Introduction

There is no price for bad terms.
~ Construction contractor from Toledo, Ohio

]he GO&ll S Of This book was written with three important goals in mind:

This Bool 1. Assisting contractors in improving their abilities to identify, understand,
IS bDOOK e . " .
and evaluate certain high-risk commercial terms and conditions typically
found in all construction contracts.

2. Providing contractors with negotiating suggestions on how to lower or
eliminate the risk associated with commercial terms and conditions.

3. Providing straightforward information in as uncomplicated and non-
legalistic a manner as possible.

The book will help contractors in their effort to negotiate favorable commercial
terms and conditions for their construction contracts. By doing so, this will help
lower their commercial risk; assist in improving their terms of payment; and
reduce their exposure to claims, disputes, and unnecessary or inappropriate risk
transfer and its associated potential financial liability.

Wh&lt A re the Contractors must be able to identify, understand, and evaluate all the
. commercial risks that are accepted by agreeing to an owner’s proposed contract.
?

B ene,ﬂts Of This Book: They must then be able to effectively minimize and manage those commercial
risks—mitigating or eliminating them through negotiations—and thereby lessen
their exposure to any potential financial liabilities. This will ultimately protect
the assets of their companies. This is the primary benefit of this book.
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COI’ltl’ﬂCtOI" & OWl/lel" This book refers to contractors and owners—both in the general sense, and

Conventions capitalized in actual sample contract clauses. “The contractor” refers to you, the

reader of this book—whether general contractor or subcontractor—working

hard in the construction business trying to make a living. “The owner” refers to
the company that the contractor is providing construction work for, and with
whom he will sign a construction contract. (Note that throughout this book,
the masculine singular “he” is used, for simplicity only, and to avoid the
more cumbersome “he/she”/“his/her” construction.)

Also for simplicity, the book refers to the construction contract between the
owner and contractor. Often, however, the contractor will have a contract with
another construction company who works for the owner, perhaps in the role of
the owner’s project manager, or the owner’s main contractor. In this case, the
contractor would typically be considered a subcontractor, and his construction
contract would likely be called a subcontract with the owner’s project manager
or main contractor. It doesn’t matter whether the contract is made directly
with the owner, or whether it’s a subcontract with the owner’s PM or main
contractor—the information contained in this book about understanding and
negotiating construction contracts applies equally to all of these contracting
relationships.

Private COI’ItI”&lCtS The contracting concepts presented in this book apply to contractors working
with private U.S. owners, and not federal or state government owners.
or Government Construction contracts with U.S. federal, state, and local governments may
Contructs? have different commercial contracting challenges. Sometimes, for instance,
government contracts are, by law, nonnegotiable with respect to the types
of commercial terms and conditions a contractor must accept. However, the
concepts and suggestions in this book can be used to help better understand
and manage similar commercial issues in government construction contracts,
and can assist the contractor, particularly in those situations where negotiation
is an acceptable part of the government’s contracting process. In Chapter 16,
“International Contracting,” the additional concepts presented also apply to
contracts between a private contractor and a private owner. Contracting with
foreign governments and their various departments often presents exceptional
contracting challenges that are beyond the scope of this book.

I(ey COl/ltl”&lCtil’lg Throughout this book, two key contracting issues with construction contracts
are discussed:
Concepts

Commercial Risk: The risk associated with the potential for the
contractor to be harmed in some way by accepting the wording in an
owner’s construction contract’s commercial terms and conditions.

+ Potential Financial Liability: The possibility of having to pay money,
which would arise from the obligations that a contractor agrees to accept
in the owner’s construction contract’s commercial terms and conditions,
and that might arise also from the contractor’s common law obligations.
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Common law is the body of law that develops out of decisions made by
courts—called precedence—rather than law that is created by statute.

Examples of Commercial Risk

Commercial risk creates an exposure to the potential for financial liability and
flows directly from the commercial terms and conditions contained in the
owner’s construction contract. Commercial risk is probably the risk a contractor
finds most difficult to understand and manage. Some typical examples of a
contractor’s exposure to commercial risk found in a construction contract’s
commercial terms and conditions are:

+ Exposure to the financial liability to pay liquidated damages or other
consequences of contractor’s late performance.

