


Succeeding in a Fraught Construction Market

In February 2005, Clayton Utz in conjunction with the Australian Constructors Association held a series of seminars which
explored the challenges faced by the construction market. In June 2005, more than one quarter later, these challenges are
still present and the solutions identified at the seminars have become increasingly pertinent to the success of contractors
and their clients.

With escalating construction costs and a shortage of skilled labour, today’s construction market is one of the hardest for
many years. Its fraught nature poses a series of industry-wide challenges, and meeting them requires fresh approaches to
managing the construction risk.

Following on from the popularity of the fraught market seminar series, this publication expands upon a number of the
solutions identified by leading industry participants, solutions which have become increasingly relevant over the course of
the past quarter. We believe the critical issues identified in this publication and the suggested solutions will be of interest to
all key players in the construction market.

Clayton Utz thanks all contributors for their valued insights and will continue to support keynote industry discussion of this
nature in the future.
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An economic shapshot

Current conditions in commercial construction — and particularly
engineering construction — are very strong.

Indeed, businesses have never invested in Australia’s future
at a faster rate. That reflects three factors:

*  First, the striking strength in domestic demand in recent
years, which drove considerable investment in retail
premises and a renewed pick-up in office buildings.

e Second, China-driven demand for our commodities has
generated investment strength in mining and downstream
manufacturing. (Resource project completions are running
at almost four times their average of recent years as
a result.)

* Third, many years of neglect have left Australia’s
infrastructure struggling to cope with the recent surge
in demand. The road, rail and port systems are not up to
the task, while energy generation (in Queensland) and
water storage and distribution (everywhere) are pressured.

So there has been a resultant scramble to make good on
the years of neglect with a surge of spending.

Current investment strength is concentrated in mining,
downstream manufacturing and in property and business
services, and Access Economics sees investment lifting further
over the next two years, a rational response to strong capacity
utilisation and a corporate profit share near record rates
(implying investment in new capacity will be profitable) as
well as still low interest rates.

Will the current strength last?

To answer that question it is necessary first to identify the key
drivers of construction demand. In brief, construction builds
the nation’s new capital stock of buildings and replaces the old.
Construction demand therefore depends on the economic
drivers for the new (GDP growth) and for the old (the need

for change via replacing, refurbishing, and/or reshuffling).
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Faster growth in a range of other services (as consumers steadily
become wealthier and earn higher incomes) has seen Australia’s
construction sector shrinking as a share of the economy for
decades now. Despite this, the net result of current trends has
been the sharpest upswing in construction demand in three
decades.
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That upswing was evident in each of housing, engineering and
commercial construction. And it occurred while the rest of the
economy was booming: unemployment at its lowest levels since
1976, and capacity utilisation at its highest in 15 years.

The resultant pipeline of work still to be done is the biggest
it has ever been — swamping anything seen in the late 1980s.
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Due to these trends, commercial building costs grew 10% in the
past year. That is the fastest inflation seen in 18 years, and the
fastest relative inflation (taking off CPI inflation) ever recorded. In
addition, materials and labour look likely to remain in short supply,
keeping construction costs high.
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These unprecedented rises in construction costs and labour
shortages have one major implication for the construction
industry - a higher risk environment. As observed following the
recent high profile collapses of Henry Walker Eltin and Walter
Corporation, it is indeed a fraught market for contractors.
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The typical reliance of commercial construction on fixed term
lump sum contracts has done little to calm this volatility. Under
a fixed term lump sum contract, builders are essentially selling
two products: building services and cost/price insurance.

Construction contractors aren’t efficient providers of such
insurance — so they get hit hard (or fail) as the price cycle jumps.
The resulting higher prices are then built into the next round

of contracts. This is the phenomenon we are currently seeing

in the construction market.

Over and above the broader economic conditions, the industry’s
stock standard contracting arrangement — the reliance on some
form of lump sum — only adds to the cyclicality of an already
volatile industry.
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What happens next?

It is clear the makeup of the business investment spend is
changing sectoral gears. The supercharged domestic demand
strength of recent years is finally fading, the victim of a pricked
housing price boom and a Reserve Bank looking to increase the
cost of credit (lowering the return on domestic investment).

At the same time, and despite the resurgent $A, the reasons

to invest in export-focused (particularly resource-focused) sectors
remain as strong as ever. There has been an enormous shift

in relative prices that has boosted the comparative advantages
of the mineral and energy commodity sector. That is dragging
along mining and downstream manufacturing investment as a
result, as well as boosting investment in transport and related
infrastructure.

