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ABSTRACT. Public-private-partnership projects are long term, complex and very challenging
contractual arrangements and relationships. They bring new roles for public sector and also for
private sector in terms of construction and services. This paper will go through some features
of the Finnish PPPs. Proactive law focuses in practical views as regards contract law and con-
tractual issues. The main target is to prevent problems instead of confronting them. This paper
will clarify what proactive law is about in terms of contract law and contracting especially in
PPPs. For instance, 20-40 years’ partnership relation with PPPs brings up also dozens of dif-
ferent risks into the picture. This paper will discuss the risks and risk management in terms
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of proactive law and after that, focus on PPPs in Finland.
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1. INTRODUCTION

There is a worldwide trend toward public-
private partnerships (PPPs) in public infra-
structure development. PPP projects have
caused much debate also in Finland during the
past few years. One of the reasons for this is
that PPPs are a new kind of model for produc-
ing public sector construction services and also
other services related to them. PPP projects
change the traditional roles of the public sector
bodies and private sector companies (cf. Froud,
2003). The public sector becomes a client and
the private sector becomes a service provider
with a large responsibility.

PPP projects are long-term contractual ar-
rangements in which the contract period is

usually 10-40 years. This long contract period
brings up certain issues, for example, in terms
of proactive law and risk management (cf.
Shaoul, 2005). In Finland, PPP projects are es-
tablished, for example, in building motorways,
schools, sport and swimming halls, and waste
water treatment facilities.

Many types of PPP models have been
adopted. The term PPP covers several more
specified models which all are, in one way or
another, partnerships between the public and
private sector. These models are, for example:
DBFO, BOO, BOT, BOOT, BTO, BRT, and
BLT (e.g. Gallimore et al., 1997). These ab-
breviations consist of words and word parts
like design, build, finance, own, operate, lease,
rehabilitate, rent, and transfer. The common
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denominator of all these models is that the
private sector partners have the responsibil-
ity for at least designing, building, and oper-
ating a project-facility. All these models are
in common use and each project form has its
individual character for instance, regarding to
proactive law and risk management.

The new roles mean that private sector part-
ners (often, a separate project company) bind
themselves to the production of different kinds
of services, for example, in addition to building
a facility or a motorway. These services can be,
for instance, maintenance, real estate services,
cleaning, guarding, catering etc. (cf. Grimsey
and Lewis, 2005). It is also possible that pri-
vate sector partners commit to arranging the
financing for the project. See Figure 1.

Tasks in project Different options for PPP’s

Design

Construction works

Real estate services

User services
Financing

Ownership

& Private sector  [] Public sector

Figure 1. Different options for PPPs

The research questions in this article are:
what is proactive contracting especially in the
relation of risks and risk management and
how does proactive contracting become appar-
ent in Finnish PPP projects?

2. PAYMENT MECHANISM
IN PPP PROJECTS

A public-sector partner binds itself to long-
term payment mechanism according to which
it pays, for example, a monthly service fee to
the private-sector partner. In this way, the
public-sector partner avoids large non-recur-
ring investments and can arrange its own

budget policy from a new starting point (cf.
Shaoul, 2005). These new roles are essential
concerning this new public and private sectors’
partnerships where, in the spirit of partner-
ship, both parties try to achieve long-term con-
tractual arrangements in which both parties
win (cf. Zhang, 2005).

The public sector partner hopes that PPP
procurement can provide a variety of net
benefits for the society, including enhanced
government capacity, innovation in deliver-
ing public services, reduction in the cost and
time of project implementation, and transfer
of major risks to the private sector, in order to
secure value for money for taxpayers (cf. Li et
al., 2005a). In addition, the payment mecha-
nism mentioned above is part of the public sec-
tor bodies’ objectives. With the new payment
mechanism, a public-sector partner can plan
its budget policy from a new starting point.
This payment mechanism means that service
fees are divided for the whole contract period.
By avoiding large, non-recurring investments,
for example, in a case of building a school, the
city can use the money saved for other pur-
poses.