+ Exposure to the financial liability to pay for damages that are caused by
the owner’s negligence.

+ Not being paid for legitimate changes for additional work.
+ Not being able to settle legitimate disputes in favor of the contractor.

+ Exposure to an owner cashing in a contractor’s performance or payment
bond without legitimate reasons.

+ Exposure to the financial consequences—not enough cash to pay bills—of
not being paid by the owner on time for progress payments.

« Exposure to the financial liability that may arise out of lengthy warranty
periods or requests by an owner to perform warranty work that is
really not warranty work.

+ Exposure to the financial liability that may arise out of other risks
encountered on a construction project, such as differing site conditions
and force majeure.

Two TypeS Of The comrr‘lercial term§ and Conditions‘typically found in a construction contract
can be split generally into two categories:

Commercial Terms Adiministrat
o . ministrative terms
& Conditions « Financial liability terms

Administrative terms are those commercial terms and conditions that have

a low probability of creating a significant financial liability for the contractor.
Financial liability terms have a high probability of doing so. The focus of this
book is to improve the contractor’s ability to understand and evaluate these
financial liability terms and conditions and learn ways to lower or eliminate the
commercial risk associated with them through effective negotiations.

A typical construction contract can be divided between administrative and
financial liability terms as shown in Figure 1.
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Owner’s Construction Contract
Commercial Terms and Conditions

Typical terms that tend to have
a low probability of creating a
significant potential financial
liability.

Typical terms that tend to
have a high probability of
creating a significant
potential financial liability.

Administrative
Terms

Standards and Codes
Safety

First Aid
Representatives
Cooperation with Others
Expediting

Equal Opportunity
Progress Reporting
Communication

Quality Assurance
Contractor’s Representative
Cleanup

Financial Liability
Terms

Scope of Work

Terms of Payment
Schedule

Performance Assurances
Insurance

Indemnity

Changes

Disputes

Warranty
Termination/Suspension
Force Majeure
Damages

Figure 1

This book will discuss only those commercial terms and conditions that tend
to create a high probability of financial liability for the contractor. This doesn’t
mean, however, that other terms and conditions should be ignored or taken
lightly. It just means that if the contractor has to focus his effort primarily on
one of these sets of commercial terms, it should be on the commercial terms
that have the greatest potential for harm.

]’he Most Impormnt The three'most important commercial terms and conditions contained in all
construction contracts are:

Commercial Terms
& Conditions

1. Scope of work
2. Pricing and terms of payment
3. Schedule

These commercial terms are the three foundation stones of all contracts, as
shown in Figure 2.
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All Other Commercial Terms and Conditions

Scope of Pricing and Schedule
Work Terms of
Payment

Figure 2: Three Foundation Stones of a Contract

]he Contmcting Here’s a bold statement: There is no difference between a construction contract

P for a new one-story office building worth $500,000 and a new grassroots oil
rocess refinery worth $1 billion. Think about this for moment. The contractor for

each project must have a written construction contract to perform the work

described. Each contract will have a scope of work section, terms of payment,

and a schedule. Further, each contract will likely have contractual obligations for

insurance, warranty, changes, dispute resolution, termination and suspension,

damages, indemnity, and assurances of performance.

Certainly, the complexities of the two projects are significantly different, but the
contracting process of understanding and negotiating commercial risk issues
and potential financial liability issues are the same, and must be properly dealt
with by each contractor in order to protect the assets of their companies.

Excuses fOi" Not What are the typical excuses given by contractors when faced with the prospect
of having to try to negotiate better commercial terms and conditions in the

N egOtlatlng B etter owner’s construction contract? Some of the most common:
Commercial Terms « “It’s too hard to deal with the owner and his lawyers.”

& Conditions + “The owner will disqualify me if I take exception to his terms and
conditions”
+ “I don’t understand the terms and conditions well enough to negotiate
better ones, and I don’t want to hire a contracts expert or a lawyer”
+ “The competition accepts the owner’s terms and conditions all the time, so
I don’t have much of a chance”

+ “I don't like to negotiate. Maybe the best thing to do is just sign the
contract, put it in the bottom drawer of the desk, and hope
nothing happens”
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The last excuse basically says this: “sign, do nothing, and pray for the best” This
strategy works fine as long as nothing goes wrong during the execution of the
contract. However, things often do go wrong during the course of executing
construction contracts!

