United States Construction Contracts

Chapter 18 A. Commentary
Paul M. Lurie and Jeremy S. Baker

Schiff Hardin LLP

Construction Law Group

233 South Wacker Drive, Suite 6600
Chicago, Ilinois 60606

United States

Telephone: (312) 258-5500

Telefax: (312) 258-5600

e-mail: plurie@schifthardin.com
jbaker@schiffhardin.com

Note: The following commentary, forms, and documents are prepared by the above
under the laws and practice prevailing as of 10 June 2014. Seldom is a model form or
document directly suitable to a transaction without adaptation to the particularities
and circumstances of the matter. Readers are invited to contact the contributors
regarding any questions concerning the application of the forms and documents.

Int. Business Transactions (Suppl. 63 - August 2014) Chapter 18 A-3




UNITED STATES CONSTRUCTION CONTRACTS

4 — Chapter 18 A

Int. Business Transactions (Suppl. 63 - August 2014)




UNITED STATES CONSTRUCTION CONTRACTS

Introduction

The purpose of this chapter is to give the international construction lawyer a general
perspective of American construction law as applied to a typical commercial project.

The reader should understand the sensitivity toward construction disputes which
the American lawyerbrings to his contracts. Itis quite usual to expect that, during the
life of a large commercial project, there will be a variety of disputes. Many of those
disputes will be resolved by binding judicial or arbitration decisions which rely on
contractual language.

The traditional method of project organization can generate disputes because
of the lack of legal responsibility in a single entity. While there is an increasing use
of single point responsibility with design/build or engineer-procure-construct
(EPC) methodologles most owners enter into separate contracts with independent
architects' and contractors. Architects hire subconsultants and contractors hire
subcontractors. When problems arise, the owner may have the difficult burden of
establishing and allocating fault among multiple parties. No-fault insurance for
design or workmanship errors is not available to the owner.

These disputes may concern the cost and time implications of changes to the
project after design finalization or award of the construction contract. These
changes may be caused by the owner’s decision, by alleged design errors, or by
unforeseen conditions. The dispute may involve the impact of events which delayed
timely completion of the project. Construction technology is complex and often
results in the performance of materials and systems not meeting the owner’s expec-
tations. Again, these disputes are often resolved in adversarial contexts.

Construction projects have a high accident rate. While most states have worker
compensation schemes on a no-fault basis, in most states workers with serious inju-
ries bring lawsuits in addition to their compensation claims. In the United States it is
common for people to file suits when they slipand fall or are otherwise injured by the
built environment. These types of claims are usually resolved by parties to the
constructing process and their insurance companies in an adversarial tort system.

Construction can be financially risky. Contractors may not have the financial
strength to finish a job, and disputes may develop between owners and the contrac-
tors’ surety bond company. Owners may run out of money, resulting in project
takeover by project lenders.

This chapter begins with a description of the American legal system in which
disputes are resolved. There follows a discussion of the Iegal issues involved in the
three phases of the construction process: pre-construction, including design;
construction; and post-construction. The chapter concludes with a discussion of
insurance as a risk allocation device.

[. This chapter refers to the architect as the lead dcslgn professional. However, for purposes of legal
responsibility, the terms "architect” and "engineer" arc interchangeable.
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To properly understand the law of design and construction contracts, one should
understand the basic principles of the American legal system and how those princi-
ples allocate responsibility. These principles are not contained in a single code;
rather, they may be found in the American common law as it relates to construction
projects. This law includes legislation and administrative regulations from the fifty
states, the Federal Government, and the myriad of local municipal governments. '

It also includes case law based on precedent from the fifty states and the federal
courts. Inaddition, the standard construction agreement’ published by the American
[nstitute of Architects (AIA)® and the Engineers Joint Documents Committee
(EJCDC)’ often serves as guidance to courts and arbitrators. Published court inter-
pretations of these forms add to the predictability of the language used in these form
documents.

Role of the Courts

The two major court systems in which construction disputes are resolved are the
federal court system and the state court systems, including county and local courts.
The state and local courts are the courts of general jurisdiction, open to everyone,
including foreign parties. Federal courts have more limited jurisdiction and are
generally restricted to claims alleging damages in excess of US $75,000 where the
disputants are citizens from different states or countries.

Litigation must usually be conducted in the state where the defendant resides or
does business. Claims against governmental entities usually are prosecuted before
administrative agencies with appeals to special courts of claim. In most civil courts
involving claims of private parties, litigants have a right to have their case heard
and decided by a jury where the claim is for monetary damages. Usually, the jury
consists of six persons. Ifajury isnot chosen, the case will be heard byasinglejudge.
Cases seeking injunction relief can only be decided by judges. It is highly likely
that the judge hearing a construction case will know little about the construction
process.

In many major metropolitan areas there are long delays in getting a case to trial.
Both the state and federal system allow pre-trial discovery regarding the facts under-
lying the claims asserted by the parties. Such pretrial discovery is often expensive
and time consuming. This discovery includes depositions and written interro gatories.

There are rights of appeal in both the state and federal system to an intermediate
appeals court. However, the right to appeal further to the highest court is seldom a
matter of right.

1. These jurisdictions have much in common, and it is this commonality which is the focus of this
chapter. Juristic variations must be accounted for prior to execution of any agreement.

2. The most widely used of the forms published by these associations are those between design
professional and owner, between owner and contractor and related documents. These forms are
revised about every ten years.

3. The 2007 editions of the AIA Owner-Architect agreement and the General Conditions for the
Contract for Construction and Cost Plus Construction Contracts are included in Appendix A and
are available at www.ATA.ORG.

4. The EJCDC documents are available at www.NSPE.ORG.
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UNITED STATES CONSTRUCTION CONTRACTS
Arbitration and Mediation

ARBITRATION

Absent an agreement to arbitrate, construction disputes are resolved in United States
courtrooms, which may be in the federal or state system, depending on a variety of
factors.

Arbitration is an alternative procedure that is intended to save time and cost and
achieve a fairresultin accordance with construction industry norms. These goals are
less likely to be achieved in a courtroom. Arbitration must be agreed to by the parties
either before or after the dispute develops. An arbitration award is final and binding
and difficult to overturn onan appeal to the courts, regardless of errors of law or fact.

It is common for standard form design and construction agreements to contain
such agreements and incorporate the rules of an administering agency, such as the
American Arbitration Association (AAA) and its affiliate, the International Center
for Dispute Resolution (ICDR).' Other national agencies whose rules may be
incorporated include the International Institute for Conflict Prevention and Resolu-
tion (CPR)? or JAMS.?

These rules are often substantively similar and only differ in the manner in which
the case is administered, their fee structure, and the individuals whose appointment
the agency promotes. There may be differences among the agency rules applicable
to construction disputes based on whether the agency has separate rules for construc-
tion disputes that are different than rules for general commercial disputes. For
example, the AAA has special construction rules with sub-sets of rules depending on
the amount in controversy, starting with fast track rules for small cases and using the
Large Complex Case Rules for claims with disputes of more than $I-million.

The CPR has aspecial setofrulesaimed at speeding the delivery ofan award called
"the Rules for Expedited Arbitration of Construction Disputes”. Uniquely, the AAA
has panel members who are experienced industry professionals but who are not
lawyers. The AAA is also unique in its requirement of annual continuing education
as a condition of remaining on its panels. Since International Federation of
Consulting Engineers (FIDIC) forms are rarely used in the United States, arbitra-
tions under the International Chamber of Commerce rules are less frequent than
proceedings administered by United States-based agencies.

The parties do not have to use an administering agency and may agree to ad hoc
procedures in which each party appoints an arbitrator and those arbitrators choose
a neutral umpire. A major advantage of using an administering agency is the assis-
tance it provides in helping the parties select the site of arbitration, select the
neutral(s), and fill vacancies in the event an appointed neutral is unable to serve. The
CPR publishes a special set of rules for self-administered arbitrations but using
CPR to fill arbitrator vacancies.

