The Economics of the
Construction Market

There has so far been no basic scientific literature on the economics of the con-
struction market, its macroeconomic fundamentals and the available options
for action in terms of business management that can be derived from these. Of
course a great deal of scientific research has been published on specialist fields
within the construction industry, but there has so far been no basic introductory
publication describing the specific way in which the market mechanisms of the
construction market function. The brochure ,,Baumarkt — Theorie und Praxis”
(,The construction market in theory and practice”) published in 2002 by the
Bavarian Construction Industry Association was a first attempt to remedy this
situation. The ,,Economics of the Construction Market” is a further step towards
a more extensive description of the German construction industry from the
viewpoint of macroeconomics and business management, with the aim of
learning how to understand their basic mechanisms. Only by becoming familiar
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with the predominant cause-and-effect relations in a market and by understanding how these apply, is it possible to
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It is planned to publish the book at the end of 2013 with Springer Vieweg Verlag publishing company, Wiesbaden (ISBN

978-3-658-01941-9). BauPortal is publishing two chapters of the book as a pre-print.

The construction industry is one of the most
important branches of the German economy.
Just like other branches of industry, it has its
own special features, especially with regard
to certain market constellations, the general
framework of construction output and the
interplay of supply and demand. The aim
here, therefore, is to show how the econo-
mics of the construction market reveals itself
in the bipolarity of the party promising to
deliver a service and the product supplier.

The building trade, in other words, the supply
side, is of major economic importance in
Germany. Evidence of this can be found, for
example, in its share of gross value added, as
well as in the number of those employed
there. The building trade is characterised by a
small-scale structure, and only a few large
companies. A similar picture emerges when
compared with other members of the EU:
they, too, have a building industry that is in

P

part marked by an even larger number of
small enterprises, and only a few big compa-
nies, many of which usually operate in other
areas in addition to the building segment.
When regarded in terms of the country’s
overall economic statistics, the importance
of the building trade is also clearly evident.
On the demand side of the construction
market, there are public and non-public
clients that invested a total of € 260 billion in
buildings in 2012, which represents approx.
9.9 % of the gross domestic product. On the
supply side, there are approx. 73.290 building
contractors in the construction industry as
well as approx. 246.720 building contractors
in the finishing trades, which, taken together,
account for approx. 70 % of the entire con-
struction volume.

At the same time, the demand side of the
construction market determines market
constellations much more strongly than the

supply side, because as a rule building ser-
vices are offered and performed only if there
is an appropriate demand for them. There
are, of course, very marked differences be-
tween the behaviour of public and non-
public bodies where demand is involved,
because the public contracting authority is
bound by formalised procurement rules
governing the award of contract. What the
two have in common, however, is that they
more or less define exactly the type of build-
ing work (the so-called Bau-Soll or building
target) they demand on the market.

From this demand-driven constellation a
central submarket has emerged in the con-
struction market (the so-called Pol-1-Markt
or pole-1 market) in which building work is
traded as a service. The major part of the
demand for construction services can be
found in, or at least very close to pole-1. This
becomes clear if we examine its central
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characteristics. In pole-1, the building con-
tractor markets his ability or willingness to
perform a certain service that as a rule is
defined exactly by the client (or the architect,
planner). There is, however, a second sub-
market, the pole-2 market. Here a building
contractor markets ,,Building work as a pro-
duct”, i.e. it defines its building work itself
and sells a finished product to an interested
party. In this respect, one may in all good
conscience speak of the bipolarity of the con-
struction market.

On the demand side, however, this bipolarity
is not acknowledged, as the client is always
inclined to regard the desired end product as
a building ready for use. The actual process
of construction work tends not to be of inte-
rest to the customer, who always has the
product in mind and not the work itself. In
contrast, thinking in terms of processes is
what determines the building contractor’s
lines of argumentation. Bipolarity leads to
quite different ways of processing the mar-
ket without the players perceiving this objec-
tively. They tend to rely on their intuition,
which does not always lead to the correct
economic or strategic decisions.

A further consideration is that in a pure pole-
1 market, the price of the building services
offered is usually the central differentiator
when suppliers of construction work are in
competition with one another. Other diffe-
rentiators either have no role to play, or only
a subordinate one, which exacerbates the
economic framework conditions on the sup-
plier side. One might go so far as to describe
the pole-1 market as a market that comes
relatively close to the conditions of the full
competition market. In this market, on the
other hand, the possibility for the supplier
side to generate profits is relatively low; the
marginal return tends toward zero.

