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The Procurement Decision in Australia

A decision-making process based on key objectives and key criteria can
improve the chances for a successful procurement experience. This White Paper
explains how to use the process to choose between competing Contracting
Structures and Pricing Methodologies.


http://www.jonesday.com

TABLE OF CONTENTS

THE DIFFERENCE BETWEEN CONTRACTING STRUCTURES AND
PRICING METHODOLOGIES

DIFFERENT CONTRACTING STRUCTURES . ... ..o
DIFFERENT PRICING METHODOLOGIES
EFFECTIVE DECISION-MAKING IN RESPECT OF PROCUREMENT
CONCLUSION

LAWYER CONTACTS

Jones Day White Paper



“In any moment of decision, the best thing you can do
is the right thing, the next best thing is the wrong thing,
and the worst thing you can do is nothing.”

— Theodore Roosevelt

Effective contracting in procurement starts with strategic deci-
sion-making about the type of contracting structure and type
of pricing methodology to be adopted in the contract and ends

in effective contract administration and handling of disputes.

This White Paper focuses on the front end of that process and
provides a methodology, borrowed from management theory,
for deciding between combinations of contracting structures

and pricing methodologies.

THE DIFFERENCE BETWEEN CONTRACTING
STRUCTURES AND PRICING METHODOLOGIES

Before considering some of the available contracting options,
it is important to clarify the difference, and the relationship,

between contracting structures and pricing methodologies.

Every procurement contract has both a contracting structure
and a pricing methodology. Although some contracting struc-
tures, by their very nature, are inseparable from particular
pricing methodologies (e.g., true alliance contracts involve a
three-limb pricing methodology'), often the decision as to the
contracting structure to be used and the decision as to the
pricing methodology to be used are different, but intertwined,
decisions. As a result, there are many combinations available

to a party procuring goods or services.

The factors for consideration, which may lead to selection of
different combinations of contracting structures and pricing

methodologies, include:

+  The nature of the goods or services being procured;

+ The uncertainty of the scope of work/the likelihood of
scope changes instigated by the purchaser throughout
the transaction;

+  The desire for certainty of costs;

«  The available timeframe;

1 Alliance Contracts and their Pricing Methodology are described below.
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+  The importance of meeting the relevant completion date
and/or milestones;

+  The complexity of the procurement of the goods or ser-
vices and the required or desired level of involvement of
the purchaser in the process;

+ The nature of specific risks and consideration of which
party is best placed to bear those risks; and

+ Safety and environmental objectives.

In the sections below, we will look at how these factors
feed into the selection of the contracting structure and

pricing methodology.

DIFFERENT CONTRACTING STRUCTURES

The available contracting structures are many and varied, and
their applicability in any particular situation will depend in large
part on the type of goods or services being procured and in par-

ticular whether they are bespoke items or “off-the-shelf items”.

“Bespoke items” are those items that are peculiar to the par-
ticular procurement. For example, transport infrastructure will
be specifically designed and built to suit the particular project.
Contrast this with an “off-the-shelf item”, which is produced in
quantities to suit various applications. For example, fuel is, in
most cases, an off-the-shelf item, as it will be bought in the form
it is offered up for sale and then consumed by the purchaser.
Some categories of goods may be bespoke or off-the-shelf
items. For example, in the defence materiel space, it is possible
to procure particular goods (such as vehicles) on a bespoke
basis or an off-the-shelf basis. Off-the-shelf items do not involve
any design as part of the particular procurement, as the design
will have been performed prior to releasing the relevant goods

to the market. Many consumables are off-the-shelf items.

Bespoke Items. The contracting structures available to a pur-

chaser for bespoke items include:

+  Construct Only. This involves the contractor being given
a design and/or a specification (separately procured or
prepared by the purchaser) and agreeing to construct or
provide goods which meet that design/specification. It pro-

vides the purchaser a high level of upfront certainty as to


http://www.brainyquote.com/quotes/authors/t/theodore_roosevelt.html

precisely what will be delivered. However, as between the
purchaser and the contractor, the purchaser takes respon-

sibility for the design (including any design errors).

Design and Construct (“D&C”). A design and construct
contract involves the purchaser setting out its require-
ments (often in functional or performance terms) and the
contractor agreeing to design and construct (or supply)
the goods in a way that meets the purchaser’s stated
requirements. It removes the interface between design
and construction, allowing purchasers to attribute blame

for any quality issues to one person.