The enforceability of the arbitration process and an award is governed by either
federal or state statutes. Most construction disputes involve "interstate commerce"
and by law are therefore subject to the Federal Arbitration Act (FAA) which is

I. See hitp://www.adr.org and http://icdr.org.
2. See hitp://www.cpradr.org.
3. See hhtp://www jamsadr.com.
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enforceable in both state and federal courts. If the FAA does not apply, then
enforceability is determined by state law, which frequently is based on a variation of
a model law called "the Uniform Arbitration Act". Since 2000, eighteen states have
adopted the Revised Uniform Arbitration Act (RUAA). The RUAA expands the
availability of pre-hearing third-party discovery and the use of courts to enforce
the orders of arbitrators and to enter orders to preserve the status quo during the arbi-
tration.

Note that states such as New York and California have many modifications to the
Uniform Act, which should be understood if the laws of those jurisdictions are appli-
cable. Arbitration awards obtained outside the United States are enforced under the
New York Convention on the Recognition and Enforcement of Foreign Arbitral
Awards.

Within the past several years and culminating with the publication of the Ameri-
can Institute of Architects in November 2007, the forms of most construction
industry trade associations require that the parties must affirmatively select in their
contracts to use arbitration. In the absence of such selection, the default will be court
litigation. The AIAsystem requires the parties to "check a box" on the agreement form.

A common mistake made by drafters of pre-dispute arbitration clauses is to draw
them so narrowly that lawsuits develop over whether a dispute is arbitrable. These
disputes often involve court proceedings. To avoid such disputes, a broad form
clause, such as that published by the AAA, should be used:

"All claims, counterclaims, disputes and other matters in question between
the parties hereto arising out of or relating to this Agreement or the breach
thereof will be decided by arbitration in accordance with the Construction
Industry Arbitration Rules of the American Arbitration Association then
obtaining, subject to the limitations and restrictions stated below. This agree-
ment so to arbitrate and any other agreement so to arbitrate and any other
agreement or consent to arbitrate entered into in accordance herewith as pro-
vided in this paragraph will be specifically enforceable under the prevailing
arbitration law of any court having jurisdiction.”

MEDIATION

Non-binding mediation is increasingly popular as a method of resolving construction
disputes in the United States. It is the most popular of all the forms of "alternative
dispute resolution”. All the major publishers of construction forms, including the
American Institute of Architects, the Engineers Joint Contract Documents Commit-
tee, the Associated General Contractors, and the Design Build Institute of America
include terms requiring the use of mediation before proceeding to arbitration or
court litigation.

As witharbitration, the required use of mediation is a function of local court rule or
court procedure statute, which increasingly requires the parties to mediate regard-
less of their lack of agreement. Mediation also may result from the parties’
agreements, either in the prime agreements or agreed upon after the dispute arises.

Mediation disclosures are considered confidential. If an administering agency’s
rules are applicable, those establish adequate confidentiality terms. Ifthose rules are
notapplicable, then the parties should provide their own rules or rely on the Uniform
Mediation Act, a law in force in many states.
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An alternative contract clause which requires mediation as a pre-condition to
arbitration is:

"All claims, disputes and other matters in question (hereinafter referred to as
a ‘Controversy’) between the parties to this Agreement arising out of or
relating to this Agreement or the breach thereof shall be initially submitted to
mediation in accordance with the Construction Mediation Rules of the Amer-
ican Arbitration Association, or any other mutually agreeable mediation
service. Provided, that the mediation process has not resolved the Contro-
versy within thirty (30) days of the submission of the matter to mediation, all
Controversies will be decided by arbitration at Chicago, lllinois, in accor-
dance with the Construction Industry Arbitration Rules of the American
Arbitration Association then obtaining. Notice of demand for arbitration
must be filed in writing with the other parties to this Agreement and with the
American Arbitration Association. The demand must be made within a rea-
sonable time after the Controversy has arisen. In no event may the demand for
arbitration be made after institution of legal or equitable proceedings based
on such Controversy would be barred by the applicable statute of limitations."

Basic Contract Rules

IN GENERAL

Responsibility is allocated among contractual parties through their agreements. The
following basic rules of contract administration will be followed by American
lawyers and ultimately by courts and arbitrators.

STATUTES OF FRAUD

An enforceable agreement may be written or oral. However, contracts over certain
dollar limits or which are to be performed over long time periods may be required to
be written in order to be enforceable. This requirement is set forth in legislation
known as "Statute of Frauds". These laws exist in all states.

PAROLE EVIDENCE

Ifan ambiguity exists in the written documents, it may be explained by extrinsic or
parole evidence. Otherwise, prior communications are inadmissible to explain the
terms of a contract. To avoid having prior oral conversations from contradicting and
undermining the written agreement, the following "integration clause" is standard in
most contracts:

"This Agreement represents the entire and integrated Agreement between the
Owner and the Architect and supersedes all prior negotiations, representa-
tions or agreements, either written or oral. This Agreement may be amended
only by written instrument signed by both Owner and Architect.”

PUBLIC POLICY

Certain contract terms may be invalidated by public policy as expressed in statute or
case law. For example, many states have laws limiting the effect of indemnification
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clauses. Some states restrict or require interest which can be charged for the late
payment. Other states regulate the manner in which residential builders can restrict
their warranty obligations or usc arbitration. All states have statutory limitation peri-
ods by which claims are barred after expiration of the statutory period.

BREACH OF CONTRACT

Determination of Breach

Any party to a design and construction contract has a right to terminate the contract
because ofnon-performance or a wrongful declaration of breach by the other. In the
event of both monetary and non-monetary breaches, it is customary to require that
the defaulting party be given adequate notice and an opportunity to cure the breach.
A cure period after written notice of five to thirty days is standard.

Common grounds for an owner’s right to terminate a construction contract are the
contractor’s persistent failure to supply appropriate labor and materials, failure to
pay subcontractors, persistent violation of laws, untimely performance of services,
and the apparent inability to finish the job. Where the defaulting party is the contrac-
tor, it is customary to require certification of the cause justifying termination of
the contract from the architect or engineer as a pre-condition of the declaration of
default.

To determine whether an architect or engincer has breached a contract usually
requires a different analysis than that used to judge a contractor’s performance. In
Judging whether an architect or engineer has breached a contract for design services,
courts will require evidence thatthe design professional has acted ina manner incon-
sistent with the skill and care of similarly situated practitioners performing similar
services; this standard is similar to tort principles, which are based on fault, not
result.

However, a design professional may choose to make express warranties which
would expose himto liability based on result, not fault like the standard applicable to
contractors. Such express warranties may arise in performance-based specifica-
tions.

Remedies for Breach

In the event of a breach of contract, the breaching party has a responsibility to make
the non-breaching party whole by fulfilling the innocent party’s reasonably antici-
pated monetary expectations. Only money damages are typically available since
courts will not order the "specific performance" of a construction contract. In addi-
tion to being compensated for lost monetary expectations, the non-breaching party is
excused from performance of the remaining duties under the contract.

For example, under AIA and EJCDC forms, if a contractor failed to complete a
commercial/retail project in time for a holiday selling season, the owner might be
able to fire the contractor, take over the contractor’s subcontracts and equipment,
recover the cost of a replacement contractor (less the retained balance of the
construction contract) and, in some circumstances, recover the profit which the owner
lost because he could not open the store when promised.
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If an architect made an error in its plans or a contractor improperly followed those
plans, the owner could recover the reasonable repair costs; however, in some cases,
these damages would be limited so that the recovery does notexceed the reduction in
market value caused by the damages.

If the error was so serious as to be grounds for a termination of the architect, then
the owner would want the right to utilize the architect’s work product following the
dismissal of the architect. The AIA and EJCDC documents give both ownership of
documents and copyright to the architect. However, the language has been liberal-
ized in favor of the owner in the new 2007 AIA Owner-Architect Agreement, B-101,
in Article 7.

Where an architect’s error is one of omission, the damage assessment is more
complicated. The architect is not responsible for the cost of the omitted item. He is
responsible for the cost impact of providing that item during or after construction,
rather than as part of the original construction contract. Those expenses may include
purchase price differential and the cost of changing existing construction to accom-
modate the omitted item. In many states a party with which the design professional
has a contractual relationship can sue architects and engineers only for economic-
type damages. (See the discussion at "Duties Created by Law Rather Than By
Contract".)

If a contractor was wrongfully delayed in the completion of its work (a concept
that depends upon the contract’s definition of events that can and cannot be antici-
pated), he would be entitled to recover the additional expenses, both direct and
indirect, which resulted from the delay.