In the pole-1 market, with respect to the spe-
cific construction project, there is always a
buyer and, as a rule, several, or indeed many,
sellers facing one another. In such a case one
speaks of a project-related monopsony. From
the point of view of the buyer, the selling
companies tend to be ,interchangeable”
(because they are in every way comparable),
so the price is often the only, or at least the
determining, competitive criterion. This in
turn means that frequently price tenders are
quoted that do not cover all the original
costs.

In view of this strong price orientation, it is
sometimes difficult for companies in pole-1
markets to achieve adequate profits, because
they are unable to adapt their cost structure
appropriately. Companies in pole-1 markets
are always compelled to pursue strategies
that are geared, in the one case more strong-
ly and in the other more weakly, to ongoing
cost optimisation. Even so, some companies
are unable to implement this sufficiently,
resulting in the low average returns shown
among construction companies. This is not

always the fault of the company manage-
ment, however, but is the result of the
framework conditions of pole-1 markets. The
fact that the competitive structure of the
German construction market is not under-
going any serious changes is linked to the
characteristics of the construction market, as
the lack of market barriers is preventing a
sustainable consolidation of the market.

Not least on account of the fierce competit-
ion on the supplier side, building companies
are striving constantly to sharpen their pro-
file in terms of what they offer vis-a-vis their
competitors. Recent years, therefore, have
seen a variety of ways in which the compa-
nies are used that can be distinguished, on
the one hand, by their complexity and, on
the other, by the degree of concentration of
the work that has been taken on. In this way,
firms attempt to avoid the underlying ,inter-
changeability” by making differentiated
offers of services. Finding and maintaining
the right strategic positioning from the com-
pany’s point of view makes enormous
demands of entrepreneurial creativity and
the necessity for continuous review. To be
able to make the right strategic decisions, it
is imperative to know one’s own position in
the construction market.

To determine this position it is helpful for
every building company (possibly differen-
tiated by the different business segments) to
locate its (current or future envisaged) ser-
vice offer in a 3-dimensional system of coor-
dinates, the so-called value-creation space,
the coordinates of which are breadth, depth
and levels. It is also helpful to supplement
the value-creation space with information
centred on value-creation, thus creating the
value creation system.

After the selection and delimitation of the
market or strategic business segments in
question, this strategically relevant infor-
mation can be obtained by in-depth ana-
lyses. This purpose can be served initially by
a company analysis (resource-based view)
based, on the one hand, on an analysis
centred on added value and, on the other, on
an analysis of strengths and weaknesses. In
the former case, the internal organisation of
the company is subjected to analysis and, in

Fig. 1: Bipolarity of the Construction Market

the latter, its positioning in the value creation
system. The analysis phase is supplemented
by an environment-related opportunities and
risks analysis. This approach (market-based
view) is essentially concerned with the
question of the external influences affecting
the building company and its business seg-
ments). In this way, the information obtained
from the analysis phase can be added to the
3-dimensional value-creation space to form
the value creation system.

One special challenge is also presented by
the comprehensible documentation of all
the data needed for strategic decisions. For
this purpose, the value-added atlas for the
building trade was developed as a navigation
system for finding strategies. This contains
2-dimensional value-added maps, 3-dimen-
sional value-added landscapes as well as the
duly authorised theme maps. Thus filled, the
value-added atlas serves to visualise the rele-
vant value-added dimensions as well as
carrying all the data and information needed
for strategic decisions.

Every building company has a tool box con-
taining standard strategies at its disposal.
What is important here is to select the
correct standard strategy that the company
has envisaged for its positioning in the con-
struction market. It is also important to
distinguish between a strategy that needs to
be aimed at the entire company (in other
words, the company level), at separate busi-
ness divisions (divisional level) or at indivi-
dual projects (project level).

In the bipolar construction market there are
four positions that are of particular impor-
tance. What we are speaking of here are
positioning strategies that are of market
relevance in the bipolar construction market

(Fig.1). These are:

+ Pole-1 central positioning through cost
optimisation as determined by the mar-
ket price.

Pole-1 field positioning through the use
of information asymmetries

+ Pole-1 marginal positioning through the
anticipation of preferences on the client
side

« Pole-2 positioning through productisation
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To avoid pure price competition in pole-1-
markets, it always makes sense to reconsider
all the positioning strategies. One must also,
however, consider the fact that, for example,
switching to pole-2 markets and their alle-
gedly simpler possibilities for differentiation
(the marketing mix) need not necessarily be
the better alternative to remaining in pole-1
markets, as there are both opportunities and
dangers there. What also needs considering
is that, as long as clients regard the characte-
ristics of pole-1 markets in a positive light
from their standpoint, the building market
will not change in the foreseeable future and
the price will remain the dominant factor in
any contract award. For example, simply on
account of the budgetary position, the con-
tracting authorities cannot be expected to
fundamentally change the way in which they
award contracts although the award criteria
of the VOB/A (Germany’s standard building
contract terms) definitely permit it. Also,
with certain commercial clients/investors,
the competition for submissions characte-
ristic of pole-1 markets is dominant without
sufficient account being taken of any trans-
action costs that may result. What must also
be emphasised is that the more the erection
of buildings is understood as an act of part-
nership, the sooner improvements in perfor-
mance and costs can be reconciled.