Responding to the sharp lift in infrastructure concerns, Access
Economics’ Investment Monitor indicates that power and water
and transport projects underway are up strongly in the past year.
However, planned manufacturing projects are easing alongside
domestic demand and the strong $A.

From here on in there are some key indicators to watch:

* Interest rates are vital. If the Reserve Bank holds off on
further interest rate rises, then domestic demand growth
should merely ease, and many years of neglect have left
Australia’s infrastructure threadbare. That means there is
still a pent up demand for further work.

 Chinais also vital. Or, more broadly, good global growth
and healthy $A commodity prices are key drivers of current
commercial construction demand. Risks start to rise if one
or both of these key supports starts to fade.



The contractor’s
perspective

Recent events are highlighting the construction industry is most
exposed when business is booming.

Current Market Challenges

Contractors have typically operated on high turnover and low
margins, and have done so quite successfully, albeit taking on

a high level of risk rarely priced comprehensively. However in the
current environment of escalating construction costs and a real
shortage of skilled and managerial labour, top-tier contractors
have been unable to bear the consequences of full risk transfer,
and are reporting record losses.

The ability to innovate to overcome problems as they present

on site has long been a strength of construction industry
participants. However, in today’s market conditions,
underestimating the impacts of “unforeseens” is exacerbating
an already stretched market. There is a serious need to recognise
the point at which risk becomes unreasonable risk - and can’t be
mitigated using traditional means in times of heightened activity.

Construction Contracts

Under traditional contract arrangements, clients set the rules
of engagement. This has fostered a risk transfer mentality, with
project risk — both defined and undefined - generally borne by
the contractor.

With the abrogation of risk by clients comes a “not my problem”
mentality and a false sense of security that the contract is iron-
clad. However, in today’s market conditions, the value of
enforcing onerous conditions or liquidated damages against the
contractor can be limited, especially if such actions plunge the
project into distress and result in a liability for huge overruns and
failure to complete on time.

Contractors would prefer not to be presented with contract
conditions which contain risks that cannot be comprehensively
estimated because they are unmanageable. In the event that
those risks incur additional costs and losses, contractors
inevitably revert to the claims mechanism in an effort to claw
back improvement during the project duration.
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This presents unsatisfactory commercial circumstances for both
client and contractor.

The way forward

A booming market with precious few players signals it is time
to transform how the industry moves forward, given the market
is showing no signs of abated activity in the short to medium-
term future.

While the industry requires people with a high degree of
innovation and motivation, their inherent optimism must be
tempered with good sense, prudence and stricter management
controls.

The construction industry must also collectively refrain from
accepting risk that is not directly manageable. The onus remains
with the contractor to undertake a more rigorous risk
assessment, and understand that accepting risk should have a
premium attached.

Finally, clients and contractors need to engage at the very early
stages of project feasibility to agree to a commercially sensible
risk allocation. Joint design development leads to an “educated”
contractor who is far better placed to negotiate contract
arrangements with suppliers that reflect the prevailing market
conditions. The outcome for the client is a more reliable budget,
be it lump sum or target cost.

By developing a long-term relationship as opposed to a short-
term engagement of the contractor as a mere supplier, clients
also have a real opportunity to maximise best-for-project
outcomes, particularly in the current market conditions.

The shift towards relationship contracting will result in a true
integration of the client/contractor team, delivering an efficiency
of people and services as well as a very clear alignment of
project goals. The team undertakes to work co-operatively, on
the basis of sharing both project risk and reward, with an
undertaking to solve issues as they present in a joint and
transparent manner.

The industry has an opportunity to transform its rules of
engagement. It has a responsibility to foster a work environment
that will attract new people and to ensure it remains viable and
profitable for all future participants.



A new approach to
contracting

The contract structure can spell the difference between success
and failure for all parties in today’s fraught construction market.

The state of play

Today’s construction market presents significant legal challenges
for purchasers and providers alike. The traditional allocation of
risk under a construction contract has been to leave it almost
entirely to the contractor to manage. However in the present
uncertain market, this principle clearly is not working; late
delivery and cost overruns are fast becoming the reality for many
projects.

The reason? Contractors are finding it virtually impossible to
absorb the increased level of risk with which they are currently
faced, risk that they would probably have been able to manage
only three years ago. In this environment, there are too many
instances where “one size fits all” standard contracts no longer
serve the industry. A straightforward building contract will
typically take the form of a fixed lump sum amount for
construction of the project (with or without design responsibility)
by a fixed completion date, which may be extended in certain,
established circumstances. However, inserting a provision for the
escalation of costs may not be sufficient in today’s market
conditions: such clauses simply do not counter the huge “spikes”
in the costs of labour and materials which characterise the
present market.