Punitive or exemplary damages are generally not available solely for breaches of
contract. Arbitrators are often prohibited by law from awarding punitive damages
unless expressly allowed by contract. However, where the breachisaccompanied by
other egregious or intentional conduct, these damages may be recoverable. These
types of damages are measured by their punitive effect on the defendant, rather than
the loss to the claimant.

By contract, the parties may limit the consequences of abreach or specify aremedy
inthe eventofbreach. Forinstance, inthe event of delayed completion ofthe project,
the parties could provide that for each day the project is late due to the occurrence of
an unanticipated event, the contractor would pay the owner a reasonable sum of
money as the extent of its responsibility. This concept is referred to as liquidated
damages. Liquidated damages are common, especially in contracts for public work.
Assignificant change that began in the 1997 edition of the AIA documents provides
that the contractor, owner, and architect waive their right to consequential damages
caused by breach. However, agreed liquidated damages are excluded from such
waiver.

Anarchitect, engineer, or contractor may likewise limit the amount of recovery for
which it is responsible because of breach:

"Owner and persons claiming through Owner agree to limit the liability of the
Architect, its agents, consultants and employees for all claims arising out of,
in connection with or resulting from the performance of services under this
Contract to an amount not to exceed the aggregate of the amount of fees paid
to Architect under this Agreement."

Int. Business Transactions (Suppl. 63 - August 2614) Chapter 18 A-11




UNITED STATES CONSTRUCTION CONTRACTS
INTEREST

The parties may usually contract for the payment of interest in the event of late
payment. Even absenta contractual rate of interest, most states will require payment
of interest in circumstances where the debt is clearly due at rates set forth in statutes
protecting creditors from unreasonable delays in payments.

ATTORNEY'S FEES

Under the American rule, attorney’s fees expended in prosecuting or defending a
claim are generally not assessable as a damage item unless expressly allowed by
contract. However, there are state and federal statutes allowing attorney fee awards
in situations concerning consumer protection or anti-competitive activities. These
statutes rarely apply to construction disputes.

INDEMNIFICATION

It is common for design and construction contracts to contain indemnification
clauses which may hold a party harmless from damages and expenses arising from
the acts or omissions of others. However, a significant number of states have legisla-
tion which make such clauses unenforceable to the extent they attempt to hold a party
harmless from their own negligence. Contracts made in these states require special
drafting attention since each state tends to have policy variations resulting in differ-
ent requirements.

Itis also common for owners to ask for indemnity from third-party claims by their
contractors, architects, and engineers. The AIA and EJCDC forms provide that the
contractor indemnify the owner, architect, or engineer for bodily injury and for prop-
erty damage, but not for damage to the construction work. It is standard to require
that this contractor’s indemnity be covered by the contractor’s general liability
insurance. Many owners choose to expand the contractor’s indemnity, knowing that
the expanded scope may not be insurable.

Many owners require indemnity from their architects and engineers for errors or
omissions. Such indemnities are generally insurable by specific endorsement under
standard professional liability policies, provided that the indemnified conduct is
limited to negligence.

THIRD-PARTY BENEFICIARY

Normally, contractual duties are only owed to parties to a contract. However,
contractual responsibilities may also be owed to persons who, while not parties to a
contract, are intended beneficiaries of such contracts. For example, an architect may
hire an engineer to provide engineering services. The engineer has no contractual
relationship with the architect’s client. However, where the engineer’s contract is
clearly for the benefit of the owner, in mostjurisdictions if the engineer made a error,
theclient could sue the engineer directly. Owners usually use third-party beneficiary
concepts, especially in states that do not allow claims for economic loss against
non-privity parties.
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CHANGES

Normally, a party to a contract does not have a right to make unilateral changes to that
contract without causing a breach. However, the owner’s right to make changes
to a construction project affecting scope and time is a fundamental right. It must
be preserved in a "changes” clause, which also protects the contractor’s right to
compensation.’

DUTIES CREATED BY LAW RATHER THAN BY CONTRACT

In addition to duties created by contractual agreements, United States law also
imposes a duty that persons use reasonable care in performing their contractual
responsibilities. This duty, referred to as the "tort" or "negligence" standard, is owed
to such third parties as workmen, bystanders who sustain bodily injury or property
damages, and adjoining landowners whose property is damaged by construction
activities. These parties normally have no contractual relationship with the parties
that caused the harm.

In most American jurisdictions, tort duties only apply to issues involving bodily
injuries or calamitous property damage. Until recently, tort duties were owed to
contractors and to subsequent project purchasers who were damaged economically
by the negligence of architects, engineers, and contractors. However, many state
courts now hold that such claims for purely economic losses caused by events which
are not a sudden calamity may be brought only on a breach of contract theory, not in
tort. This rule may substantially affecta subsequent purchaser’s ability torecover for
defective design or construction, unless contractual remedies have been assigned.

Negligence claims commonly arise during construction from accidents causing
bodily injury or property damage resulting from safety violations, faulty design, or
poor workmanship. Liability under tort theory caused by safety violations will be
placed on those parties who are responsible for safety.

Therefore, itis very important that responsibility for safety be clearly allocated by
contract among the parties to the construction process. Generally, safety is the
responsibility of the prime construction contractor, and the design professional has
no such duty.’

Under American tort law, if a duty to use reasonable care has been breached, the
tortfeasor can be responsible for all reasonably foreseeable injuries proximately
caused by the breach. For property damage, these would include cost of repair or
replacement. Ifthese repairs are not economically efficient, then the measure would
be the diminution in value of the property.

Any person who suffersa tort causing bodily injury canrecover medical expenses,
lost wages, loss of future earnings, and damages for pain and suffering. In most
states, medical expense and lost wages can be a proper subject of damages even if the
claimant has been reimbursed for these defences by insurance or a generous
employer. As a result of a wave of recent "tort reform" legislation, many states have

I. See text below relating to "Changes”.
2. See text below relating to "Safety”.
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restricted the type and amount of damages recoverable in tort claims. The law varies
significantly from state to state.

If there is more than one party who contributed to the injury caused by a tort, those
partiesare jointly and severally liable to the plaintiff. The plaintiff can choose to sue
allor less than all of the defendants and recover the entire judgment against less than
all the tortfeasors. Many states also have laws concerning contribution among joint
tortfeasors. These laws, which vary in substance among the states, generally provide
that if a party is sued, he can bring into the suit parties not sued so that an equitable
sharing of responsibility can be determined.

Many states also have laws affecting the ability ofa claimantto recoverin tort ifhis
conduct contributed to his injury. Some states reduce his recovery by the proportion
by which his fault contributed to the total injury. Other states would bar the claim in
its entirety if the claimant was more than a certain percentage at fault.

There is a subset of tort law called "strict liability". Under this doctrine, the claim-
ant’s contribution to his injury is generally irrelevant. Examples of this doctrine
involve the law of "product liability". It also includes such dangerous construction
practices as blasting. Because of the high risk involved in working from an elevated
device, some states apply strict liability concepts when a construction worker is hurt
working on a scaffold-type device. Product liability law can also be applied against
suppliers of products incorporated into the project.

All states have special workmen’s compensation schemes to compensate people
injured on the job. These claimants may not be satisfied with the amount of compen-
sation they receive from the administrative tribunal which adjudicates claims on a
non-fault basis. Therefore, injured parties often file lawsuits against other parties
and claim such persons were responsible for their injuries. Contractors and design
professionals are often sued under this theory. Some states prevent these supplemen-
tal proceedings, but many do not.

STATUTES OF LIMITATION AND REPOSE

All states have various statutes of limitation. These statutes bar otherwise valid
claims, whether arising from contract or tort, from being made after a period of
time has elapsed following the claimant’s discovery that there is a right to a claim.
Some states have special statutes of limitations for construction claims. Parties may
contractually alter these time periods among themselves.

Many states also have special statutes of repose governing construction. These
statutes bar claims after a certain number of years from when the actionable act or
omission was made, regardless of when the claim was discovered. These periods
may also be changed by the parties in their contracts. The 2007 AIA contracts place
an outside limit of ten years for such claims.