Design, Construct and Maintain (“DCM”). This is a design
and construct contract with a maintenance obligation (for
a period of time) following handover of the goods. These
have been favoured where purchasers believe contractors
can provide the maintenance efficiently and the purchaser

wants to minimise whole-of-life costs of the relevant goods.

Design, Construct, Maintain and Operate (“DCMO”). This
is a DCM Contract combined with an obligation to operate
the relevant goods for a period of time. It is considered
where the thing that is delivered has an operational com-

ponent—for example, a tollroad, hospital, mine or windfarm.

Engineer, Procure and Construct (“EPC”). These are
essentially D&C structures but often have the contractor
bearing more risk than in a normal D&C Contract. They will
also involve the contractor carrying out at least some test-
ing (and possibly some commissioning) before the goods
are accepted by the purchaser. They are often applicable
to projects that have an engineering or process compo-
nent that requires more pre- (and sometimes post-) com-

pletion testing than merely “defects” inspections.

Construction Management. A true construction management
structure involves the contractor entering into contracts, as
agent for the purchaser, for the performance of work by other
contractors (often called trade contractors) and managing
those trade contractors so as to bring about the provision
of the relevant goods. It can also involve the management
of design consultants (in addition to trade contractors). The
construction manager does not usually accept responsibil-
ity for delivering the particular goods by a particular date

and agrees only to manage the trade contractors (and, if
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applicable, designers) and use its best endeavours to have
the relevant goods delivered by a particular date. With this
structure, the pricing methodology will depend on the pricing
methodologies of the contracts being managed and the fee

being paid to the construction manager.

Engineer, Procure and Construction Management (“EPCM”).
This structure involves the contractor completing the engi-
neering or design of the relevant goods (so as to meet the
purchaser’s stated requirements) and then procuring and
managing the construction of the relevant goods by trade
contractors. In this sense, it is similar to construction man-
agement, with the major difference being that the contrac-

tor is responsible for the engineering or design.

Build, Own and Operate (“BOO”) and Build, Own, Operate
and Transfer (“BOOT”). These structures are common in the
provision of public infrastructure and involve the contrac-
tor agreeing to provide a service to the public by building,
owning and operating the relevant goods in order to pro-
vide the relevant services and, in the case of BOOTs, trans-
ferring ownership of the relevant goods to another (often a
government) at the end of a term (often called a conces-
sion period). Each of these structures will often be asso-
ciated with the contractor arranging the financing of the
building and operation of the relevant goods. Operation of
the goods will also include maintenance of them. In recent
times, governments have financed, in whole or in part, the

building and operation of the relevant goods.

Alliance Contracting. Alliance contracting involves the pur-
chaser and the contractor working together to bring about
the provision of the goods or services. The teamwork culture
is supported by a no-blame framework, which all but elimi-
nates the ability of any party to bring a claim against any
other party, and a three-limb compensation regime (compris-
ing reimbursement of direct or actual costs, a margin and an

amount at risk for performance against agreed key criteria).

Early Contractor Involvement (“ECI”). This structure involves
the engagement of a contractor early on in the process, and
often before the purchaser’s requirements for the goods and
the design is anywhere near finalised. Following the finaliza-
tion of the purchaser’s requirements and possibly some or
all of the design, the purchaser has the right to appoint the

contractor for the completion of any outstanding design and



the construction or delivery of the goods. Usually this will be
done through a process of the contractor submitting cost
estimates and programs as the purchaser’s requirements

(and possibly the design) reach specified stages.

+ Standing Offer Arrangement. This structure is used in rela-
tion to the purchase of goods where a number of purchases
of the same goods will be made repeatedly over a period
of time but the combination of goods and/or the timing of
the purchases is not known with certainty. It involves the
purchaser and the contractor entering into a standing offer
(a master agreement), which sets out the manner in which
orders can be placed by the purchaser and, if placed, the
terms upon which the goods will be provided. Although
standing offers are used widely in respect of off-the-shelf

items, they can also be used for bespoke goods.

It is possible for the supply of goods (including off-the-shelf
items discussed below) to be financed by the purchaser (e.g,
by way of a lease). Financing structures are beyond the scope

of this paper.

Off-the-Shelf Items. The contracting structures available to a

purchaser for off-the-shelf items include:

+ Contracts of Purchase/Supply Contracts (without instal-
lation). As the goods are off-the-shelf, these contracts will
usually provide for the delivery of specified goods by a

specified date or dates.