Contracts that fall short of the industry’s needs only add to the
uncertainty in an already volatile market. The feedback from
owners is that this uncertainty is being reflected in the pricing
of tenderers for lump sum construction or design and construct
(D&C) contracts. As a consequence, owners may no longer be
best served by these types of contracts.

The issues

In this context, the challenge is to find better ways to deal with
the risks of cost and time.
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Cost risk

The question when dealing with cost risk must be this: is a fixed
lump sum for the whole of the work going to achieve the aims of
the parties in today’s market? The owner may not be protected
by a lump sum contract where the contractor finds itself
financially underwater as a result of escalating costs. It may

be that certain risks are better priced as design and other key
variables emerge. Some risks may be better embraced than
allocated.

Time risk

Does a fixed time obligation with liquidated damages attached
to it really work in an environment where contractors may simply
be unable to find the labour to work overtime to claw back delay?
Inany event, liquidated damages are usually a limitation on
liability — they do not always represent the full loss of the
purchaser, and contractors (in an environment in which they know
that time is reasonably unmanageable) are quite capable of, and
often do, price for the liquidated damages they know they are
going to have to pay. Thus, liquidated damages and a fixed time
do very little for a purchaser except create an illusion which is
shattered when the project fails to be delivered on time.

Relationship contracting — a solution?

As the foregoing demonstrates, the traditional adversarial
methods of project delivery, based on the philosophy that “your
pain is my gain”, may have little to offer purchasers or providers
in today’s market. Owners, confronted with very high tender
prices as a result of contractors attempting to price
“unpriceable” risks, are looking for smarter, alternative methods
of project delivery.

To this end, the parties might be better served by delivery under
a relationship contracting structure, such as an alliance.
Relationship contracting is a broad notion, embracing everything
from informal, partnering arrangements which can be super-
imposed over traditional contract structures, to “pure” alliances.



Alliance v traditional lump sum

Alliance contracts fundamentally depart from traditional lump
sum contracts in three essential ways:

* Remuneration: Alliance contracts replace the traditional
lump sum remuneration with a radical new performance-
based remuneration regime which seeks to closely align the
commercial interests of the parties.

This is essentially a sophisticated cost plus arrangement,
under which the owner agrees first to pay all of the
contractors’ costs, even if they are greater than anticipated,
and secondly to pay a “gainshare” or fee payment provided
certain, pre-agreed Key Performance Indicators (KPIs) are
met. This gainshare payment takes the form of a fixed lump
sum which is agreed upfront, rather than a percentage of final
costs, and is reduced if the pre-agreed KPIs are not met.
These KPIs almost always include a target cost and time for
completion. They can also focus on other priorities of the
owner, such as safety, environmental concerns, community
relations, and even operational performance and
maintainability of the project.

* “No blame, no disputes”: Under the “no blame, no
disputes” clause, each party agrees that it shall have no right
to bring any legal claim against any other participant in the
alliance, except in the very limited circumstance of a wilful
or deliberate default.

This clause aims to encourage participants to take risks and
accept stretch targets in the pursuit of cost savings and
enhanced project performance, without fear of legal liability
if they should fail. Accordingly, the adoption of a “no blame”
culture should result in increased innovation and consequently
in cost savings which simply wouldn’t be achievable in

a traditional adversarial contracting environment.

* Unanimous agreement: Under an alliance structure, most,
if not all, decisions must be made by way of unanimous
agreement between the owner and all other alliance
participants.

This arrangement is considered by many to be crucial to the
success of the alliance approach, as the absence of a deadlock
breaking mechanism forces the parties towards mutually
acceptable solutions.
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Cost risk under alliance

Even though, under an alliancing structure, the owner is required
to pay all the direct costs incurred by the other participants,
including increased or unforeseen costs, the risk of cost overruns
is in fact shared between the owner and the other alliance
participants. This is because any cost overruns will result in
areduction in the gainshare payment, and hence the profit,
derived by the other alliance participants.

Under a traditional lump sum contract, the contractor charges

a certain amount over and above the direct costs which it expects
to incur. In theory this is to cover it for any additional costs which
it will incur if risks allocated to it under the contract materialise,
such as increased costs of labour and materials. The problem

for the owner is that it must pay for these contingencies
regardless of whether or not they materialise, and in the present
market such contingencies are becoming expensive as contractors
seek to fully price the risks they are being asked to bear. For the
contractor on the other hand, the difficulty is that if these
contingencies materialise and the cost is greater than that which
is provided for under the contract, it must bear the remaining
costs on its own. In the present market, this can lead to financial
difficulties and the inability to complete.