PHASES OF CONSTRUCTION

The basic phases of a construction project are pre-construction, including design,
construction, and post-construction. The contractual approach to project organiza-
tion will vary depending upon the type of project, the time and cost issues, and the
allocation of risk. The goal should be to build with quality, safety, timeliness, and
within budget.
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Pre-Construction

PRE-DESIGN AND CHOOSING THE DESIGN PROFESSIONAL

Before design work can be undertaken, the client’s needs must be determined. These
include the scope and quality of the project, as well as the owner’s time and budget
requirements. The owner may have an in-house capability to make these determina-
tions. More frequently it will rely on consultants to assist in this determination.
These services may be furnished by an architect, engineer, program manager, interior
designer, or facilities planner.

The most commonly used forms for employment of architects are those published
by the American Institute of Architects. Their standard form contract for architec-
tural services is AIA Document B-101 (formerly B-141), the most recent edition of
which was published in 2007. In many states, structural engineers can also practice
architecture. The engineers’ standard form is published by an umbrella organization
of engineers known as the Engineers Joint Contract Documents Committee. Their
standard form contract forengineering services is E-500; the mostrecentedition was
published in 2014.

The AIA publishes Document B-152 for interior services. All AIA and EJCDR
documents are available for purchase and download on the Internet site of these
organizations.

The standard form AIA and EJCDC forms contemplate that the design profes-
sional will be compensated using one of the following payment schemes:

(1) On the basis of hours worked multiplied by a compensation factor;
(2) Ona fixed fee; or
(3) On a percentage of the construction cost.

Where the fee is fixed or based on a percentage of the construction cost, it is very
important to define what services will and will not be provided within those fixed
limits.

As will be discussed later, design services may also be furnished by a contractor
who employs architects and engineers on his staff or enters into a contractual agree-
ment with an architect or engineer to provide those services to the owner. This
arrangement is called "design/build". Some states restrict the ability to provide this
service because of licensing laws for professionals.

The United States is a signatory to the Berne Convention on Copyrights. Under
this law, the architect or engineer owns the design. This design cannot be used by the
owner on other projects. Moreover, the architect or engineer is free to use the design
on other projects. The AIA and EJCDC contracts restate these rules and embody
them in the AIA/EJCDC documents. However, ownership rights can be assigned or
limited by contract. Owners will often modify these assumptions to give them more
flexibility in the event their relationship with the designer is terminated:

"The Drawings and Specifications prepared for this project shall be the prop-
erty of the Owner. The original drawings shall remain in the possession of the
Architect or its consultants and the Owner shall have a reproducible set. Not-
withstanding such ownership, Owner shall have no right to use said Drawings
and Specifications for any other project without the consent of Architect.
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Architect agrees that it will not use the designs for this project in such a manner
as to cause confusion among the public as to the ownership of this Project. In
the event that Architect’s services are terminated before construction com-
mences, Owner will indemnify and hold harmless Architect from claims,
losses and expenses arising from modifications by others to construction
documents prepared by Architect."”

OWNER’S BUDGET

Most owners do not have unlimited funds to commit to a construction project. Often,
the project budget will be determined by the amount which can be borrowed to
finance the project. If funds are borrowed, the lender will want to approve the design
and the form of contract. Owners have several means to control costs.

The architect’s contract can require the architect to design the project to conform
to the owner’s budget within some narrow range. If the owner is not able to obtain a
negotiated contract with a contractor or a low bid from bidding contractors within
that budget, the architect could contractually be required to redesign the project. In
return, the architect would normally want to be protected from claims for conse-
quential damages, the obligation to redesign being its sole obligation. An architect
under this obligation will most likely approach its design responsibilities in a
conservative way in order to avoid redesign expense, and will require more design
control than if it did not have such responsibilities.

Therefore, the contract between owner and architect should state whether or not
the architectis under such a design obligation. [tis standard to require that, if there
is a redesign obligation, it be stated in writing. The following is from the AIA
Owner-Architect Agreement:

"If the lowest bona fide proposal by the general contractor retained by the
Owner for the construction of the Project pursuant to the approved Draw-
ings and Specifications exceeds the Owner’s Budget then the Architect will,
ifrequested by Owner, without an increase in the maximum Architect’s fee
due hereunder, revise the Drawings and Specifications as may be required
by Owner to reduce or modify the quality or quantity, or both, of the Work so
that the total construction cost of the Project will not exceed Owner’s Budget."

The problem with relying on the architect to control costs is that the average Ameri-
can architect is often not a good predictor of construction costs. Construction costs
tend to be volatile. Labor costs are dependent on the level of construction activity ina
given geographic area. Materials cost may be dependent on either local or national
markets for their pricing. Contractors and others who study these markets tend to be
more accurate protectors of cost.

In order to protect against the risk of over-design or the loss of creativity through
under-design, an owner may want to pay the architect to hire a cost consultant. Alter-
natively, the owner may himselfhire a cost consultant on whose advice the architect
could rely upon during design. It is not unusual for such a consultant to be a contractor
or construction manager who would provide such service fora fee. Some consultants
would provide this service without a fee because of an assurance that they will be
favorably considered for the eventual construction contract,
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On larger jobs in the private sector, it is common for the owner to require the
architect and a construction manager or contractor to work with thc owner to
develop a target budget in a cost-plus-fee guaranteed maximum price construction
contract. This arrangement is embodied in A1A Document 121cMc and A133. The
concept could be expressed as follows:

"At the conclusion of the preliminary design phase the plans and specifica-
tions should create sufficient detail concerning site plan, exterior elevations,
exterior perspectives and totals, tabulations and summaries of total building
areas so as to allow Owner’s general contractor to fix a Guaranteed Maximum
Cost within the current budget for a project which is capable of being con-
structed within a Maximum Construction Time of months from the date of
Owner’s Direction to Proceed (‘Maximum Construction Time’).

Architect will furnish by [certain date] Final Construction Documents which
arc capable of completion within the Guaranteed Maximum Cost and
Maximum Construction Time.

On the basis of the Contract Documents existing as of the date of this Agree-
ment, and other requirements of this Agreement, the Contractor will be
reimbursed for the Cost of the Work, but not to exceed an amount equal to the
Guaranteed Maximum Cost.

The Guaranteed Maximum Cost of the Work may be revised if a major
change, not originally expressed or implied from the documents upon which
the Guaranteed Maximum Cost or Maximum Construction Time were deter-
mined, is made to the scope or quality of the project, which results in an actual
increase or decrease in the cost of the Work or in the Contract Time. All
revisions to the Guaranteed Maximum Cost or Time shall be made by Change
Orders issued in accordance with the Contract Documents.”

Once that budget is determined, the contractor may be given a bonus based on a
percentage of savings, if he can buy the job from subcontractors and material suppliers
for less than the target budget and perform the work for less than the budget:

"The parties recognize that Contractor may be able to purchase services and
materials for less than the amount specified in the Contract Price. In the event
of such lower cost purchase of an item budgeted in the Final Price Budget, the
Contractor shall, in addition to other amounts due hereunder, be paid a bonus
of thirty percent (30%) of such savings. The Contractor’s bonus resulting
from any Savings is not due and payable until final payment is due. However,
if the savings results from the deletion of Work or reduction in Scope of Work,
Contractor will not be entitled to any savings resulting therefrom."

However, on some projects, usually involving luxury residences or monumental struc-
tures, the owner may not want to initially restrain the designer with a definite budget.
In this situation, the owner may merely require the architect to provide estimates of
cost, updated at completion of each phase of the design:

"In connection with the submittals of design documents at each Phase, the
Architect shall submit to the Owner an estimate of Construction Cost based
on current area, volume or market conditions."
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DESIGN

After the owner’s needs are determined in the programming phase, the design
process would begin, including the preparation of plans and specifications which
woulddescribe the project to be built by the contractor. Itis normally the responsibil-
ity of the architect, not the contractor, to ensure that the design is in compliance with
applicable laws and regulations on a local, state, and national basis.

The lead design professional or "architect of record" is normally the architect
licensed in the state where the project is built.' Many architects do not employ on
their own staffs all of the consultants necessary for the project. Therefore, the archi-
tect hires and then becomes responsible for those consultants required by the
parameters of the project. Such consultants normally include structural, mechanical,
electrical, and civil engineers. Other consultants retained by the architect may
include acoustical consultants, lighting consultants, specialty equipment consul-
tants, and landscape architects.

Normally, the soil testing consultants and surveyors are employed by the owner.
The owner also may choose to have separate contracts with other consultants and
assign to the prime contractor or design professional the obligation to coordinate
these services. Such a procedure eliminates the advantage of single point design
responsibility, but may generate some cost savings and give sophisticated owners
greater control over design decisions.