+  Supply of Goods with Installation. This structure will con-
sist of the supply of specified goods by a specified date
or dates and also provide for the installation of the goods
(and possibly completion of testing or testing and com-

missioning) by a specified date or dates.

+ Standing Offer Arrangements. These are described above.

It is also possible for the above contracts (and contracts for
bespoke items) to include the provision of spare parts and/or

maintenance for a specified term.

Services. The contractual structures for services will involve
the doing of things over a period of time where that period
is defined by reference to a calendar period or one or more

milestones (e.g., the provision of a defined level of service).
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The contracting structures used include:

+ Traditional Services Agreements. These provide for the
provision of specified services by the contractor.
+ Standing Offer Arrangements. These are very similar to

standing offer arrangements for goods.

Each of these structures can include options to extend the pro-

vision of the services for one or more further periods of time.

Adding the procurement of goods and the procurement of ser-
vices together in one transaction further complicates matters,
if for no other reason than the fact that a contract for the pro-
curement of goods involves the delivery of something (some-
times by a contractually required date) whereas a contract for
the procurement of services involves the provision of services
over a period of time (where that period is defined by a calen-
dar period or achievement of one or more milestones). Adding
the two together requires great care to ensure that they marry

together properly in terms of timing and responsibility.

DIFFERENT PRICING METHODOLOGIES

Pricing methodologies are many and varied and include:

+  Lump Sum/Fixed Price. This involves the relevant goods or
services being provided for a set price (either in total or on
an item-by-item basis). It can include indexation for increases

in cost, including for inflation and foreign exchange.

+ Schedule of Rates. This involves the contractor being paid

specified rates for different items of work being performed.

+  Remeasurement Contracts. This involves the purchaser
providing a design or specification along with estimated
quantities of work. The contractor prices each item of work,
and a fixed price is arrived at by multiplying the estimated
quantities by the bid rates. At the end of the contract, the
actual quantities of work are measured and the contractor
receives an adjustment for the differences between the

estimated and actual quantities.

+  Cost Plus/Reimbursable. Under cost plus or reimbursable
contracts, the contractor is paid the actual costs incurred

in providing the goods or services plus a margin.



+ Incentive-Based Contracts. Incentives (or risk reward
mechanisms) can be included with any of the above pric-
ing methodologies. Usually incentives relate to cost, time
or quality. Incentives are most common in cost plus/reim-

bursable contracts.

Each of the above contracting structures and pricing meth-
odologies has its pros and cons, highlighting the need to
make effective decisions regarding the choice of contracting
structure and type of pricing methodology to be employed in

respect of any procurement.

EFFECTIVE DECISION-MAKING IN RESPECT
OF PROCUREMENT

The authors have been employing a decision-making tool
for many years with clients to assist them in making effective
decisions in relation to the choice of contracting structures
and pricing methodologies for major procurements. The deci-

sion-making tool involves the following steps:

+  Determining the key objectives for the procurement (‘Key
Objectives”);

+ Defining the key criteria of success for the procurement
(“Success Criteria”);

+  Weighting the Success Criteria;

+ Identifying the realistically available combinations of con-
tracting structures and pricing methodologies;

+ Rating the realistically available combinations in respect of
each of the Success Criteria;

+  Calculating a weighted score (“Weighted Score”); and

+  Triangulating the decision.

Key Objectives. Before any decisions are taken, it is essen-
tial for the parties to understand the Key Objectives. The Key
Objectives will usually be related to time, quality and/or cost
and may include some of the factors outlined above. It is best

expressed as a combination of the relevant factors.

For example, the Key Obijectives for procurement of a coal
preparation plant might be defined as designing, building and
commissioning a (i) tonne per annum plant capable of crush-
ing and washing coal from the mine to (ii) product specifica-

tion by (iii) date for a total cost of (iv) dollars and an operating
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cost of no more than (v) dollars per annum, with an operating

life of (vi) years, no safety incidents and noenvironmental harm.

Success Criteria. These are criteria by which the success of

the procurement will be gauged.

The Success Criteria will in a sense fall out of the Key
Objectives. The Success Criteria are best expressed as one

criteria per statement and should be specific and measurable.

Typical types of expressions include:

+  The total capital cost of the project is not to exceed ...;

+ The project is to be completed by ..;

+  The operating costs are not to exceed ..

