
PAR TNERING 

Egan’s view on contracts 
The Egan Report advocates the use of effective partnering in the place of formal 
contracts in order for the construction industry to re-think its processes and 
deliver year-on-year improvements in quality, productivity and profits. Formal 
contracts can, however, help support effective partnering by providing tangible 
incentives triggered by the achievement of key performance indicators. Here are 
some ideas. 

by Jonathan Hosie 

Do we need contracts (and lawyers)? 
gan’ expressed the view that: ‘Effective 
artnering does not rest on contracts. EP Contracts can add sign;fcantly to the 

cost of a project and often add no value for  
the client. I f  the relationship between a 
constructor and employer is soundly based 
and the parties recognise their mutual inter- 
dependence, then formal contract documents 
should gradually become obsolete’. 

Some commentators advocate keeping 
lawyers out of the partnering process. This 
is due partly to the belief that lawyers and 
lawyering are responsible for the development 
of disputes and partly to the concern that 
contracts add cost but not value. These views 
re-emerge, in part, in the Egan Report, which 
calls for an end to the reliance on contracts and 
advocates in their place the introduction of 
performance measurement against clear targets 
for improvements in terms of cost, time and 
quality. 

The antipathy towards legal involvement in 
the re-engineering of the construction industry 
is also a characteristic of those parties who 
believe that such re-engineering is solely about 
soft issues and signing up to statements of 
overall good intention. Thus, it is not 
uncommon to see contractors advocating the 
reform of their old adversarial habits in the 
context of a partnering agreement, which is 
expressed and intended to be non-legally 
binding. Indeed, it is quite possible to have such 
an agreement, often called a partnering charter 
or protocol. 

The idea behind the partnering charter is to 
have all participants in the construction process 
sign up to a common set of values and agree a 
set of management procedures to ensure that 

these objectives are met. Thus client, contract- 
ors, suppliers and consultants all agree to work 
together in an atmosphere of mutual trust and 
co-operation. In such an environment (so the 
argument goes), there is no need for contracts 
(or lawyers). 

There is no doubt that ‘soft issues’ such as 
management workshops, cultural re-education, 
co-operation and trust are key elements of any 
partnering process. However, ‘hard issues’ such 
as performance level targets, with linked risk/ 
reward schemes should also feature. Such 
processes require a contractual framework to 
be established for this purpose. In this way, 
contracts can and should add value to the 
process by setting out the targets and the 
mechanisms by which success can be measured. 

What role do the lawyers play in this 
process? My personal view is that construc- 

Introduction 
The principles of engineering management apply to all branches of 
engineering. This article relates to the construction industry, but contains infor- 
mation that is highly relevant to electrical engineering. 

The concept of ‘partnering’ is widely applicable; both parties set out their 
common views and objectives. As explained, that is fine as a basis for co- 
operation, provided that there is no dispute. When differences of opinion arise, 
and especially if the parties end up in Court, then they will wish that there had 
been a more formal agreement in the first place. 

Other types of relationship and several types of financial arrangements are 
explained, which non-construction engineers may be able to use. The common 
thread is that, when all is well, the contract stays in the filing cabinet; when there 
is dissent, then a clear record will prevent selective memories from prevailing. 

Some engineers believe that lawyers generate conflict and are best avoided. 
In fact, many legal advisers work hard to keep their clients away from 
confrontation. And ultimately, the client pays the fees, so lawyers should work 
to an approved approach. 
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Jonathan Hosie tion lawyers owe a duty to steer away their 
clients from confrontation towards consensus 
arrangements to create a more commercially 
sustainable environment for all. Within the 
partnering ethos, this requires helping clients to 
recognise that the objective of both sides of 
the industry, from client to supply chain (and 
within each level of that supply chain), can 
and should be aligned to a common set of 
measurable goals underpinned by incentives. A 
process in which all parties are working 
towards the same objectives militates against 
the traditional partisan approach where each 
party looks only to its own interests and treats 
these as paramount. Such partisan interests are 
generally not aligned but in conflict. 