TIME AND DELAY

Timely project completion is usually important to most owners, contractors, and
design professionals. A statement in a contract that "time is of the essence of the
contract” will normally support a claim for damages due to delay. A well-drafted
construction contract will provide for a date by which the project is to be substan-
tially complete. In addition, the owner-architect agreement may require that the
architect’s designsbe provided inaccordance with an agreed-upon design schedule.

Prior to the award of a construction contract, the owner may retain a consultant
whose job it is to provide a project schedule showing the completion date. The
construction contract may or may not provide that the contractor’s failure to meet
certain critical or interim "milestone" dates on that schedule could become a breach
of contract.

In addition, the contractor may be required to provide a construction schedule.
This may be in the form of bar graphs or employ a critical path analysis. This sched-
ule may replace or may merely supplement the pre-construction schedule. Again,
failure to meet interim milestone dates could be considereda breach of the contract:

"The Contractor, immediately after being awarded the Contract, shall prepare
and submit for the Owner’s and Architect’s information and approval an

L. It is generally not difficult for an architect licensed in one state to become registered in another
state if the architect at the time of his or her initial registration passed an examination sponsored
by the National Council of Architectural Registration Boards ("NCARB"). However, earthquake-
prone states such as California, and increasingly other states, impose their own qualifications for
licensing.
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estimated Progress Schedule for the Work. The Progress Schedule shall be of
sufficient detail and sophistication, including the use of the method com-
monly known as the ‘Critical Path Method’, for the nature and scope of the
Project. The prior approval of the type and detail of the Progress Schedule
shall be obtained from the Owner in writing prior to the development of the
Progress Schedule, and the Progress Schedule itself shall be approved in
writing by the Owner prior to the commencement of the Work."

The contractor should be required to continuously monitor, revise and update the
progress schedule and shall provide increasing details as the project progresses. At
a minimum, the contractor should provide an updated progress schedule using the
critical path method approach to the owner with each monthly application for
payment, and with each change order proposal indicating the impact ofthe proposed
change on the progress schedule.

The owner may have a contractual right to charge the contractor with liquidated
damages if the project is not completed on time. These contractual provisions are
generally enforceable if they were bargained for prior to the execution of the contract
and atthattime were areasonable estimate of the amount of damage the owner would
suffer if the project were not complete on time:

"Time is of the essence in this Agreement. It is certain that the Owner will suffer
damages if the Contractor does not substantially complete the Project at the
time set forth in the Project Schedule for Substantial Completion. Because the
assessment of damages due to untimely performance by Contractor is difficult,
Owner and Contractor agree that Contractor shall pay Owner or a deductive
Change Order shall be issued for the amount of $ per day for each
day that Substantial Completion is delayed beyond the time set forth in the
Project Schedule. Owner and Contractor agree that the amount listed above is
a reasonable assessment of the damages suffered by Owner on account of
delays caused by Contractor and such amount is not a penalty."

Liquidated damages/incentive clauses are most commonly found in public sector
contracts and in large competitively bid private projects. They provide a periodic
rate of damage for delay. This rate is also a limitation upon the ability to recover for
delay. Some contracts may provide an incentive to the contractor by also providing
for a bonus if the project is finished earlier than the time required by contract. There
is no legal requirement that a bonus be provided if there is a liquidated damage
clause, but the two are frequently linked.

Inmost states, a contract provision barring contractor claims for the consequences
of delay will be enforced unless the owner’s conduct constitutes bad faith or active
interference.

Contractors are generally notentitled to additional compensation for delays due to

Jorce majeure events, including acts of God, strikes, or unusually severe weather.
However, such events normally entitle the contractor to an appropriate extension of
time. Delays caused by owners and their architects can be compensable as damages or
constructive changes. In many states, contract terms limiting delay damages are
generally enforceable:

"Where Contractor is prevented from completing any part of the Work within
the Contract Times (or Milestones) due to delay beyond the control of both
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Owner and Contractor, an extension of the Contract Times (or Milestones) in
an amount equal to the time lost due to such delay shall be Contractor’s sole
and exclusive remedy for such delay. In no event shall Owner be liable to Con-
tractor, any Subcontractor, any Supplier, any other persons or organization, or to
any surety or employee or agent of any of them, for damages arising out of or
resulting from (i) delays caused by or within the control of Contractor, or (ii)
delays beyond the control of both parties including but not limited to fires,
floods, abnormal weather conditions, acts of God or acts or neglect by utility
owners or other contractors performing other work as contemplated by herein."

The compensable costs resulting from delay usually include direct costs and
unallocated overhead. They also include the cost of acceleration when the contractor
has to speed up the work to meet a deadline when the owner has refused a change
order extending completion time.

DETERMINATION OF THE FORM OF PROJECT DELIVERY

Lump Sum General Contract

There are various kinds of possible relationships between the owner and the firms
responsible for constructing the project. The most common form is where the
owner’s design professional completes the plans and specifications prior to the
award of the construction contract. The owner then negotiates or competitively bids
a lump sum contract with a general contractor based on those documents.

The gencral contractor subcontracts to trade contractors and material suppliers
those portions of the work which the general contractor cannot perform with its own
forces. However, the general contractor remains responsible to the owner for their
work. These is no American equivalent to the British "nominated Subcontractors™.
Normal practice is for the general contractor to solicit bid proposals from subcon-
tractors and material suppliers and base its lump sum price on those proposals. Those
proposals are considered firm offers and remain open until the general contract is
signed by the accepted bidder.

The owner normally has the right to reject proposed subcontractors, but the
contractor may require the owner to reimburse the contractor for any increased
expensc caused by the owner’s rejection of the lowest priced subcontractor. During
construction, the architect responds to questions, observes the construction to
protect the owner, reviews payouts, and determines when the project is complete.

Competitive Bidding

Competitive bidding for a lump sum general contract to the lowest responsible
bidder has a long tradition in the United States. It is based on the assumption that
achieving lowest initial cost should be a primary owner’s goal. Whether this
assumption is in the owner’s best interest is debatable. However, the general rule is
that competitive bidding of construction contracts is required by all federal and most
other governmental entities.

Each state or governmental body has complex rules governing bidding for public
work. Therules generally allow for pre-qualification of bidders and set standards for
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what is a responsive bid. The exceptions not requiring competitive bids usually
involve amounts below certain dollar sums, professional design services, emer-
gency work, and situations where there is only a single source for the specified work.
The exception for design services is rationalized on the ground that the lowest price
for professional services may not be in the owner’s best interest.

While competitive bidding is prevalent in the public sector, negotiated contracts
with a single general contractor are common in the private sector. Even where the
general contract is not competitively bid, it is usual for the general contractor to be
required to competitively bid the trade contracts.

Many governmental units also have special laws giving hiring preferences to
minorities and women. These also may apply to private projects which are funded by
governmental units.

Cost Plus Fee

A common variant on the lump sum general contract described above is where the
contract price isnot lump sum, but rather the contractor is reimbursed for the costs of
construction, usually not to exceed a stipulated limit. In addition, the contractor is
paid a fee, which may or may not be a percentage of the costs. This form of contract-
ing is often called a Cost Plus G-Max or GMP (Guaranteed Maximum Price).

It is common to use this form where the owner needs a price, but the design docu-
ments have notbeen completed. This type of relationship often includes anincentive
bonus to the contractor if the total project costs are less than a pre-determined budget
amount.

Fast Track

"Fast-track” is another project delivery variant. Under this arrangement, construc-
tion commences on a cost-plus basis before the final design documents are finished.
The assumption of this method is that time and costs will be saved if construction can
commence early on items such as foundations and basic structural systems, while the
design of interior spaces and systems is being finalized.

In this circumstance, the owner will not have a lump sum or guaranteed price at the
time construction commences. Further change orders are almost certain as the design
documents are completed. However, these arrangements usually contemplate that a
fixed price will be determined early in the process when the design documents are
finalized.

Agency Construction Management

In some parts of the United States, agency construction management is a common
practice. In this arrangement the client has a direct contractual relationship with the
trade contractors and there is no general contractor. The construction manager is
responsible for management tasks normally assumed by a general contractor,
including scheduling and trade coordination. However, unlike the general contractor,
it is the owner who is at risk if the trade contractors cannot perform within the
contract price and time.
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The rationale for this form is that the construction manager is taking less risk than a
general contractor, and is paid less fee. The construction manager is assumed to be
able to limit these owner’s risks through the manager’s skills and techniques.