In addition to the advantageous payment
mechanism, other benefits for the public-sec-
tor partner can be found. These benefits, in
the case of Finnish facility projects, are fast
building time of the facility, the private-sector
partner taking responsibility for the facility
and services during the contract period, and a
small risk for the client because the service fee
1s paid only when the services are produced in
the correct and agreed way (Nykénen and Sal-
mi, 2002). If services do not meet the demands
which are mentioned in the service contract,
the public-sector partner has a right to a re-
duced service fee. That is why a private-sector
partner tries to avoid such reductions as they
affect the project’s profitability (Lahdenpera
and Rintala, 2003).

Additionally, after the selection, the pri-
vate-sector partner has an economical incen-
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tive to start producing services, for instance, in
a facility as soon as possible because the phase
after the construction the facility (service pe-
riod) also marks the starting point for paying
the obligatory service fees. This also means
that the construction phase shortens.

Service fees are the only real significant
source of income from PPP projects for the
private-sector partner. Therefore, every pos-
sible thing has to be taken into account in the
preparation phase before starting the imple-
mentation of the project. If everything goes as
planned, the private-sector partner receives
service fees throughout the project (cf. Zhang,
2005). As a whole, the partnership mindset
and the idea that both partners (public and
private) win are the main principles in PPP
projects. In practice, the public sector seeks ef-
ficiency in construction and services as well as
economical savings. For the private sector, a
successful long-term contractual relation-ship
brings profit throughout the contract period
and enables the sector to develop innovations
in services in a long-term perspective.

Essential to project success is good and
careful planning and finding and connecting
good co-operative partners. In addition, iden-
tifying and handling different risks is essential
due to the long contract period. Therefore, it is
vital that the contract elements are included
in the contract that prevents disputes between
partners and provides the extension of the con-
tract.

3. PROACTIVE CONTRACTING

3.1. General features of proactive
contracting

Conceptions concerning legal issues, dis-
putes, and the ways to solve them traditionally
emphasize the courts’ and other institutions’
position and power. Courts and other institu-
tions consider legal issues and disputes subse-
quently. This kind of approach is very common
concerning legal interpretations. In Finland,

the Supreme Court’s precedents have an indis-
putable and strong influence on legal thinking.
This means that this influence has significance
in various parts of the Finnish society. How-
ever, during the past few years, proactive law
has got an important role especially in con-
tract law and contracting also in Finland (e.g.
Sorsa, 2009; Pohjonen, 2002; Pohjonen, 2005).

Practising proactive contracting means
more planning of legal relations so that the
objective is to prevent complicated future situ-
ations and avoid problems. The aim is not to
plan legal relations in the context of dispute
resolution. The traditional way to focus on dis-
pute resolution with different laws and regula-
tions is seen as a very static model. Because
of this, there is a need to develop proactive
means of resolution which could rely on more
flexible tools (Holming, 2002).

There are two significant differences be-
tween proactive legal practice and traditional
legal practice. The first is that proactive legal
practice deals prospectively with fact patterns
that may arise in the future (hot facts) while
traditional legal practice deals retrospectively
with established facts concerning events that
have occurred in the past (cold facts). The sec-
ond difference is that in traditional legal prac-
tice, the ultimate decision maker is usually
a third party, such as a judge or arbitrator,
while in proactive legal practice, the ultimate
decision maker is the client, acting on the ad-
vice of an attorney. The job of the traditional
lawyer is to act as a historian, interpreting
past events in a light that is most favourable
to the client. The job of the proactive lawyer
is to help the client to shape future events so
that the facts will reflect favourably on the cli-
ent (Gruner, 1998).

Proactive contracting can also been seen
in the context of flexibility. In that sense par-
ties can seek flexibility by creating responsive
contract mechanisms in to long-term business
contracts. These mechanisms can deal for ex-
ample with co-operational procedures, chang-
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ing circumstances and alternative dispute
resolution. With these mechanisms parties
can respond to changing circumstances and
situations and in best case continue their con-
tractual relationship. This goal can be set for
example in partnerships (Tieva, 2008).