That is not to say that in a partnering 
arrangement there will not be disputes. We need 
tailored and effective dispute resolution 
systems built into construction contracts; 
adjudication is a very good start but it can be 
improved on and added to. Alternative dispute 
resolution (ADR) clauses should still feature in 
the dispute resolution machinery, but such 
disputes should be more amenable to swift 
resolution where there is a transparently clear 
machinery and measurable objectives by 
reference to which rights and obligations can be 
ascertained. 

Partnering charters and agreements 
Lawyers come at Lpartnering charters’ with 

a fair degree of cynicism; lawyers are trained to 

scrutinise the written word, interpret its true 
meaning and advise on the effect on the parties’ 
rights and obligations. Partnering charters, 
which are expressed to be ‘non-contractual 
statements of intent’, strike the legal mind as 
uncertain benchmarks by which to assess 
parties’ legal obligations. 

On the other hand, contractors and con- 
sultants who adopt partnering charters will 
tend to proclaim the benefit of a non- 
contractual ‘wish list’ as being a better driver 
towards project success than an adversarial 
construction contract. 

In my own experience, there exists a middle 
ground where partnering charters and good 
intents can sit comfortably with a carefully 
drafted and complementary form of construc- 
tion contract. On the other hand, if parties rely 
only on a partnering charter without using clear 
benchmarks with hard incentives to promote 
good performance, no amount of good inten- 
tion is going to stop disputes as and when 
the project runs into trouble. The recent case 
of Birse Construction v St David (1999)’ 
illustrates this point. 

The case arose out of a project for the 
construction of luxury apartments in Cardiff 
Bay. The claimant started court proceedings 
claiming payment for work on a quantum merit 
basis on the ground that there was no formal 
contract, the work having been undertaken 
pursuant to a letter of intent. In response, the 
defendant referred to the parties’ extensive 
negotiations and the references to the JCT, 1980 
edition, conditions of contract which it claimed 
were incorporated and governed the parties’ 
contract. As JCT 80 contains an arbitration 
clause, the defendant sought a stay of the court 
proceedings to arbitration under s.9 of the 
Arbitration Act 1996. 

On the facts, the court found that there was a 
concluded contract, which incorporated JCT 
80 (with its standard arbitration clause), and 
accordingly stayed the claim to arbi t ra t i~n.~ 
However, what is interesting about the case 
(apart from the fairly typical contracdno 
contract dispute) was the fact that the parties 
had entered into a ‘partnering charter’. 

His Honour Judge Humphrey Lloyd QC, in 
recalling the relevant history of the parties’ 
contract negotiations said: 

‘It is necessary to recall that the parties had 
attended the “team building seminar” a f e w  
days earlier at which the partnership charter 
was signed. The terms of that document, 
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though clearly not legally binding, are 
important f o r  they were clearly intended to 
provide the standards by  which the parties 
were to conduct themselves and against which 
their conduct and attitudes were to be 
measured’. 

The charter provided that the parties would 
work together ‘. . . to produce an exceptional 
quality development within the time frame, 
at least cost, enhancing our reputations 
through mutual co-operation and trust’, in a 
relationship that was intended ‘to promote an 
environment of trust, integrity, honesty and 
openness’ and ‘to promote clear and effective 
communication’. 

The Court appeared to comment with favour 
on the contractor’s contention that ‘the part- 
nering ethos.. . would naturally have led 
to a sympathetic approach to questions of 
extensions of time and deduction of damages 
for  delay’, although the point was not decided 
conclusively. This is significant because it 
indicates that a partnering charter, even where 
this was not legally binding of itself, may 
impact on the way in which a tribunal interprets 
a party’s rights and obligations. 