There can be some confusion about the term "construction manager”. It can apply
to many different forms of relationships. A firm that normally functions as a general
contractor may provide pre-design cost consulting and scheduling services and call
itself a construction manager.

A construction manager may agree to guarantee the time of completion or the
performance of trade contractors, risks normally assumed by general contractors.
Therefore, it is advisable to allocate risks in the contractual relationship rather than
assume the nature of the risk allocation based on labels.

Design/Build

Design/build is a form of project delivery where the designer and the contractor are
one legal entity. This formatis called engineer-procure-construction (EPC) on engi-
neered projects. It is increasing in popularity for both private and public projects.
The clientcanlook toasingle point of responsibility for deficiencies. Ifproject prob-
lems are encountered, the client can avoid the consequences of the architect and the
contractor each blaming the other concerning acceptance of responsibility. Some
clients may find better coordination of services in this form.

Design/build had originally been used on projects which did not require many
architectural options, such as pre-fabricated metal buildings. However, in recent
years, design/build firms have arisen which take on quite sophisticated architectural
projects.

In addition to a single firm employing both design professionals and contractors,
many design/build services are provided by architects who hire contractors. The
entity may be a single company that employs both design professionals and contrac-
tors, or it may be a joint venture among contractors and design professionals. These
joint ventures often use a format of limited liability company under the laws of
most states. In 2005 and 2008, the AIA published a new set of design/build forms:
A141-2004, A 142-2004, A441-2008, B 142-2004, B 143-2004, C 441-2008, and
G 704DB-2004. Under that philosophy, the design, price, and time are agreed to
before the owner is obligated to use the design builder to construct. Competitive
bidding laws in some states may restrict this method of delivery for local govern-
mental projects.

Construction

IN GENERAL

The construction phase begins after the award of the construction contract or
contracts. Under the typical American system, with the owner employing an inde-
pendent architect and contractor, the parties would have the following rights and
responsibilities.
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OWNER’ S WARRANTIES

The owner implicitly warrants to the contractor that the plans and specifications
prepared by the architect comply with all governmental regulations and are free
from error or omission which would result in additional cost to the contractor.

These governmental regulations may be imposed from local, state, and federal
governments and involve issues of zoning, life/safety, handicapped accessibility,
wetland protections, environmental concerns, and seismic issues. The time in which
these warranties may be enforced may be limited by contract.

CHANGES

The owner may order changes to the work at its discretion so long as they do not
fundamentally alter the nature of the project and as long as the contractor is compen-
sated. These may affect time or cost or both. The contractor is required to perform a
change ordered by the owner even if the price for the change has not been agreed in
advance. The contract will normally provide a general formula for determining
price.

However, it is common to provide for pre-agreed unit prices or standard markups
in the contract. In most standard contracts where there is an independent architect,
that architect would have the power to make an initial decision concerning change
order claims which would be binding on the parties unless reversed by an arbitrator or
court.

Acontractor may believe that itis entitled to a change order because of a condition
encountered which was not to be inferable from the plans and specifications. These
are called "constructive changes". Standard contracts require notice of such claims
to be in writing and within certain time limits from the date of the occurrence giving
rise to the claim. These notice requirements may be ignored by courts or arbitrators
if it is determined that the owner knew the work was being performed and received
its benefit.

UNFORSEEN SUBSURFACE CONDITIONS

The "unforseen conditions” clause is a form of constructive change which is antici-
pated by the contract. These clauses grant a change when a contractor encounters an
unforseen condition (usually involving subsoil conditions) which was not to be
expected based on the pre-contract information furnished by the owner and the
nature and location of the site.

Normally, the owner will retain a consultant to investigate soil and survey condi-
tions. This information is furnished to the architect, who relies on this information in
connection with the design.

Standard contracts provide that the risk of encountering unforseen conditions, such
as those encountered below ground or in rehabilitation projects, is normally borne
by the contractor. The exceptions shifting risk to the owner involve situations where
the conditions encountered vary from those represented on the construction plans
orthe conditions are unusual and are not to be expected from the nature orlocation of
the project.

int. Business Transactions (Suppl. 63 - August 2014) Chapter 18 A-23




UNITED STATES CONSTRUCTION CONTRACTS

The assumption of these unforeseen conditions clauses is that without such a term,
contractors would increase their prices for risk of unforseen conditions. If this risk
never materialized, the owner would be paying a premium to the contractor:

"If conditions are encountered at the site which are (1) subsurface or otherwise
concealed physical conditions which differ materially from those indicated in
the Contract Documents or (2) unknown physical conditions of an unusual
nature, which differ materially from those ordinarily found to exist and are
generally recognized as inherent in construction activities of the character
provided for in the Contract Documents, then notice by the observing party
shall be given to the other party promptly before conditions are disturbed and
in no event later than twenty-one (21) days after first observance of the condi-
tions. If proper notice is given within said twenty-one (21) day period, then
the Contract Sum or Time or both shall be equitably adjusted.”

PAYMENT

Periodic Payments

Under standard practice, the contractor normally is paid every thirty days based on
the amount of work completed. The contract will identify the required forms neces-
sary for payment to be processed. In private projects these requirements are often
dictated by the owner’s lender. The determination of the amount of completion is
usually made by the owner’s and/or lender’s architect based on submittals of the
contractor and observations of the architect at the site. It is common for the general
contractor not to be obligated to pay the subcontractors until it is paid. Most general
contractors preferto process the monies due the subcontractors. Some owners prefer
to makedirect payment to the subcontractors, especially when the general contractor
appears to be having economic problems.

An amount, usually ten per cent of the requested payment, is withheld as "reten-
tion" or "retainage" to secure the contractor’s completion of its contractual
obligations. The total amount retained is often reduced to five per cent after the
project is half completed. If problems develop, the owner has the right to reinstate
the ten per cent amount.

Normally, materials purchased by the contractor and not incorporated in the
constructionare not paid foruntil installed. However, payment will often be relcased
for items properly stored (usually at the site) and insured in order to facilitate their
early purchase. Standard practice has the risk of loss to materials remainin g with the
contractor until they are installed in the project.

Substantial Completion

When the projectis sufficiently complete so that it is ready for use, even though there
may be remaining work, the project is deemed to be "substantially complete™. Under
standard contracts this point is determined by the architect. Upon substantial
completion, the owner is obligated to release the balance of the contract price,
including retention, less monies needed to correct unfinished or defective work or to
secure subcontractor claims.
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Substantial completion also is the time that risk of a loss is normally transferred to
the owner and warranty periods begin to run. Even ifthere is substantial completion,
the right to occupy a structure normally requires governmental approvals which are
the owner’s obligation to procure.

The concept of substantial completion is particularly important when the owner
takes possession of the project in stages. In these situations, the contract should
provide for multiple "substantial completions" for various parts of the project. It is
important for the owner to take over responsibilities which the contractor will be
letting lapse, particularly insurance and maintenance.

Under normal practice, the architect has the right to recommend withholding
amounts otherwise due the contractors if he determines that there is defective and
uncorrected work or that the contractor may not have enough funds to finish the
project. The architect and contractor will normally prepare a document called a
"punch list", which identifies and quantifies these unfinished items.

When the items on the punch list are completed, the architect will issue a certifi-
cate of final completion. If there are an excessive number of punch lists prior to final
completion, most architects will want additional compensation for the added time
involved in further inspections.

Mechanics’ Liens

Under the laws of all states, contractors who furnish goods or services to a project
have lien interests in the real estate of the project until paid. Most of these states also
protect architects and engineers for their services even if the project is not built.
These rights are called "mechanics’ liens”. A lienholder can eventually turn a lien
into an ownership interest in the real estate through a court proceeding. In many
states these liens can be superior to the rights of lenders. Where the architect or engi-
neer is working for a tenant, those liens can be superior to rights of the owner of the
property.

Because of these laws, owners and lenders must be careful about the manner in
which payments are made to first-tier contractors. If these contractors fail to pay
their subcontractors, an owner could be liable to pay for the same work twice, unless
proper legal procedures have been followed. The nuances of these mechanic’s liens
laws vary from state to state and often involve arcane time and notice requirements.