Proactive contracting invites and gathers
different professions together to co-operate
in a new way. Complicated technical, finan-
cial and legal issues in PPP contracts mean
that according to the principles of proactive
contracting, all the people who work in these
areas in the companies involved have to co-
operate closely and intensively. One essential
feature of co-operation and proactive contract-
ing is the skill of communicating and active
participating. Instead of assuming and making
interpretations, one has to try to pose clarify-
ing and specifying questions (Rudanko, 2002).
This kind of unprejudiced working method in
the preparation phase of a contract makes it
possible to prevent potential contractual prob-
lems and achieve the set goals. Making this
happen requires developed company-specific
action models and creative contractual mecha-
nisms to prevent and manage risks.

3.2. Risks and risk management
in a proactive light

Essential features of proactive contracting
on contract management are also risks and risk
management. Therefore, contract preparation
and negotiations are salient poles. Risk and
uncertainty describe the possibility of different
potential outcomes. Some systems feature in-
herent randomness, such as games of chance.
In business, the risks and uncertainties reflect
unknowns and variability in nature, materials,
and human systems (Schuyler, 2001). Risks
can be divided into harmful and beneficial
risks. A harmful risk can be, for example, a
situation an employee does not want to tumble
into (for example, an accident at work). A ben-
eficial risk can be seen as a course of events in
which some positive effects can become mate-

rialized, for instance, to a person but there are
still some uncertainties and questions concern-
ing them (Maatta, 1999).

In the context of contract law and contract
management, risk as a concept can be deter-
mined as well. One definition emphasizes com-
prehensively proactive views on risks. Firstly,
a distribution between danger and risk has
to be made. The conclusion is that dangers
that can be avoided are risks but dangers that
cannot be avoided remain true dangers. With
this distribution, the significance of the ex-
tent to which dangers are avoided should also
be noted. In this sense, all dangers are risks
when their consequences can be minimized.
Secondly, risks and liabilities should also be
distinguished (Keskitalo, 2000).

Traditionally, risks have been defined and
allocated retrospectively after the conclusion
of a contract and the realisation of risks. That
1s why risks are often identified with liabili-
ties. When the proactive nature of risks is
abandoned, the fact that rationalising risks
and internalising them to the decision making
process is a tool for planning contracts is de-
nied. Therefore, risks should be handled pro-
spectively and liabilities retrospectively. The
concept of liability is linked equally to risks
and dangers since liability as a term illus-
trates both the risks’ and dangers’ subsequent
legal consequences. In terms of proactive law,
risks and dangers are potential liabilities (Ke-
skitalo, 2000).

Risk management is one of the key ele-
ments in proactive law, especially concerning
contracts and contract law. Generally, risk
management means developing company-spe-
cific measures and creating mechanisms which
can manage estimated potential future risks
that threaten companies. It also means cor-
porate governance. In the best case, compre-
hensive risk management can help in reaching
goals, enhance planning, create satisfaction for
interest groups, create protection against un-
insurable risks and balance profits to several
years (Fiilin, 2000).
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Contractual risk management forms only
one part of the companies’ legal risk manage-
ment and, in this way, it is part of companies’
comprehensive general risk management. The
goals of contractual risk management do not
restrict the management of legal risks in con-
tracting. Contractual risk management also
covers other risks in business by using meth-
ods of contractual planning and management.
This requires broad, planned and continuing
communication inside companies between
business executives, contracting people and
risk management people (Keskitalo, 2002).

4. PROACTIVE CONTRACTING
IN FINNISH PPP PROJECTS

4.1. Questions concerning contract
preparation

Each PPP project consists of several dif-
ferent contracts. These contracts cover, for
example, construction, financing, and differ-
ent kinds of services (cf. Zhang, 2005). PPP
projects are long-term and very complex con-
tractual arrangements which require careful
and time-consuming preparation and negotia-
tions. A great amount of technical, financial
and legal questions and details need time in
order to be handled carefully. The case is the
same with risks and risk management. PPP
projects contain many risks that have to be
identified, processed, and allocated in a thor-
ough manner (e.g. Li et al., 2005b). When a
10-40 year contractual relationships is in ques-
tion, risks play a huge role. It is reasonable
to handle all possible risks in a proactive way
before concluding contracts.