New developments in
competitive/contractual
forms in the processing of
construction orders with a
partnership approach.

The basis of the competitive/contractual
forms set out below is the underlying idea
that the building company and all those
directly involved in the building (client,
architect, planner) bundle their specialist
knowledge and innovative energy and incor-
porate them into the building project. The
corresponding management approach in this
case is partnering in the form of a partner-
ship model, for which there is no uniform
definition in the scientific world.

Partnering ,emphasises as a principle the
cooperation between persons or organisat-
ions in a business relationship with the aim
of creating within the framework of this re-
lationship the conditions for making trans-
actions that will be successful for all those
involved.” Cooperation already commences
before the planning phase of the construct-
ion project, because in this phase it is pos-
sible to reduce the production or construct-
ion costs by optimising the construction pro-
cesses by changing the order in which the
available processes are distributed. If, during
this period of cooperation, the execution and
planning processes are developed and coor-
dinated parallel to one another with the aim
of achieving a process-oriented setup that

I

Mini ABC of the construction industry

Partnering on construction projects

The efforts by those involved in handling construction projects to put their mutual rela-
tionship on a new partnership base has induced construction companies to take a closer
look at innovative organisational and contractual forms that lead to project handling
that is both cooperative and solution-oriented, as well as creating added value for the

construction project and those involved in it.

A large number of big firms as well as small or medium-sized enterprises have come to-
gether to form a joint venture “Partnerschaftsmodelle in der Bauwirtschaft” (Partnership
models in the construction industry) and have jointly conceived the management model
under the name of ,,Partnering bei Bauprojekten” (Partnering on Construction Projects).

requires few interfaces and if the building is
developed in the planning and execution
phase by interdisciplinary teams working
collectively, then a term that is also used is
simultaneous engineering.

Partnering Case Study (Zechbau GmbH)

A construction company advertising its part-
nering model on its homepage, describes
partnering as a form of contractual coope-
ration that is distinguished by its high level
of effectiveness, a high degree of security in
terms of costs and quality as well as shorter
project times. The focal point is the coope-
ration and partnership of those involved in
the project. Ultimately this management
approach for clients, planners and building
contractors leads to added value at all levels.
By incorporating our execution skills early at
the project development and planning stage,
common objectives are defined long before
construction begins, optimisation potentials
identified, and thus the classical conflicts
between owners and contractors are avoided
from the very beginning. This ensures cost
certainty, adherence to schedules and quality
assurance at every phase of the project, thus
guaranteeing the sovereignty of the archi-
tect in shaping the planning process.

In practice, when it comes to partnering
construction projects, the following success
factors have been identified.

« All parties involved in a construction pro-
ject must realise that they are pursuing
a common aim, which is not the maximi-
sation of their own advantage but the
optimisation of the product to be created.
The consequence of this is that the way
we understand the method of cooperat-
ion needs to be redefined and cooperat-
ion needs to be better coordinated. The
mere conclusion of a partnering agree-
ment is not sufficient; it is necessary to
live out this philosophy of cooperation.

+ All those involved need to have the flexi-
bility to accept that the building — the
contractually agreed building target —is
more than just a manifestation of a tech-
nical norm; this may also mean that, in
the end, the final product does not com-
pletely match what any of the parties had

in mind, since there are usually no proto-
types that they could have kept tweaking,
unlike industrial mass production.

Planning also comes at a price, a price
that is all the more deserved, the more
strongly the planner identifies with his
project and is in a position to think about
the construction with the end result in
mind and to contribute substantially
towards the optimisation of the value-
added chain. Life-cycle-oriented building,
adhering to specified budgets or honour-
ing below-budget targets by means of
intelligent and innovative solutions as
well as a quality process that is in line
with the overall cost framework lead to
innovative service strategies.

+ Innovations in the value-added chain are
possible only if the entire chain operates
at the same high level. The decisive factor
in this case is the qualification of the
employees, which is why more amounts
must be invested in extended vocational
training and in widening the range of
competences. It is in the interest of all
those involved to strengthen the image
of construction companies as innovative
problem-solvers. The challenges posed by
the markets of the future — urban deve-
lopment, environmental protection, infra-
structure —impose special demands on
the ability to find not only technical, but
also integrated solutions.