Further, the learned Judge referred to the 
claimant as trying to capitalise (unfairly) on 
the situation by sitting on the unexecuted and 
unsigned contract in order to try and improve 
its position: 

‘This is particularly surprising since these days 
one would not expect, where the parties had 
made mutual commitments such as those in 
the charter, either to be concerned about 
compliance with contractual procedures ;f 
otherwise there had been true compliance 
with the letter or the spirit of the charter. Even 
though the terms of the charter would not 
alter or affect the terms of the contract (where 
they are not incorporated or referred to in 
the contract or are not binding in law in their 
own right) an arbitrator (or Court) would 
undoubtedly take such adherence to the 
charter into account in exercising the wide 
discretion to open up, review and revise etc. 
which is given under the JCT conditions’. 

Birse illustrates the difficulty in interpreting 
contractual rights when a hard JCTSO is 
wrapped in a soft partnering charter. Indeed, 
and as the learned Judge commented: 

‘People who have agreed to proceed on the 

basis of mutual co-operation and trust, are 
hardly likely at the same time to adopt a rigid 
attitude as to the formation of a contract’. 

It is suggested that partnering agreement5 
(whether between customer and contractor or 
within the supply chain) need to be framed by 
reference to objectively measurable criteria so 
that performance can be benchmarked against 
such criteria. The current vernacular has latched 
onto the description of key performance 
indicators to define such criteria whether it be 
time, cost, quality, HSE, innovation or other- 
wise. 

Next, clear incentives are required to pro- 
mote good performance. This may be a mixture 
of financial rewards for good performance and 
reduced payments or liquidated damages for 
performance under the required benchmarked 
level. 

The dysfunctional construction supply 
chain 

To appreciate just how dysfunctional the 
arrangements and culture of the construction 
industry have become, one needs to step back 
and see how these arrangements came to be. 
At a recent conference on the development of 
design and build (D&B) construction procure- 
ment4 and the role of the designer, &chard 
Saxon, the Chairman of BDP, said: 

‘Before the 19th century, the roles of designer 
and contractor were not separated. The 
medieval master-mason was both architect 
and construction manager, before those terms 
crystallised. However, in the early 19th 
century, architects defined themselves as a 
profession, aligned with the interest of clients 
and thereby in effect erected barriers to 
trusting collaboration and close co-operation 
with contractors. I n  the late 19th century, as 
industrial materials began to take over f rom 
craft materials in building, the simple dialogue 
between architect and craftsman to define 
how things should be done faded away as 
the professionals took to themselves the 
knowledge of how to use the new materials. 
These professional architects designed every- 
thing in detail.’ 

If one steps back and considers the current 
position in the construction industry, it is seen 
that specialist suppliers and subcontractors 
increasingly design, but are not seen as part of 
the design team, at least not at concept stage. 
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Fig. 1 Target cost scheme This has led to a lack of integration between 
design and build processes, with consequential 
loss of opportunity to harness the skills set 
of the speciality contractors in shaping the 
concept design. Thus, it is not uncommon 
to find numerous design interface clashes, 
problems with buildability and consequent 
delay and cost overruns on traditionally pro- 
cured D&B projects. It is suggested that the vast 
majority of such problems can be traced back to 
the classic and traditional separation between 
the processes of design and construction. It is 
this challenge that Egan seeks to address. 

The primary issue is how the traditionally 
fragmented supply chain can be integrated so 
as to provide the client with the assurance of 
time, cost and quality through a single point 
of responsibility. There are two aspects to this. 
First, integration within the supply chain and, 
secondly, the channelling of that integrated 
output through a single point of responsibility. 