An alliance contract, on the other hand, has the potential to
deliver cost savings when compared with this type of traditional
lump sum contract. As the owner is obliged to pay all of the
direct costs incurred by the contractor, even if those costs are
greater than expected, there is no need for the contractor to
charge a contingency to cover risks which may or may not occur.

Time risk under alliance

The alliance can similarly assist in the timely delivery of projects
in the current market. While a traditional lump sum contract may
set a fixed time for delivery, with liquidated damages for late
performance which can effectively be priced into the tender by
market-savvy contractors, an alliance may set a target date, with
incentives for timely completion. This protects the owner, who
only pays for timely delivery which is of value to it, rather than
paying for late delivery incorporated by the contractor into the
lump sum itself, and suffering the other detriments of late
delivery in addition. It also protects the contractor, who need not
price for the risk of being unable to complete on time, which
would result in it bearing the excess if its estimates turned out
to be incorrect.



Further, the collaborative nature of the alliance facilitates
consultative management of problems, such that the
responsibility for dealing with any given time risk when it
emerges may be given to the party or parties best able to actually
control it, motivating the parties to deal with the issue from the
outset, rather than letting it fester for later commercial
resolution.

The deal must match the market

Escalating costs, and materials and labour shortages have
dramatically changed the dynamics governing the Australian
construction market. The contractor is now in the position to
“pick and choose” its projects, and is at liberty to price tenders
to include increased risks that may have caught it off guard in
existing, distressed projects. Owners, once free to transfer all
risk to the contractor, are now finding this difficult, if not
impossible. In such conditions, it may be that a project delivery
structure such as the alliance, which overturns traditional
adversarial contracting, is just what the doctor ordered.

However, while alliancing has a lot to offer, it should not be
considered the answer to every project. Alliances are not suited
to all projects or, indeed, to all parties. For example, the “no
blame, no disputes” clause effectively involves a “leap of faith”
on the part of the owner, since the owner must pay for all direct
costs incurred by other participants.

The unanimous agreement approach, too, can lead to a
substantial loss of control over the project on the part of the
owner, which may not be suitable for all projects.

Some contracts attempt to overcome these hurdles through

the implementation of hybrid alliance structures, for example

by “watering down” some of these features. Thus, some owners
have excluded the “no blame, no disputes” clause, or included
the clause but with a broader exception. Some alliance contracts
counter the unanimous agreement requirement by incorporating
the ability to resort to an alternative dispute resolution process
external to the alliance.

In other cases, the owner may have a casting vote or final say in
relation to certain types of decisions, but on the basis that the
“knock on” effect of the decision on, for example, the
remuneration regime, will be determined by unanimous
agreement through the normal decision-making process.
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As these examples show, alliance structures can be implemented
with a degree of flexibility. Parties should bear in mind, however,
that watering down principles such as “no blame, no disputes”
and unanimous agreement may also deprive them of the full
benefits to be had under a “pure” alliancing agreement.

As always, the suitability of the alliance and other, less formal
forms of relationship contracting, will depend upon the
circumstances of the particular project. Now more than ever,
it is critical that the deal match the market.

Conclusion

It is likely that alliance and other relationship contracts will
become increasingly common as the construction industry seeks
to adapt to the current and very much altered market in which it
now finds itself.

Alliance contracts now come in many shapes and sizes as
alliance participants, and in particular, owners, have sought to
adapt the “pure” alliance model to better suit their particular
requirements and objectives. There is no “one size fits all” when
it comes to contracting strategies. The model which will best suit
a particular project will depend upon the nature of the project
and the aims and needs of the participants. Thus, each project
must be considered on its merits.

What is most important is that the parties clearly understand the
nature of the relationship that they are entering into, and the
risks and opportunities associated with it, so that the
appropriate strategies can be put in place in order to maximise
those opportunities and minimise and manage those risks.

Irrespective of which approach is adopted, the key point from a
legal perspective is that the required instruments of commercial
engagement already exist. Success in today’s fraught
construction market means getting back to basics; it's a matter of
being responsive to the risks posed by the market when drawing
up a construction contract, and coming to a realistic agreement
that meets the needs of both the purchasers and the providers.



These papers have been drawn from a series of seminars held by Clayton Utz in conjunction with the Australian Constructors Association. We would
like to acknowledge the significant contribution of the following speakers who also took part in the seminar series:

Ken Mathers - CEO of Southern & Eastern Integrated Transport Authority
David Robinson - CEO of McConnell Dowell

Disclaimer: This document is intended to provide commentary and general information. It should not be relied upon as legal, economic or financial advice. Formal legal, economic or financial advice

should be sought in particular transactions or on matters of interest arising from this series.
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