+ The special challenge confronting
management lies in the formation of
strategic alliances that must be agreed
contractually just as much as the en-
visaged partnering instruments; the
models being worked in always need to
be adapted to the specific project situ-
ation.The decision to use this contractual
form is a managerial and organisational
decision; the possible concomitant risk of
counterproductive dependences can be
cushioned, not by means of further con-
tracts, but rather, it has been shown, with
social skills.

All'in all, the new competitive and contractu-
al forms are leading to construction compa-
nies moving away from pure price competiti-
on towards a competition for ideas that is
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cost-effective and technologically and orga-
nisationally optimised and hence, where
appropriate, to a competitive advantage. The
advantages of these contractual forms as
regards the partnering model are demon-
strated elsewhere in this book.
The point of departure for cooperation is a
target definition of that cooperation. Here,
the individual interests of the company parti-
cipating in the construction process need to
be subordinated to achieving the aim of the
project, without any disadvantages arising
for individual parties (win-win situation). The
following target models, which may also be
combined with one another, can serve as
overriding objectives.
« Cost target model - reduction of costs
- Time target model - reduction of exe-
cution time
+ Performance target model — Optimum
fulfilment of the specified quality targets
(e.g. quality, environmental compatibility)

Guaranteed Maximum Price (GMP)

The best known of the competitive forms in
Germany is the GMP agreement, which
comes from the Anglo-American language
area. The point of departure for the develop-
ment of this competitive form in Europe are
various studies commissioned by the English
government and the European Community
(e.g. the Atkins Report), all of which come to
the conclusion that the hitherto prevalent
form of implementing construction work,
with its traditional separation of planning
and execution, no longer corresponds to
current management methods in the con-
struction industry.
The key component of the GMP agreement
is a guaranteed maximum price. In other
words, if this maximum price is exceeded, as
a rule these (additional) costs are to be borne
by the contractor, assuming that there was
no change to the previously established
scope of work. In addition, an incentive
scheme is agreed in order to keep below the
maximum price by optimising the planning
and execution. The (optimisation) profits
achieved, for example, through design modi-
fications, or profits from the award of sub-
contractor services, are shared out in accord-
ance with the contractually agreed allocation
system.
Possible specified allocation mechanisms
may be agreements in the following forms.
« Contribution margin agreement

- on a percentage or flat-rate basis
« Deviating below GMP

- fixed distribution ratio

- variable distribution ratio

— distribution ratio according to target

costs

« Exceeding GMP

— nodistribution

- fixed distribution ratio

- variable distribution ratio

Transparency
of costs

Fig. 2:

Advantages of the
partnership model in
the construction
industry (on the model
of the Hauptverband
der Deutschen
Bauindustrie eV
(Central Federation

of the German
Construction Industry,
2005)

Joint project
controlling

In the case of agreed partial maximum prices
for certain trades (e.g. facade, building ser-
vices) the possible profits from the contract
award for the subcontractor service may also
be a component in the sharing agreement.
The contribution margins that may possibly
be declining on account of a reduction in the
production costs are usually cushioned by
being appropriately considered when the
contract documents are drafted.

Ensuring that the contracts, planning and
tenders are observed as well as the coordi-
nation of the parties involved during the
planning and execution stage is the duty of
Construction Management, which may be
regarded as a link between the separate par-
ties involved in the construction project.

So far there has been no standard design for
the form of this construction contract used
in Germany. The reason is that there are
three different possible methods for arriving
at this, depending on the way the cost target
is determined (Table 1).

Construction team

The construction team model was originally
developed in the Netherlands, and in Ger-
many is used mainly in the equivalent border
regions. In principle, the operational goals are
ascertained jointly by the client and archi-
tect. The architectural draft is then prepared
and an estimate of costs is arrived at, which
serves as the upper cost limit. At this point,
special experts may already become involved
in the joint planning effort. When the search

Table 1: Methods for determining GMP

Incorporation
of execution com-
petence in the
planning phase

Clear compliance
of project targets

Partnership

models

Risk
minimisation

Conflict resolution
models

for a suitable construction company able to
accept the calculated maximum price limit
has been completed successfully, the con-
struction team is now complete. Now begins
the joint optimisation phase on the basis of
the existing planning with the objective of
improving the planning, the construction
and use.