One last quote just to remind us how long the 
current arrangements have prevailed and just 
how dysfunctional those arrangements are: 

'. . . the so-called building team. As teams go, 
it really is rather peculiar, not at all like a 
cricket eleven, more like a scratch bunch 
consisting of one batsman, one goal keeper, a 
pole vaulter and a polo player. Normally 
brought together for  a single entelprise, each 
member has different objectives, training 
and techniques and different rules. The 
relationship is unstable, even unreliable, and 
with very little functional cohesion and no 
loyalty to a common end beyond that of 
coming through unscathed.'5 

Integration within the supply chain 
What 'glue' is available to ensure that the 

traditionally separate members of the supply 

chain (from designers, to specialist suppliers, 
sub-contractors and main contractors) harness 
their outputs and channel these effectively for 
the benefit of all members of the supply chain 
(not to mention the client)? Sir Michael Latham 
spoke about trust and money.'j Could it be that 
he hit the nail on the head? 

If we have trust in the supply chain, then we 
are more likely to work together towards a 
common objective. If we have money, then we 
are rewarded for achieving good results and 
thereby encouraged to achieve and improve 
such achievements. 

How do we cultivate trust in the supply chain 
and where do we get the money from to reward 
achievement? 

As to the latter, if we recognise the existing 
procurement process as being inefficient and 
wasteful, sensible attacks can be made on that 
waste in order to drive down costs. Profit 
margins should not be attacked but should 
be identified and protected. Value engineer- 
ing, cutting out wasteful (non-value-added) 
processes, can produce significant savings. 

As to trust, this comes from mutual depen- 
dency linked to common targets so that all team 
members pull in the same direction for a share 
of the same reward. As to how such rewards can 
be measured, that is dealt with next. 

RisWreward schemes 
It is possible to use structured incentives to 

integrate the layers within the supply chain 
to build an inspired, cohesive team that will take 
a business forward. In structuring risk/reward 
schemes, a number of parameters need to be 
addressed. First, it is necessary to establish the 
benchmarks. 

One of the optional clauses for use with the 
NEC (second edition) form of contract is a 
target cost provision. Whilst the particular 
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drafting of that option clause leaves something 
to be desired, the general intention is to 
establish a target cost and to allow for 
the contractor to share in the benefit of the 
works being completed under that target cost. 
Conversely, the contractor will share in the 
client’s down side if the final cost exceeds the 
target. This is the essence of establishing a 
risklreward scheme. The first point is to 
establish a projected value. 

This projected value can be treated as a 
lump sum for the defined scope of works, but 
it is necessary to provide a mechanism for 
adjustment of that lump sum in the case of 
variations or other risks which the parties agree 
should entitle the contractor to that adjustment. 

Under traditional approaches to construc- 
tion, it is not uncommon to have some form 
of contractual cap applied to the lump sum by 
the adoption of a GMP mechanism. However, 
some practitioners argue that the use of lump 
sums and GMPs in the Egan context are at 
odds with the team approach. It is thought 
more appropriate that a reimbursable basis of 
contract should be adopted for establishing the 
projected value of the works. 

Under the reimbursable approach, the con- 
tractor gets paid for the work done at agreed 
unit rates plus an agreed percentage for profit 
(reimbursable cost plus). Whilst quantities may 
change and vary, the rates remain constant for 
the agreed types of work undertaken. 
Reimbursable contracts are traditionally most 
suited to those projects where the precise scope 

of work is not known at the beginning of the 
project but is defined and refined as the works 
proceed. To this extent, and in the traditional 
context, reimbursable contracts have been 
regarded as a ‘blank cheque’ in the hands of 
the contractor. However, under Egan-style 
arrangements, with the use of a target value 
for that cost, useful incentives can be built 
into the contract to encourage the contractor 
to bring the project in under that target cost. 

Secondly, it is necessary to establish the ‘dead 
zone’ either side of the projected value to cater 
for usual and anticipated movements in the 
projected target cost. The extent of the dead 
zone will largely be a function of the parties’ 
confidence in the benchmarked value. How- 
ever, having agreed the extent of the dead zone, 
the parties can then agree a percentage share of 
savings for the underrun or overrun. This is 
where the risWreward side of the equation 
operates. If the contractor completes the 
projects under the projected value (after taking 
into account any agreed dead zone), he 
becomes entitled to an agreed pre-set 
percentage of that underage. This is the 
contractor’s reward. O n  the other hand, if the 
contractor fails to complete the works within 
the target cost then, again allowing for the 
extent of any dead zone, the contractor will 
share in the employer’s loss at an agreed 
percentage. 