Despite the increasing popularity of the
use of PPP concept as a procurement strategy,
there have been reported cases of problems
associated with the initial stages of the proc-
ess in terms of unduly high bidding costs and
pre-contract time overruns, due mainly to the
protracted nature of the negotiations (Ahadzi
and Bowles, 2004). Public sector clients should

be better able to establish effective risk alloca-
tion strategies and develop suitable allocation
frameworks for PPP projects, with a view to
achieving a more efficient process of contract
negotiation (Li et al., 2005b)

PPP projects contain several questions
and issues that directly influence the success
of projects. According to Li et al. (2005a), the
three most important issues are: a strong and
good private consortium, appropriate risk al-
location, and an available financial market. As
a general rule, risks should be borne by the
party that is in the best position to assess and
influence the probability and financial impact
of its occurrence as well as to manage and bear
the consequences of its materialisation (Euro-
pean International Contractors, 2003). In one
Finnish PPP project, risk allocation has been
carried out with a matrix which determines
which risks are directed towards private-sec-
tor and the public-sector partner. Most of the
identified risks concern operations and main-
tenance risks during the contract period. See
Figure 2 (The city of Espoo, 2001).

4.2. Changing circumstances during
a contract period

Regarding long-term contracts and business
relationships, the relevance of different chang-
ing circumstances becomes stronger in terms
of contract law. Generally, changing circum-
stances are related to anticipation. This way,
the theme of changing circumstances is related
to general and contractual risk management.
Generally changing circumstances also cause
problems in contractual relationships. It has
been stated that the foreseeability of prob-
lems decreases as the duration of contractual
relationship increases. Technically, the most
difficult changing circumstances to solve are
unforeseeable, fundamental, permanent, or
long-term changes which significantly affect
either the original cost structure or earnings
(Kurkela, 2003).
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Figure 2. Parts of the risk allocation in the example case

Several legal effects are possible when a
changing circumstance is powerful enough and
other preconditions that have to be taken into
account are fulfilled. This means that these
preconditions are unforeseeable, blameless, and
unbeatable. Naturally, one can try to prepare
for changing circumstances with contract claus-
es when these clauses change the contract in an
agreed way (Hemmo, 2003). When such clauses
do not exist, studying this theme changes. It
has been stated that when a changing circum-
stance relates to only one point in the contract
so that certain obligations can not be executed,
then the position of the rest of the obligations
are evaluated. If it is reasonable to fulfil the
other part of the contract, then the contract
with this part stays in force. In this sense, it is
a question of partial expiration (Hemmo, 2003).

It is also stated that businesses are some-
times forced to adjust for external facts such
as official regulations and legislation. These
reforms are not in the hands of the contract
parties. Especially, changes in the established
practises might influence the execution of
the contract in a way that cannot be foreseen
(Hemmo, 2003). This is essential in long-term
contractual relationships because it is possible
that during a contract period of several years,
new official regulations and laws come into
force. That is why it is rational for the contract
parties to act in a proactive way and to draft
contract clauses concerning these matters.

In several ways, hardship and renegotia-
tions are connected to the theme of changing
circumstances. Both have found their place in
the sweep of international contract law (e.g.
Mahonen, 2000). In the context of hardship
and renegotiations, certain contractual ques-
tions are emphasized. Particularly, in inter-
national business environments and contracts
both of these often exist. Lately, they have
been appearing more and more in Finnish
business contracts and also in PPP contracts.

As regards hardships, it is a question of
contract clauses that retrospectively repair the
effects of changed circumstances (e.g. Unidroit
Principles of International Commercial Con-
tracts, 1994). With contract clauses, parties
try to define, for example, performance excuses
that can free them from liabilities concerning
payment in kind and damages. With contract
clauses, it is also possible to govern the exten-
sion of performance time and the right of with-
drawal. Furthermore, generally in the context
of hardship, in contract clauses it is often de-
fined as an obligation to start negotiating of a
need to modify contract (Hemmo, 2003). This
means the contractual term renegotiations (cf.
Bolton and Dewatripont, 2005; Klein, 1996;
Klein, 1988).