After the conclusion of this optimisation
phase, the contractor starts to calculate its
bid on the basis of the results that have been
worked out. This bid is submitted together
with a declaration by the company that, in
the event of its not being commissioned to
perform the work, it will cede the planning
services to the client upon reimbursement of
the costs. If no agreement is reached upon
the award of the contract the cooperation
between the construction team ends and the
construction project is once more put out to
conventional tender. Otherwise, a framework
agreement is concluded and the project can
be carried out as agreed.

The construction team is a temporary orga-
nisation in which those involved in the con-
struction work cooperate in order to jointly
carry out a building project. Cooperation
should preferably begin in the design phase
to achieve lower costs without reducing
quality.

Building system competition

Just like the above-mentioned contractual
forms, the building system competition is
founded on the basic concept of simulta-

Traditional GMP method

GMP budget method

GMP method of competition

The client chooses a suitable
GMP partner, together with
whom he develops the con-
struction project. Once most
of the planning is certain, a
maximum price (GMP) is

The client proposes a
maximum price (GMP)
for the creation of the
project, in other words

a budget, and then looks
for a GMP partner using
suggested by the GMP partner. | the method of competition/ creating the building project.

The client does the pre-
liminary planning and then
by using the competitive
method arranges for poten-
tial GMP partners to tender
a maximum price (GMP) for

BauPortal 12/2013 - www.baumaschine.de/Bauorganisation + Recht

v



neous engineering and likewise includes an
optimisation phase in the construction pro-
cess. This contractual form assumes the con-
cept of cost control and integrated construct-
ion management. The construction team
already described is the source of the optimi-
sation approach in the early phases of the
project. The overall concept has then been
adapted to the particular conditions of the
German construction industry (Fig. 3)

With the building system competition, the
construction contract is not awarded to a
general or full-service contractor. Instead,
several specialised contractors, divided up
according to trades or subsystems, are com-
missioned with the work. In this case, it is
possible to award the contract to separate
subsystem suppliers or to a consortium of
subsystem suppliers (JV) or trade organisat-
ions. This also provides small and medium-
sized building enterprises with the possibility
to take part in a building system competit-
ion. The amount of work involved for the
client in the optimisation phase seems to be
greater on account of the involvement of
several part-system suppliers. On the other
hand it has a greater potential for ideas and
know-how available.

Public Private Partnership (PPP)

The ever decreasing degree of financial scope
available to customers in the public sector
has led to new construction projects and
restoration measures being realised increa-
singly through the use of public-private-part-
nership models (PPP), which also fit into the
framework of the partnering management
approach. In this model, building contractors
assume responsibility not only for structural
and civil engineering works, but also offer
from a single source the planning, and if
appropriate, the financing and operation of
the buildings (usually over a period of 20 to
30 years). In keeping with the promise of the
partnering approach, this model can likewise
lead to significant cost savings for the public
sector requiring these services.

To start with, in order to increase organisa-

Fig 4:
Contractual relation-
ships in public private
partnerships

Public client

ppp-project
contract

Partnership

Credit

1. Basics p';']g)fels Design, function, shell,
Owner/planner responsible and where +1 OPefat'f{ﬂiﬂ goaPL?tW*lere y
- AT appropriate architectura
appropriate specialised planner 15 design competition
T 13
2. Optimisation Owner/ . SCOpomiT eﬁi;ieqcylpfthe
. e art-system - esign, planning in line
responsible specialised P yl. with and oriented on pro-
planner planner PR T5  duction requirements
e Award in HOAI phase 3 to 4
3. Execution T7
Parts-system supplier L g Quality of the execution of
construction work
L9

Fig. 3: Building system competition (Source: Blecken and Boenerl 2000)

HOAI phases = fee schedule for architects and engineers

tional efficiency and to limit the risk, as is the
case with joint ventures (JV), a project com-
pany is formed in the shape of a legal entity,
e.g.a limited company (German GmbH).

This company handles the upstream and
downstream stages of the value chain
according to the life cycle. So, not only is the
building erected in accordance with the
plans, but it is also operated in an economi-
cally and technically viable way. With this
aim in mind, it is possible for the contractor
already to become involved (partly) in the
planning stage. For these complex building
projects the value-added chain may be
extended to include the ,finance” stage. A
partnership of this type thus involves the col-
lective services of engineering offices, build-
ing contractors, facility managers for the
technical implementation, and in case of
finance through the private partner, also
financiers, in other words investors and
banks.

