to safeguard the
Contractor’s entitlement, as well as
the method to assess the amount of
compensation. Impact cost, for exam-
ple is treated as follows:

» "“If the Project Manager decides that
the nature of a compensation event
is too uncertain for its effect to be
forecast reasonably, he states
assumptions about its nature on
which assessment is to be based
when he instructs the Contractor to
submit quotations. If any of these
assumptions is later found to have
been wrong, the Project Manager
notifies a correction as a compensa-
tion event.”

» “Allowances for cost-increasing and
delaying factors which have a sig-
nificant chance of occurring and
which are at the Contractors risk
under this contract are included in
forecasts of Actual Costs and
Completion” — that is the so esti-
mated amounts are to be paid to
the Contractor.

The reason for this apparent leniency
towards contractors, according to the
authors of the NEC, is the recognition
that none of the events which are the
subject of compensation have result-
ed out of a fault of the Contractor,
accordingly it is fair and reasonable
{and is in compliance with the law of
damages) to reimburse  the
Contractor for those additional costs
which it would not have sustained
but for the event in question.

Clause 8 describes how the risks of
loss or damage to physical property
and of personal injury or death are
allocated, procedures for dealing
with the loss, damage, injury or death
when these risks happen, the liabili-
ties to which the parties are exposed,
the indemnities provided by the par-

ties and the insurance requirements.
One unique feature of this clause is
that it relieves the Contractor of
responsibility for loss or damage to
the permanent works even during
construction, if it has resulted from a
fault of the Employer or his design.
Also it relieves the Contractor from
the risks of war, radioactive contami-
nation, and any other specific risks
for which the Employer has accepted
responsibility and listed in the
Contract Data (such as environmental
issues or contaminated soil, etc.)

Important Options

Among the Employer-Contractor
form of contracts the target price and
the management contracts deserve
special comments.

Target price contracts, when first
introduced, were heralded as the
ideal solution to projects where con-
struction must start prior to the
design being completed (i.e. fast track
projects).Their anticipated popularity,
however, has quickly waned primarily
due to the difficulties encountered in
adjusting the initially agreed prices.

The NEC appears to sidestep this
problem and recommends that the
compensation event procedure is to
be applied to changes. In the case of
a target price contract with bill of
quantities and prices it is stated that:

* “The difference between the final
quantity of work done and the
quantity for an item stated in the
bill of quantities at the Contract
Date is a compensation event if:

* the difference causes the Actual
Cost per unit of quantity to change,
and

* the rate in the bill of quantities for
the item at the Contract Date multi-
plied by the quantity of work done
is more than 0.1% of the total of the
Prices at the Contract Date.

A difference between the final total
quantity of work done and the quan-
tity for an item stated in the bill of
quantities at the Contract Date which
delays completion is a compensation
event”

There is a great similarity between
the conditions governing the fixed
price and the target price contracts.
The procedure provided for the
adjustment of prices in case of expe-
riencing changes or other compensa-
tion events, as described above, is
identical for both versions.The differ-
ence is that the tendered target prices
exclude overhead and profit which
are covered by the Fee that, of
course, may be reduced by sharing
cost overruns in accordance with the



agreed upon formula. In the NEC the
protection of a minimum Fee is
achieved by setting in the Contract
Data an appropriate range over which
the sharing applies.

In the Management Contract the
responsibilities of the Contractor are
the same as those in other main
options with the exception that the
Contractor does not undertake work
itself and all work is subcontracted.
The services are limited to the con-
struction phase and if the Employer
requires substantial pre-construction
services then a separate service con-
tract ought to be signed.

The subcontract prices are paid to the
Management Contractor as Actual
Cost, understanding that these prices
can vary only pursuant to the com-
pensation event process. Addi-
tionally, he receives payment of the
tendered L.S. Fee which covers the
cost of supervision, administration
and design (if required) as well as
profit. This fee will increase as sub-
contractor’s prices increase due to
compensation events, but not for the
cost of services required to adminis-
ter compensation events. As can be
seen, the Management Contract is, in
reality, a fixed price contract,
although total price is determined
only after all subcontracts have been
awarded. '

Secondary Options

After deciding on a main option, the
user may choose any of the sec-
ondary options. However, it is not
necessary to use any of them. The

secondary options are:

Option G Performance bond

Option H  Parent company
guarantee

OptionJ  Advanced payment to
the Contractor

Option K Multiple currencies

Option L Sectional Completion

Option M Limitation of the
Contractor’s liability for
his design to reasonable
skill and care

Option N Price adjustment for
inflation

Option P Retention

Option @ Bonus for early
completion

Option R Delay damages

Option S Low performance
damages

OptionT  Changes in the law

Option U  Special conditions of

contract
Conclusions

All in all, the NEC appears to be very
even-handed, although not every-
body will agree with that opinion
simply because not everybody is pre-
pared to be so fair and reasonable
with Contractors. For the sake of
those contrary minded, a word of
warning: the more risks and responsi-
bilities placed on the Contractor’s
shoulders, the more likely the chance
of lengthy and expensive disputes,

notwithstanding Partnering or the
introduction of ADR.

Admittedly, it is premature to specu-
late about the acceptance of the ideas
advocated by the NEC, particularly on
the North American continent.
Nevertheless it is safe to predict that
they will have a significant impact on
future contracting the world over,
either in its current format or with sub-
sequent revisions. It is clear, for
instance, that for it to be generally
adopted in the USA or in Canada some
of its language would have to be
altered to bring it more in line with
local usage and existing statutes. It is
also possible that the Professional Acts
of some states or provinces may have
to be revised to allow an Employer to
appoint a non-engineer/architect as
Project Manager, unless of course the
presence of a professional Supervisor
could solve that problem.

One may also ask whether replacing
one individual (i.e. the engineer/
architect) with two (i.e. the Project
Manager and the Supervisor) would
not unnecessarily increase the cost of
construction, particularly on smaller
projects. Although the NEC does not
deal with this issue, it is contended
that neither the Project Manager nor
the Supervisor would have.to be on
the project full time in the same way
as the engineer/architect is today. All
these uncertainties and/or problems,
however, would pale into insignifi-
cance if the innovations introduced
by the NEC would actually help to
reduce disputes and enhance the cost
effectiveness of construction, as it is
believed they can.
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