
  

 

NEC: A COUNTER-INTUITIVE APPROACH TO PRICING 

COMPENSATION EVENTS? 

 
This is the first of a series of articles on the NEC standard form of contract. 

The premise in developing the NEC standard form was to create a user-friendly contract, which 
provides clarity and simplicity through the use of simple language.  The question is whether it 
achieves this.  Judging by the confusion frequently seen in regard to the pricing of variations, or 
Compensation Events as this contract choses to call them, the contract could be said to fail in 
delivering clarity due to frequent misunderstanding and a sometimes counter-intuitive approach to 
pricing. 

The method to be used is described under Clause 63.1 in the various Options as: 

“The changes to the Prices are assessed as the effect of the compensation event upon: 

• the actual Defined Cost of the work already done, 
• the forecast Defined Cost of the work not yet done and 
• the resulting Fee. 
 
The date when the Project Manager instructed or should have instructed the Contractor to submit 
quotations divides the work already done from the work not yet done.” 

This method identifies a base date for pricing, which for ease in this article, is referred to as the 
“switch date”.  This serves as a point in time to differentiate forecasted and actual costs used by the 
Contractor in pricing quotations.  In addition, account should be taken of the effect upon Planned 
Completion as shown on the latest accepted programme. 

One key difference in pricing under NEC is that unlike other forms of contract, which require 
existing contract rates to be used where appropriate, NEC promotes the philosophy that no party 
should unfairly gain an advantage or suffer a loss as a result of the event.  This could of course be 
the case using already agreed contract rates.  The premise is then that the Contractor should be 
adequately compensated for the effect of the compensation event upon the Prices, whilst at the same 
time the Employer pays a fair price. 

To arrive at this situation, rates and prices agreed within the Contract are not used, rather pricing 
will reflect an assessment of the effect of the event upon the Contractor’s Defined Cost.  In making 
this assessment, risk will also be priced into the compensation event.  It should be noted we are 
“assessing” the effect not “calculating” it.  This being the case only actual costs to the switch date 
will be included.  Thereafter costs are forecasted.  This is also true even when all of the work has 
been carried out after the switch date but before the date of the quotation being submitted.  This is 
where the greatest misunderstandings arise and the counter-intuitive assumptions are made.   

Effectively we are stepping into our “time-machine” and travelling back to the switch date to price 
based upon knowledge held at that point in time, although current knowledge will always have an 
effect on the outcome.  This is especially true in the case of risk where disagreement is likely to occur 
in regard to materialised risk at the point of preparation and submission of the Contractor’s 
quotation compared to risk evaluated at the switch date.  It should be remembered in pricing a 
quotation that we are dealing with Defined Cost, being the costs incurred in Providing the Works, 
and not actual cost. 

  



  

 

This does not mean, however, that actual cost cannot be used.  If there is an express agreement 
between the Parties to use actual cost, then this will prevail.  The Project Manager cannot however 
insist on using actual cost unless all of the works were provided before the switch date.  Neither 
should the Project Manager be using the benefit of hindsight to carry out their own assessment, 
rather he should be assessing whether the forecast was correct in the given circumstances 
prevailing at the switch date based upon what would have been reasonable to have allowed for at 
that time. 

The moral of this story is that parties should understand what is required by the Contract and in 
keeping with the requirements of Clause 10.1 act as stated in (the) contract and in a spirit of mutual 
trust and cooperation. 

In the next article I will be looking at issues surrounding the contractual requirement for an 
Accepted Programme and acceptance by the Project Manager. 
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