With the aid of subcontractors, the actual
building work may be extended over several
or all sub-processes from the basic concept,
e.g. through planning services, right up to
actual use, e.g. with the appropriate facility
management. Depending on the type of ten-
der or client, the cooperation models already
described can come in a variety of configu-
rations with further companies for process-
ing the contract in the best possible way.

vertical cooperations
along the value-added chain

Public Authorities

Private Sector

agreement Project eelfgisclgl) agreements
. ol (usually
Fautty captal |, SRCIIEREI « | Creditors
provide :
CEECIN ) Competitors <>
\ Strategic
Service Building or Service alllanc$/10mt
agreements JV contract agreements MEIECIE
Planners/ Operators

Building company
Consultants

(e.g. Facility manager)
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Interim conclusion

In practice, there are numerous transitional

forms located between the organisational

and contractual forms already described and

these cannot always be clearly delimited

from one another.

This is why it is well-nigh impossible to

fathom the interconnections within a branch

that is organised along work lines to such a

high degree as the construction industry.

On the other hand, construction companies,

however, have developed a quite specific

competence in coordinating.

+ alarge number of parties involved in the
project on the one hand

+ and within the framework of a project
cycle designed at the same time to be
extremely flexible on the one hand and
subject, on the other hand, to the risk of
alterations at any time on the client side

Forms of cooperation
in the construction industry

Various forms of cooperation can be distin-
guished, depending on the type of contract
award. Fig. 5 provides an overview of the pro-
duction stages in the construction process.

There are possibilities for cooperation availa-
ble to the construction company either along
the value-added chain or also with compa-

Fig. 5:

Forms of cooperation
in the construction
industry

Client/Owner/
Customer

Partneringi

Companies
closely con-
nected with

<> thecon-
struction
Joint  sector

System- Ventures
Partnering
Suppliers/ horizontal coope-
SUbCOnt I Cton rations within the

value-added chain
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nies outside their own value added chain. In
addition, cooperative models may also be
implemented with the client.

In this way, the various competences of each
of the cooperation partners can be pooled.
Expanding the cooperation to include sup-
pliers and subcontractors in the upstream
production stages makes it possible to set up
a system-partnering scheme. This form of
cooperation is also possible with the client.
Cooperation with other companies closely
connected with the construction sector can
take place, for example, through strategic
alliances and especially through the formati-
on of joint ventures (Arbeitsgemeinschaften
— ARGEN).

Joint ventures: the traditional form
of cooperation in the construction
industry

If several building contractors come together
with the aim of jointly offering and carrying
out planning and/or construction work for a
specific task, this results in the formation of
bidding consortia and then JV. In this sense,
bidding consortia and JV are, on the one
hand, ways of deploying companies but, on
the other hand, they are also forms of coope-
ration typical of the construction company.

In 2010, according to figures provided by the
Federal Statistical Office, approximately 3 %
of the total annual construction output was
in the form of JV, although the share of the
construction output realised in the form of
JV can vary extremely from one construction
company to the next.

In practice, a variety of reasons can be found
for the desire to handle work in the form of
aJV.The reasons may, for example,

+ be due to the object in question and/or
capacity if the amount of personnel or
machinery or know-how of an individual
company cannot satisfy the requirements
of the construction project, e.g.

- The completion date and the execution
deadlines are so tight that a company
cannot manage the work on its own.

- Certain work can be performed only by
highly specialised companies with a
variety of skills

— The construction site is so far away
from the individual company’s
headquarters that it seems
appropriate to have a JV with a
company close to the location of the
building site so that it can be
monitored better and closer links
maintained with the client.

« risk-induced, if it seems appropriate to
spread the technical and/or economic
risk, and consequently the liability, over
several companies (the finance volume
associated with the object exceeds the
capacities of the individual company)

« client-induced, if the client wants specific
companies to execute the building work

strategy-induced, in order, for example, to
achieve a more even distribution of capa-
cities or to acquire access to major and/or
prestigious projects or to market techni-
cal expertise better.

To start with, at least two companies join
forces to form a bidder consortium.They pre-
sent themselves to the client as a potential
contracting party and together they offer to
execute the construction work with the aim
of receiving the contract award in the award
procedure.

With regard to its company form, as a rule,
just like the typical construction joint ven-
ture, the bidder consortium is also organised
in the form of a partnership under the
German Civil Code (BGB-Gesellschaft) as
long as no provisions have been agreed in
the partnership agreement that deviate from
this. Thus the principle of joint and several
liability also applies to the bidder consor-
tium.

Should the bidder consortium not receive the
contract, it is automatically dissolved with
the termination of the tendering and award
procedure.

If it was successful, however, the bidder con-
sortium automatically assumes the form of
a JV.The details of the cooperation are regu-
lated by means of a JV agreement. Until this
has been concluded, the German Civil Code
applies exclusively.

For the bidder consortium, a sample contract
has been developed together with the Cen-
tral Federation of the German Construction
Industry (Hauptverband der Deutschen Bau-
industrie) in the version of 2003.