Force majeure is also associated with the
theme of changing circumstances and it of-
ten exists in business contracts. Also for PPP
projects, it is rational and wise to draft de-
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tailed contract clauses covering all of these
contractual mechanisms: hardship, renegotia-
tions, and force majeure. This is part of the
proactive mindset and actions which render
the contract and the whole business relation-
ship more flexible.

4.3. Risk management tools

In Finnish PPP projects and their contrac-
tual arrangements, tailored contract clauses,
insurances, securities, and guarantees have
been used as tools for managing and allocating
risks. It has been perceived that the most prob-
lematic situations are those in which risks are
not individualised. In addition, problems arise
when a risk is individualised but risk-bearing
partner is not agreed on. Risks are usually di-
vided between the partners by contract clauses
and often, the parties have agreed which one
bears certain risks and which one is obliged
to obtain insurances. Occasionally, the partner
who bears a risk is not the same than the part-
ner who gets the insurance for the risk. Some
of the risks are covered through traditional in-
surances. In case of a facility, a fire insurance
is usually mandatory. Most of the other risks,
but not all, can be covered by special insur-
ances. For instance, in case of political risks,
there are possibilities to obtain governmental
guarantees and there can also be other special
arrangements for covering other types of risks
(Kurkela, 2003).

Once the risk allocation is agreed and de-
fined in the contract, both parties (private and
public sectors) can move to the risk treatment
stage in contract management. In order to fa-
cilitate this outcome, it is important to under-
stand how the public and private sector parties
(with experience in PPP) perceive risk alloca-
tion, and what allocation preferences they ex-
hibit. This in turn requires the identification
of particular risks (and groupings of risks) for
PPP projects (Li et al., 2005a). Contracts are
intended to remake the future in a way that

1s more controllable, for instance, by effectively
insuring against faults with the operation of
the building or its associated services (Froud,
2003).

As an example, I shall use one Finnish PPP
project to clarify the processes of proactive law
and risk management. In the project, a project
company carries out the objects’ construction
and services (real estate, catering, guarding,
and tele-communications) for 25 years. The
objects are a school and a swimming a sport
hall. The service contract states that the pri-
vate-sector partner is obliged to ensure that
all buildings have fire insurances for the whole
contract period. In addition, the private-sector
partner ensures that it has a liability insur-
ance covering the amount of the tender it has
made earlier. Additionally, the private-sector
partner has to have a loss-of-profits insur-
ance that covers the losses (profits per a year)
that have been caused by an interruption of
business or a delay. Furthermore, the project
company has to obtain all insurances that are
required by Finnish legislation (The city of Es-
poo, 2001).

The same contract discusses risks that are
uninsurable. The contract states that if any
private-sector partner’s risk which cannot be
covered by insurances materialises during the
contract period, the private sector partner has
to inform the public-sector partner of this im-
mediately and the parties have to negotiate
the management of this risk. If the parties do
not find a solution to the situation, the private-
sector partner’s monthly service fees will be
reduced (The city of Espoo, 2001).

In terms of proactive law and risk manage-
ment, other contractual mechanisms can also
be found. Essential features of these cases
are breaches of contract and the legal conse-
quences arising from them. In the construction
phase, if the buildings are not ready on sched-
ule, the private-sector partner is obliged to pay
liquidated damages and compensation for the
direct damages to the public-sector partner.
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During the operation period, if the private-sec-
tor partner breaches the contract, the public-
sector partner has the right of subrogation in
terms of providing the services determined in
the contract. In this situation, the private-sec-
tor partner also has to pay compensation for
the costs of the actions that the public-sector
partner has to take because of the subrogation.
Moreover, the service contract contains several
provisions on resigning the contract because of
breaches of contract (The city of Espoo, 2001).

5. CONCLUSION

PPP projects have lately become a popular
operation model in public infrastructure de-
velopment all over the world. Long-term con-
tractual arrangements with PPPs change the
traditional roles of the public and private sec-
tors. Public sector bodies become clients and
private sector bodies become service provid-
ers with a large responsibility of the project
in question. PPP projects offer different kinds
of benefits to both public and private parties.
Both partnership parties also have different
kinds of goals; however, the common goal is
that both parties win.