Let’s say the owner creates lengthy delays to the construction schedule, refuses
to acknowledge his fault, then penalizes the contractor by imposing liquidated
damages for late performance. Once something like this happens to a contractor
just once in his lifetime, he will wish he had made the effort to negotiate more
favorable commercial terms and conditions prior to signing the contract.

One good reason to negotiate changes to the owner’s commercial terms and
conditions is simply to improve the contract for the benefit of the contractor,
and to lower the contractor’s exposure to potential financial liability at the
same time.

For example, creating a detailed scope of work document that carefully outlines
what the contractor, owner, and all other parties involved in the contract are
obligated to do will always serve to minimize misunderstandings and disputes
over the scope of work. Often the contractor has the best experience and
background to assist the owner with developing a detailed and comprehensive
scope of work document.

The COl’lcept Of Another contra?ting concept that will ‘be discussed throgg‘hout the book is
. the concept of risk transfer. Commercial terms and conditions, such as those

RlSk T F 611’15f er associated with insurance and indemnity clauses, transfer the risk of potential
financial liability for certain events from one organization to another. Insurance
transfers the risk of certain potential financial liabilities from the contractor—
the named insured—to the insurance company in return for the payment of a
premium. An indemnity clause in a construction contract can transfer to the
contractor the risk of certain potential financial liabilities that may arise due to
the negligence of the owner—in return for nothing!

Contractors must understand the consequences of accepting risk transfer
clauses in a construction contract. Negotiating changes to risk transfer
clauses can significantly lower exposure to the possibility of unnecessary or
unwarranted financial loss.

This Is a Book Every attempt has been made to write this book in as non-legalistic a manner
Devel d as possible. It was written for those contractors who have no legal training in
evelope ] ust contract law and are simply in business to engineer, procure, and safely build

fOl’ Contrdctors construction projects.

Anyone who is willing to take the time to understand the basic concepts of
construction contracting can become effective in understanding, evaluating,
and managing commercial risk and negotiating more favorable commercial
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Before the contractor
signs the contract, he
needs to understand
the commercial risks
and their possible
financial consequences.
The contractor’s assets
are at stake.

This book is not
designed to be anti-
lawyer or anti-owner.
It is designed to

be pro-contractor.

Three Final
Suggestions

terms and conditions. Can a lawyer who specializes in construction contracting
help a contractor understand and negotiate a construction contract? Certainly
he can, but that assistance, and cost, is not always necessary.

The book features samples of actual contract language—both the good and the
bad, the fair and the unfair. Each chapter contains these easy-to-understand
clauses, in boxes for quick reference, which show contractors the kind of
language that should be used, as well as jargon and unreasonable terms that
should be avoided. Having a good working knowledge of the major commercial
issues involved in construction contracting will help a contractor understand
what he is getting into, the risks he is taking, and the risks he doesn’t want

to take.

Is the contractor agreeing to a fair contract, or taking on a lot of unnecessary
responsibilities and commercial risks? Will he get paid on time? These are the
types of questions a contractor will be able to answer and resolve after reading
this book—Dbefore signing a construction contract.

It may appear when reading through this book that owners are cast in a bad
light, and that all too often they demand unacceptable commercial terms and
conditions. This is not true. Some progressive owners have, or will negotiate,
commercial terms and conditions that are fair and balanced for both parties—
the owner and the contractor. The contractual issues covered in this book are
meant to raise the awareness of contractors to worst-case situations that can
arise from accepting certain commercial terms and conditions in a construction
contract—and how to edit and reword unfair clauses.

Finally, contractors should remember these three important things:
1. Read and understand everything in the construction contract.

2. Negotiate better commercial terms and conditions with the goal of
reducing commercial risk and the associated exposure to potential
financial liability.

3. Get all agreements in writing from an authorized representative of the
owner!
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