In the bidding phase, the bidder consortium
contract helps to set down clear rules for
the JV that is to be formed.

Important contractual agreements are, for
example,

+ the undertaking not to endeavour to
obtain the contract elsewhere

+ the ruling that the regulations
specified in the JV/umbrella consortium
on the retirement of a partner shall
apply
+ the establishment of the level of remune-
ration for the technical and commercial
management and
+ the binding declaration that every
partner can provide evidence of a certifi-
cate of exemption to avoid tax being
deducted for services rendered in
Germany.
Frequently, public clients require a decla-
ration by the bidder consortium in which the
members of that consortium already under-
take to found a JV if they receive the con-
tract. Among other things, this regulates the
authorisation of a representative and con-
tains a clause to the effect that the members
are jointly and severally liable.

Important practical tools are the so-called JV
agreement, which are issued by the con-
struction industry associations. These serve
to simplify and standardise the contractual
agreements in which the partners/associates
determine the numerous details relating to
their rights and duties when founding,
managing and winding up the jointly organi-
zation and in dissolving it.

The ideal typical course of cooperation of this
type is illustrated in figure 6.

The service JV as the typical organisa-
tional form of the construction JV

In the case of the service JV, the service work
is performed by the JV itself. The necessary
human resources, technical equipment and
other resources are provided by the partners
or acquired from third parties. In the service
JV (genuine JV), the JV model contract pub-
lished by the Central Federation of the Ger-
man Construction Industry (Hauptverband
der Deutschen Bauindustrie), in its current
version of 2005, is used.
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On account of the obligation of the partners,
as stipulated by § 4.1. JV model contract, to
make contributions and provide services (e.g.
furnishing of funds, sureties, equipment,
materials, personnel) frequently the term
,provider” or ,service” JV is used. (Fig. 7).
What is important in this context is that the
provision of personnel by the partners in the
JV exempt them from procuring permission
as stipulated by § 1 Para. 1 Sentence 2 of the
German employee lending act.

For seconding personnel to a JV without the
need to require permission, it is necessary,
however, for the partner to assume at least
one contractual obligation with respect to
the JV.

The essential features of the so-called service
JV are

+ The joining up of two or more indepen-
dent building contractors
(Note: if JVs are carried out between the
subsidiaries of one company, these are
frequently described as ,internal Jv”.
They are not companies as described in
the German Civil Code since, in legal
terms, with two branches only one legal
entity is involved in the internal JV.)

« Civil law company (German abbreviation
GDbR).The JV is almost always a civil law
company in accordance with §§ 705 ff of
the German Civil Code. An essential fea-
ture of the GbR is joint and several liabili-
ty in accordance with § 421 ff. whereby
every creditor is entitled to demand any
service, either wholly or in part, from
every one of the JV partners, as it sees fit.
A second essential feature is joint
management. Reciprocal rights and
duties are negotiated by means of a com-
pany agreement, which is applicable even
if the agreement is not yet in existence.

« Legal capacity
In the past the JV was only assigned a
legal capacity of its own in individual
situations (e.g. with regard to bills of
exchange and cheques). So as a rule, if it
proved necessary legal action had to be
taken against all partners. The Federal
Supreme Court ruling of 29.1.2001-11
ZR 331/00 assigned to the JV an extended
legal personality of its own, with the
result that the JV may now sue or be
sued.

« Outside company
The partners participating in the JV are
visibly recognisable in their own right. In
this way, the typical construction JV is
distinguished from the ,false” JV or
,auxiliary service company”. What is
meant in this case here is a silent partner-
ship in which, internally, a further partner
is taken on without it manifesting itself
on the outside.

« No separate liability for trade tax.

In accordance with § 180 AO (German Tax
Code) and § 2a GeWstG (German Trade

B

Fig.7:
Scheme of a provider JV/service JV

Joint execution of construction work

Individual provisions, especially funds,

securities, personnel, materials, equipment

Tax Act) the business premises of the JV’s
count proportionately as the business
premises of the partners, provided the
sole purpose consists in the fulfilment of
a single work contract or contract for
work and services.

+ Composition of the partners
It is possible to distinguish horizontal and
vertical JV’s. While the horizontal JV is
characterised by the fact that it consists
of companies from the same field, with
the vertical JV companies from various
JV’s join forces. This division is meaningful
only internally, within the company itself.

The umbrella consortium is today’s
customary organisational form
of the construction JV

In recent years, major construction projects
are frequently processed in the form of an
umbrella consortium.