In order to protect against mechanics’ liens, many owners require a general
contractor or major contractors under amulti-prime job to furnish a surety bond from
a financial institution to ensure that all contractors furnishing goods or services will
be paid. This is called a "payment bond".

Of course, if the contractor is not timely paid, it is normally allowed to stop work
and to terminate the contract. It is important to note that under AIA/EJCDC
contracts, a contractor may not stop work or terminate because of a dispute over the
value of requested change orders. This is because the standard contracts assume that
a speedy arbitration will resolve any disputes.

Parties signing forms with these clauses should understand that if arbitration is
deleted as the ultimate dispute resolution process, some other process must replace
it.
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DEFECTIVE WORK

Under standard practice, the architect, on behalf of the owner, has a right to reject
work which is defective or does not conform to the design documents. In order to
fulfill its duty, the architect has the right to order special testing of questionable
construction and has a right to recommend withholding of payment until proper
cures are accomplished.

The architect normally does not have the right to stop work because he observes
defective work. He can make a recommendation to the owner that the work be
stopped until corrected. The owner can also take over the defective portion of the
work to correct it, without otherwise terminating the contract.

Under most contracts, the contractor warrants to the owner that the work is of good
and workmanlike quality, in compliance with the contract documents, and that the
materials used are new. This is a "prescriptive" warranty:

"The Contractor warrants to the Owner and the Architect that all materials
and equipment furnished under this Contract will be new and of recent man-
ufacture unless otherwise specified, and that all Work will be of good quality,
free from faults and defects and in conformance with the Contract Docu-
ments. All Work not conforming to these requirements, including substitu-
tions not properly approved and authorized, may be considered defective. If
required by the Architect or Owner, the Contractor shall furnish satisfactory
evidence as to the kind and quality of materials and equipment at Contractor’s
expense."

The contractor also agrees to come back within twelve months from completion to
do corrective work. This is in addition to warranty obligations:

"If, within one year after the date of Substantial Completion of the Work or
designated portion thereof, or by terms of an applicable special warranty
required by the Contract Documents, any of the Work is found to be defective
or non-conforming to the Contract Documents, the Contractor shall correct it
promptly after receipt of written notice from the Owner to do so unless the
Owner has previously given the Contractor a written acceptance of such con-
dition. This period of one year shall be extended with respect to portions of
Work first performed after Substantial Completion by the period of time
between Substantial Completion and the actual performance of the Work.
This obligation shall survive acceptance of the Work under the Contract and
termination of the Contract. The Owner shall endeavor to give such notice
promptly after discovery of the condition."

The contractor may also provide a performance warranty. An example of a perfor-
mance warranty is a promise by a contractor that a system will perform under
specified conditions:

"Contractor guarantees that for a period of ten years from the date of Substan-
tial Completion that the roof will not permit water penetration, seepage or
leaking through the roof membrane. It shall be a condition of this Guarantee
that the Owner maintain the roof in accordance with the Contractor’s standard
form maintenance procedures."”
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Breach of either of these warranties would require the contractor to replace the
defective item or system or pay for the cost of corrections by others. Fault is not a
relevant consideration under a warranty standard.

Under AlA and EJCDC documents, the general contractor’s warranty is usually in
effect for the applicable statute of limitation period for written contracts. The period
may be limited by a construction statue of repose. This period is generally ten years
in most states. The 2007 AIA Document A 201 at Article 13 provides that the period
does not exceed 10 years, unless otherwise less under state law. Material suppliers
often give general contractors more limited warranties. This exposes the contractor
to the gap between what he must give and what he gets.

Inmost situations, the law will not imply warranties not otherwise expressly stated
into a design or construction contract. Implied warranties normally will arise in the
sale of goods, but construction is not considered a sale of goods. An exception does
existin some states where a warranty of habitability is implied when abuilder sells
a personal residence.

The design professional seldom provides the same express warranties as those
provided by the contractor. If it does, such warranty obligations are generally not
insurable under standard professional liability policies. A design professional
generally can only insure his obligation to furnish services in a non-negligent
manner, in accordance with the applicable standard of care. This standard is implied
into all architects’ contracts.

TERMINATION

Under AIA and EJCDC forms, the grounds for termination require failure to prose-
cute the work in a timely manner; failure to pay labor and material; and failure to
correct defective work. Under federal bankruptcy law, insolvency alone cannot be a
ground for termination so as to deprive a bankrupt estate of the value of the contract.

Under AIA and EJCDC forms, the design professional must certify the grounds
upon which the owner wishes to terminate. Further, the contractor must be given
notice and an opportunity to cure its default.

Under governmental contracts and an increasing number of private sector
contracts, including the 2007 AIA forms, it is common for the owner to insist on a
"termination for convenience” contract term. Under these clauses. the owner is
responsible for demobilization expenses but not loss of profit. These terminations
cannot be exercised in bad faith:

"The Owner may, at any time, terminate the Contract in whole or in part for
the Owner’s convenience and without cause. Termination by the Owner shall
be by anotice of termination delivered to the Contractor, specifying the extent
of termination and the effective use. The amount to be paid to the Contractor
by the Owner because of the foregoing termination shall consist of:

(a) for Work performed and for Work in process on or off the site to the extent
completed on the terminated portion of the Contract before the effective
date, the cost of that Work and the expense of settling and paying termina-
tion costs under the terminated subcontracts and purchase orders that
are properly chargeable to the terminated portion of the Contract;
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(b) the reasonable costs of settlement of the Work terminated, including
accounting, legal, clerical and other expenses reasonably necessary for
the preparation of termination settlement proposals and supporting
data; additional costs of termination and cancellation charges and set-
tlement of subcontracts not already allowed and storage, transportation
and other costs incurred which are reasonably necessary for the preser-
vation, protection or disposition of the terminated Work; and

(¢) fair and reasonable profit on the Work previously contracted.”

ATA and EJCDC permit an owner to terminate the architect without cause provided
that a "termination fee" is paid:

"Termination Expenses are in addition to compensation for Basic and Addi-
tional Services, and include expenses which are directly attributable to
termination. Termination Expenses shall be computed as a percentage of the
total compensation for Basic Services and Additional Services earned to the
time of termination as follows:

(a) Twenty percent of the total compensation for Basic and Additional
Services earned to date if termination occurs before or during the
predesign, site analysis, or Schematic Design Phases; or

(b)  Ten percent of the total compensation for Basic and Additional Services
earned to date if termination occurs during the Design Development
Phase; or

(¢) Five percent of the total compensation for Basic and Additional Services
earned to date if termination occurs during any subsequent phase.”

ARCHITECT’S ROLE DURING CONSTRUCTION

Under standard arrangements with an independent architect and contractor, the
architect plays adual role during the construction phase. He acts as the owner’s agent
for certifying payments to the contractor, making recommendations for rejection of
non-conforming or defective work, approving proposed substitutions, and for
reviewing samples and shop drawings submitted by the contractor. The architect’s
decision on aesthetic considerations is usually final and binding on both the owner
and the contractor. However, as under British practice, the architect is also the initial
arbiter of disputes between owner and contractor, and is required to show fairness
and impartiality in deciding such disputes:

"The Architect shall interpret matters concerning performance or the Owner
and Contractor under the requirements of the Contract Documents on written
request of either the Owner or Contractor. The Architect’s response to such
requests shall be made with reasonable promptness and within any time limits
agreed upon.

Interpretations of the Architect shall be consistent with the intent of and rea-
sonably inferable from the Contract Documents and shall be in writing or in
the form of drawings. When making such interpretations the Architect shall
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endeavor to secure faithful performance by both Owner and Contractor, shall
not show partiality to either, and shall not be liable for results of interpreta-
tions or decisions so rendered in good faith."

Under AlAand EJCDC documents interim decisions can be final and binding if not
appealed to arbitration.' The 2007 AIA documents change the practlce from letting
the architect make that determination to a choice of the "winning" party to force
acceptance on appeal by the "loser".

In a major change in the 2007 AIA documents, the person making the interim
decisions is an independent person called the "Interim Decision Maker" who may
or may not be the architect (see ATA A-201, Article 15). Itis yetto be seen the weight
that such IDM interim decisions will be given in subsequent mediations, arbitra-
tions, and litigations.