Thirdly, it is necessary to establish the risk/ 
reward percentages on either side of the 
risMreward schedule. These percentages do 

Fig. 2 Target c-mpletion 
scheme 

171 30th September 1999 [TI I p j q  
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completion date 
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I 
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not have to be the same and are often the most 
hotly contested elements of the commercial 
negotiation. In arriving at the percentage gain- 
share/pain-share, there is much to be said for 
the view that the appropriate starting point is 
to allow 50% to the contractor, either side 
of the benchmark. This has the attraction of 
even-handedness in sharing out the risks 
and rewards. Practical experience suggests, 
however, that there is no universally accepted 
view as to the appropriate shares. Much will 
depend on the parties’ view as to the reliability 
of the target price. 

The relative negotiating strengths of the 
parties will also impact on the final percentages 
for any risk and reward scheme. In a market 
where too many contractors are chasing too 
little work, the shares may be slanted in favour 
of the employer. Even in a market where 
there is plenty of work, large repeat business 
employers can command percentage splits in 
their favour. 

Finally, consideration needs to be given to 
setting maximum caps on risks and rewards. 
Contractors will often argue that there should 
be no maximum cap on their gain share. As long 
as the employer is confident that the target 
value benchmark is a reliable one then if, 
through efficient supply chain management or 

contractor is able to bring in the project under 
that agreed target cost, then why should the 
contractor not share at the agreed percentage to 
whatever extent the target costs are eventually 
reduced by? The employer is still saving signifi- 
cant sums in having the project completed 
below the agreed target cost. The answer to this, 
of course, is that the target price, whilst not 
exact, should be a robust and reliable figure 
such that even the most efficient contractor 
with value engineering cannot hope to undercut 
that target indefinitely. 

O n  the other hand, contractors will seek to 
place a maximum cap on their potential liability 
for sharing in the pain of the employer, in the 
event of the project works being completed at a 
cost in excess of the target cost benchmark. The 
support for this approach is the old argument 
that the contractor cannot price this risk but 
if he were to do so, his original tender cost 
would be far greater than could conceivably be 
afforded by the employer. As the contractor is 
only being paid on a cost plus basis, his entire 
profit could be eaten up and he might end up 
having to fund the works himself in the event of 
a significant overrun in cost. 

value engineering and other processes, the 

The answer to that of course is for both 
parties to have established a reliable target cost. 
The employer can then, with some justification, 
rely on the expertise and skill of the contractor 
in making sure the project is completed within 
this target cost. However, and in practice, most 
employers accept the commercial imperative of 
capping the contractor’s down side. 

Provided that the risks which impact on the 
final completion costs are properly identified 
and allocated to the party best able to manage 
and control those risks, the possibility of 
significant cost overruns should be significantly 
reduced. In this scenario, it would be consider- 
ably less easy for the contractor to argue for 
a maximum cap on its potential pain share. 
Most employers accept that there will be a 
quantum risk beyond which no contractor 
can be expected to go. BP’s offshore oil opera- 
tions (which commonly use such risklreward 
schemes) accept this reality and place caps on 
the contractor’s maximum liabilities due to 
target cost overruns. 

Just as it is possible to structure risklrewards 
around the benchmarks of a target cost, so too 
with a target completion date and with quality 
issues. Indeed, it is possible to structure rewards 
by an measurable criteria although benchmarks 
such as ‘innovution’ may inevitably involve a 
degree of subjectivity in the benefit-award 
machinery. 

This is a shortened version of a paper delivered by 
the author to the HVCA’s annual conference on the 
9th March 2000. 
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