+  The project must achieve the following performance
requirements ...;

+ The project must achieve the following quality require-
ments .. ;

+ The project is to create no environmental harm;

+ The project is to have zero safety incidents;

+ The project is to have no disputes over design
co-ordination;

+  The contractor is to bear the risk of price escalation;

+ The purchaser is prepared to share in cost overruns and

cost underruns.

Weighting of Success Criteria. From this point on, the deci-

sion-making tool becomes somewhat mathematically based.

The authors encourage giving each of the Success Criteria
a weight out of 1-10, with 1 signalling low importance and 10

extremely high importance.

These weights are judgment-based (or qualitative) and, impor-

tantly, prioritise the Success Criteria.

Giving each of the Success Criteria the same weight should be

avoided if at all possible.

Identifying the Realistically Available Combinations of
Contracting Structures and Pricing Methodologies. At this
point in the process, care should be taken to identify all of the
possible combinations of contracting structures and pricing

methodologies that are realistically available to the parties.



Rating in Respect of the Success Criteria. Following the
weighting of the Success Criteria and identification of the real-
istically available combinations of contracting structures and
pricing methodologies, each of the relevant combinations of
contracting structures and pricing methodologies are given a

rating in respect of each of the relevant Success Criteria.
The authors encourage using ratings of 1-10, with 1 signalling
low success of achieving the relevant criteria and 10 signalling

high success.

If a 1-10 scale is too confusing, a simpler approach is to use a

1-3 scale, with 1 signalling low, 2 medium and 3 high.
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These ratings are judgment based (or qualitative) and
should reflect the likely success of each combination
achieving the relevant Success Criteria in comparison to the

other combinations.

The Weighted Score. After the Success Criteria have been
identified and weighted and the realistically available combi-
nations of contracting structures and pricing methodologies
identified and scored against the Success Criteria, a weighted
score can be calculated for each combination of contracting

structure and pricing methodology.

A typical spreadsheet (in a simplified form) will look like Table 1.2



Table 1

Traditional (owner provides Traditional

design) with Lump Sum

(owner provides design)
with Cost Plus/Incentive

Alliance
(with Three-Limb
Compensation Model)

D&C with
Cost Plus/ Incentive

The total cost of 56
the project is not to

exceed [X]

35

63 35 21

The project is to be 72

completed by [Y]

63

81 72 63

The project must 64
achieve the follow-
ing performance

requirements ...

64

64 64 72

The project is to 70
create no environ-

mental harm

70

70 70 70

The project is to 70
have zero safety

incidents

70

70 70 70

The contractor is 45
to bear the risk of

price escalation

25

45 25 20

The purchaser is 32
prepared to share
in cost overruns and

cost underruns

64

24 64 72

The purchaser is
prepared to take
an active role in the
project

421

405

427 412 406

As can be seen from Table 1, the Weighted Scores can be
used to determine a preferred combination of contracting
structure and pricing methodology. In this (hypothetical) case,
where the importance of the Success Criteria is weighted
as set out in the table, a lump sum design and construct (or
D&C) contract is preferred over the other combinations of
contracting structures and pricing methodologies set out in
the table.

Triangulation. Triangulation involves using a decision-making
tool or process to confirm the result obtained from another

decision-making tool or process.

2
structure and pricing methodology over any other.
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As the above methodology is judgment-based, it is important

to use triangulation to confirm the result obtained from it.

One approach to triangulation is to use prior experience with
contracting structures and pricing methodologies on similar
projects as a cross reference against, and to confirm the result

obtained from, the above decision-making tool.

A useful technique is to use prior experience to arrive at a
choice prior to rating the combinations of contracting struc-
tures and pricing methodologies (i.e., carry out the triangula-

tion before completing the process outlined above and then

The numbers used are for illustration purposes only and do not reflect the authors’ views of the merits of using one combination of contract



compare the results for the process outlined above with the

choice determined by using prior experience).

CONCLUSION

Successful procurement requires good planning and good
implementation. The planning starts with identifying the key
objectives and what success will look like. Success Criteria
can then be used in a structured decision-making process to
decide between different combinations of contracting struc-
tures and pricing methodologies. The result obtained from

such a process can then be confirmed by triangulation.

The result of approaching the critical decisions around con-
tracting structure and pricing methodology in this structured

way will result in more thoughtful decisions.
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