Thearchitect normally makes only periodic observations® appropriate to the stage
of construction to determine whether the work has been performed in accordance
with the plans and specifications. On larger projects, the owner or owner’s lender
may require a full-time architectural representative on the site to provide a higher
level of inspection services. In either case, the architect is there as a reporter rather
than a supervisor or inspector. The architect is not a clerk of the work nor a quantity
surveyor nor construction manager.

In the United States construction process, the contractor may have significant
design responsibilities for such systems as the curtain walls on high-rise buildings,
the mechanical system, foundation systems, structural connectors, and casework.
The architect normally will depict the location and general design intent for these
types of components. The contractor will prepare "shop drawings" which show the
contractor’s understanding of what the architect intends.

These shop drawings may be prepared by a supplier, by an outside consultant, or
by the contractor’s own staff. Normally, the architect will review these shop drawing
submittals for conformity with design intent. However, by so doing the architect
does not assume responsibility for the detail of such design.

As aresultofsuch spectacular failures as the 1981 Hyatt Regency Hotel walk-way
collapse in Kansas City, there is considerable debate within the construction industry
as to the allocation of responsibility between the design engineer and the contractors
who prepare the shop drawings involving structural engineering design. The princi-
pal focus of the debate is over who should employ that structural engineer designing
structural connections. It is important that these responsibilities be clarified in the
contracts.

SAFETY

Construction sites are dangerous places in which to work. Despite efforts by state
and federal agencies, workmen continue to be injured at a high rate. Owners are

1. Where the architect is reviewing his own mistakes arbitrators and judges tend not to give much
weight to the decision.

. As a result of court decisions imposing safety responsibility where it was not intended,
architects and engineers do not use the term "supervision" or "inspection" to describe these
services.

%]
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concerned not only about humanitarian aspects of such injuries, but also about the
liability they may incur for safety problems created by contractors.

Architects and engineers are not normally in control of safety, butoften getsued as
ifthey were. Itis standard for owners to require that contractors be solely responsible
for safety on the project site and that the contractor be solely responsible for the
means, methods, and procedures necessary to build the project:

"The Contractor shall supervise and direct the Work using the highest degree
of skill and attention. The Contractor shall be solely responsible for all con-
struction means, methods, techniques, sequences and procedures and for
coordinating all portions of the Work under the Contract. To the extent the
plans or specifications require particular methods, operating procedures,
sequences or techniques, the Contractor shall follow the requirements and is
responsible for any loss or damage resulting from their use, unless the Con-
tractor has provided timely written notice to both the Architect and Owner
that the requirements are unsuitable.

The Architect shall not have control over or charge of and shall not be respon-
sible for construction means, methods, techniques, sequences or procedures,
or for safety precautions and programs in connection with the Work, since
these are solely the Contractor’s responsibility under the Contract for Con-
struction. The Architect shall not be responsible for Contractor’s schedules
or failure to carry out the Work in accordance with the Contract Documents.
The Architect shall not have control over or charge of acts or omissions of the
Contractor, Subcontractors, or their agents or employees, or of any other
persons performing portions of the Work."

When the owner has no general contractor and contracts directly with multiple
primes, either using an agency construction manager or his own forces, an important
issue of allocation of safety responsibility arises. Unless such responsibility has
been clearly allocated to others, responsibility will fall on the owner, and perhaps to
the architect, in addition to the contractors and construction managers.

Insurance Risks

PROPERTY INSURANCE

The owners normally insure the project with property insurance. During construc-
tion, this insurance takes the form of "builder’s risk” insurance. Since the contractor
normally has therisk ofreconstruction in the event of damage, itis in the contractor’s
interest that such coverage is adequate to rebuild in the event ofan insurable event.
Both the builder’s risk and the owner’s property insurance placed after construc-
tion should be examined for coverage of claims that are the result of faulty design
or construction. Some policies exclude these causes, forcing a claim directly against
the architect or contractor. Contractors are generally not insured for claims related
directly to the construction work and caused by faulty workmanship. Architects’
insurance limits are usually substantially less than the value of construction. The
AlA standard agreements waive subrogation against the contractor and architect.
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The builder’s risk policy has deductibles that are the responsibility of the insured.
Normally, the insured is the owner. Claims under the builder’s risk are often small
and involve miscellaneous damage to the work. On a large project, there can be many
such claims. Since these losses are usually the sole fault of the contractor, most
owners insist that the deductibles be the contractor’s responsibility.

PROFESSIONAL LIABILITY COVERAGE

Most design firms have few assets to satisfy a judgment because cash is usually
distributed on an annual basis in the form of compensation. Therefore, most claims
against design firms will be dependent on the design professionals’ professional
liability insurance as the source of any recovery. A potential claimant should under-
stand the important features of this insurance.

Standard practice professional liability policies are written on a "claims made"
basis. They insure design professionals against claims by third parties. "Claims
made" insurance requires that a claim against the policy by a third party be made
while a policy is in force. This requires continual renewal of this policy during the
project and for a post-construction period sufficient to cover any problems which
may be discovered after project completion.

In addition, these professional policies are "eroding" and require that the costs of
defending any claim during a policy year and any indemnity payments be deducted
from the available policy limits. This means that if the design professional has a seri-
ous problem on one project, the policy limits could be exhausted and not available
for claims on other projects. The problem of exhaustion of limits can be minimized
with a project professional liability policy whose limits are expressly reserved for
the project. Joint ventures and design/build arrangements require attention by
experienced insurance counsel.

To solve the problem of erosion of practice policies, owners on large projects will
procurea "project” policy or an "excess policy” which insures all design profession-
als on the project and has no risk of erosion from other projects.

CONTRACTORS’ INSURANCE

Contractors’ liability insurance is usually written on an "occurrence” basis. This
only requires that the policy against which the claim is made be in force at the time of
occurrence, not when the claim ismade. Therefore, continual renewal isnot the same
issue as it is with design professionals’ insurance.

However, standard contractors’ general liability insurance may not cover profes-
sional liability claims. This can be important if the contractor is providing some
design service, such as in a design/build situation. Furthermore, general liability
insurance generally does not cover damage to the project caused by faulty workman-
ship.

Consistent with its indemnification obligation, it is common for owners and archi-
tects to require that they be named as additional insureds on the contractor’s general
liability policy. Because of restrictive language in such general liability insurance,
some owners and architects require the contractor to procure the broader form of
owners’ and contractors’ protective insurance.
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Recent Trends

Increased collaboration between owners, design professionals, and contractors —
including Building Information Modeling (“BIM”)-enabled Integrated Project
Delivery (“IPD”") — has transformed the design and construction industry over the
last decade.

BIM is a three-dimensional digital building model that serves as the primary
means of communicating geometric, quantity, and other data required for design,
procurement, construction, and facility operation. BIM’s clash detection features
note design conflicts before materials are fabricated and procured, reducing field
coordination and project costs.

BIM usage varies by project. BIM model data can either be shared among all
project participants, just the design team, or used only by a particular design profes-
sional, depending on the project. Sharing digital data poses legal and financial risks
not implicated when information is shared on paper documents.

In 2013, the AlA released a new series of Digital Practice Documents in order to
encourage the useful sharing of digital data. AIA Documents E203-2013,
G201-2013, and G202-2013 govern the transmission, use, and reliance upon digital
data on both BIM and non-BIM projects.

[PD is an integrated and collaborative approach to design and construction with a
greater alignment of interests of all parties with the overall success of the project.
Historical contract practices were adversarial, with a focus on sheddin grisk to other
parties.

In a true IPD project, the owner, contractor, and architect all sign a single contract
and share the financial risks and rewards of the project. Examples of such tri-party
agreements for [PD include AIA Document C191-2009 and Consensus DOCS 300.
An IPD project also can be structured with the owner contracting separately with
the contractor and architect using forms such as AIA documents A195-2008 and
B195-2008.

A principal feature of IPD projects is collaboration between the owner, architect,
and contractor, with contractor involvement in the early design phase on issues such
as cost estimation and constructability.

Conclusion

United States construction can present a bewildering array of legal rules, with
idiosyncracies varying from state to state. However, the international practitioner
can take comfort from the fact that the risk impact of most of these rules can be
modified by well-drafted contracts. Examples of contracts actually used are
included in Appendix A. The standard form AIA Contractor’s General Conditions,
which contain most of the legal language governing the Owner-Contractor relation-
ship, and architect’s agreement are included in Appendix B.
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