As the results in the text show, proactive
law becomes relevant in contract law and con-
tracting. Practising proactive contracting re-
quires more planning of legal relations. The
goal is to prevent difficult future situations
and avoid problems. Proactive contracting em-
phasises contract preparation. That is why,
for example, issues and questions concerning
risks, risk management and creative contrac-
tual mechanisms play a significant role. In
business relations, proactive contracting in-
vites and gathers different professions to par-
ticipate in a new type of co-operation. A com-
mon language has to be found, for example,
between the people in companies with techni-
cal, financial, and legal backgrounds. In this
way, it 1s possible to assess the possible risks
and other critical contractual questions in the
contract preparation phase.

A partnership mindset is essential in PPP
projects. A client and a project company form
the main contractual relationship in terms of
PPP projects. In addition to this, for exam-
ple, a project company has several contracts
with subcontractors. These partnerships are
complex contractual relationships in which
trust plays a big role. Co-operation requires
constant care in the form of communication
and reciprocal trust to strengthen it. Trust is
achieved by the companies and public sector
representatives binding themselves to shared
goals. Furthermore, once strong trust has
been built and established, firms may enjoy
lower costs than those without such trust. In
the business context, trust seems to be based
partly on economic calculations and partly on
the trusting party’s basic values as a human
being.

Each PPP project consists of several dif-
ferent contracts, so that they are actually a
bundle of contracts. These contracts cover, for
example, construction, financing, and services.
PPP projects are long-term and very complex
contractual arrangements which require care-
ful and time-consuming preparation and nego-
tiations. Dozens of different risks exist as well.
As regards risks with PPP projects, the proac-
tive way 1s the only reasonable way to handle
and allocate them. This requires investments
from the parties.

As the results in the text show, chang-
ing circumstances play a significant role in
long-term contracts and, for instance, in PPP
projects in terms of contract law. It is sensi-
ble for the parties to prepare for changing cir-
cumstances. This requires proactive mindset
and actions. In practise, this means that par-
ties have to create flexible contractual mecha-
nisms for contracts so that they can respond
to possible changing circumstances in the fu-
ture. These mechanisms can be, e.g. clauses
concerning changes in official regulations and
legislation, hardship, renegotiations, and force
majeure.
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As the results in the text show, in Finnish
PPP projects and their contractual arrange-
ments, tailored contract clauses, insurances,
securities, and guarantees have been used
as tools for managing and allocating risks. It
has also been noted that the most problematic
situations arise when risks are not individual-
ised. Problems also occur when a risk is indi-
vidualised but the risk-bearing party is not de-
termined. Proactive law and risk management
play significant roles in PPP projects. Moreo-
ver, tailored contract clauses and mechanisms
also have a great significance.
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INICIATYVUS SUTARCIU SUDARYMAS SUOMIJOS VPP PROJEKTUOSE

Antti TIEVA, Juha-Matti JUNNONEN

Viesojo ir privataus sektoriy partnerystés (VPP) projektai — tai ilgalaikiai, sudétingi ir itin daug pastangu
reikalaujantys sutartiniai susitarimai ir santykiai. Ne tik viesajame, bet ir privaciajame sektoriuje jie su-
kuria naujus, su statyba ir paslaugomis susijusius, vaidmenis. Siame darbe apzvelgiami kai kurie Suomijos
VPP bruozai. Iniciatyvi teisé glaudziai susijusi su praktinémis paziliromis, sutarc¢iy teise ir pan. Pagrindinis
tikslas — isvengti problemu uzuot jas sprendus. Siame darbe paaiskinama iniciatyvios teisés esmé sudarant
sutartis, ypa¢ VPP. Pavyzdziui, kai VPP trunka 20—40 mety, susiduriama su daugybe jvairiy rizikos rasiy.
Todél straipsnyje pirmiausia aptariamos rizikos rusys ir rizikos valdymo budai taikant iniciatyvia teise, o

po to — Suomijos VPP.