With the umbrella consortium, the partners
perform their proportion of the work by exe-
cuting a self-contained part of the building
contract (so-called lots). So, at the same time,
the separate partners are also subcontrac-
tors to the umbrella consortium. Internally,
there is a clear division of responsibilities and
risks for the service areas belonging to the
separate lots (Fig. 8). Regardless of the way
the services, areas of responsibility and risks

- MW
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are distributed over the separate lots, the
joint and several liability with respect to the
client and also other third parties still resides
with the partners.

The following points especially speak in
favour of an umbrella consortium.

 The partners avoid executing the building
work jointly, as is the case with the
normal (supply) JV. By allocating the work
through the umbrella consortium the
partners each retain their own, direct
responsibility for the building work
allocated to them in the lot.

+ Compared to the pure subcontracting
work —which is frequently less interesting
in financial terms — with the umbrella
consortium the company may also have a
share in the opportunities presented by
the overall contract.

- Despite the execution of the work being
spread over several lots during the con-
struction period, each separate partner
retains the right to a say and to the right
of co-determination at the level of the
umbrella consortium

There are manifold advantages to an um-

brella consortium

+ It means that contracts can be accepted
that as separate contracts would be
difficult to carry out, if at all. This applies
especially to invitations to tender from

Fig.8:
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several disciplines and goes as far as invi-
tations to tender for general contractors.

« With the appropriate invitation to tender
across several disciplines, the client can be
offered all the advantages of an award to
a general contractor.

+ The partners avoid executing the building
work jointly, as is the case with the
normal JV. By allocating the work in this
way the partners each retain their own
responsibility for the building work
allocated to them in the lot.

« Compared to the pure subcontracting
work, with the umbrella consortium the
company has better possibilities for con-
taining the risks arising from the exe-
cution of the work. Apart from this, there
is no creaming off ,,profits” in the rela-
tionship between the main contractor
and the subcontractor.

- Despite the execution of the work being
spread over several lots during the con-
struction period, each separate partner
retains the right to a say and to the right
of co-determination at the level of the
umbrella consortium.

Despite its advantages, an umbrella consorti-

um also has a number of drawbacks:

« With respect to outside parties, especially
vis-a-vis the client, there is joint and
several liability

« The level of surety required is higher than
with an individual contract, the partners
also need to be secured. Furthermore,
interface problems could arise, if there is
no exact demarcation of the individual
lots for performance and payment risks.

« If there is no clear demarcation of the per-

formance and payment risks —and, sad to
say, this is frequently the case - this gives
rise to additional interface problems that
have to be borne jointly with others,
owing to a failure to allocate responsibili-
ty at the level of the umbrella consortium.

« Allinterface risks are a topic to be addres-
sed by the umbrella consortium, so there
is more coordination and administration
involved. There are also overheads, crea-
ted by the entire commercial sector of an
additional company

The umbrella consortium contract is usually
concluded on the basis of the sample um-
brella consortium contract issued by the Cen-
tral Federation of the German Construction
Industry (Hauptverband der Deutschen Bau-
industrie). This is based to the greatest pos-
sible extent on the layout and content of the
sample contract of the umbrella consortium.

Interim summary

Construction companies confront the de-
mand side in the construction market with
differentiated performance profiles.

In addition to the trade specific suppliers,
forms of corporate use have thus emerged
that offer complex construction services
from a single source. Typical examples are
the general contractors for design and build-
ing and main contractors. Their performance
profiles adhere strictly to the distinction
customary in the construction industry,
namely construction project planning and
building construction, whereas with the full-
service main contractor/general contractor
companies, these boundaries are blurred. In
both cases, main contractors can be distin-
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The ARGE (Consortium) is not a
genuine JV, as there is no single asset
involved. As a consequence, the trans-
lation is unfortunately not a perfect
one and, in point of fact, only
intelligible to IFRS specialists. In terms
of commercial law, however, it gives
rise to a number of problems. As the
English version of the ARGE model
contract also bears the title JV, this has
been retained.

guished from general contractor companies
in that they have their own capacities for
executing work.

Above and beyond this, however, there are
other corporate forms that go even further
than this and gear themselves to the entire
life-cycle of a building. Typical examples are
system providers and project developers.

Closely linked with forms of corporate use
are developments in the forms of contract.
Apart from the forms of contract customary
in the building sector, namely the unit price
contract, and the lump-sum contract, newer
forms of contract have emerged that are
geared to the handling of projects on a part-
nership base between client and contractor.

Construction companies, however, also offer
contracts in cooperation with other building
contractors. The usual form of cooperation
for this in the construction industry at single-
project level is, as a rule, the JV, which comes
in the form of the so-called service JV or in
the form of the umbrella JV.
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