CONTRACT FUNDAMENTALS

A contract is an agreement between two or more persons to perform or not to perform a particular service. It sounds very simple, but can become very complex in its content. In order to be legally valid, a contract must include:

-Competent Parties - Each entity must have the understanding to enter into the contract

-An offer - When you offer to do something in exchange for something.

-Mutual Assent - Each entity must be clear as to the essential details, rights, and obligations of the contract.  This information is then put into writing and signed by the agreeing parties.

-Consideration - When something is offered in exchange for holding the other party to their part of the contract.

-An acceptance - The offer must actually be accepted.

Mutual assent can be written or oral. Both written and oral contracts are legal. A Statute of Frauds requires a writing signed by the party against whom enforcement is sought in the following circumstances:

1. Contracts in consideration of marriage

2. Contracts that by their terms cannot be performed within one year of their making

3. Contracts for the sale of land or interests in land,

4. Contracts made by the executor of a will

5. Contracts in which one party acts as guarantor for another party's debts.

6. Contracts that exceed $500.00.

Although oral agreements are legal, considering the broad range of detail involved in a construction project, it is recommended that a contractor put everything in writing.

CONTRACT FORMS

There are three different types of contract forms standard, custom and model. Each serves a different purpose. The standard form is the most widely used in the construction industry. Because of its straight forward text, it leaves little room for misinterpretation of information.

The differences between the contract forms are as follows:

· A standard contract form is a copyrighted, pre-printed contract typically developed and issued by an industry organization. It broadly covers the important terms and conditions of the contract. This is the most simple contract form.

· A custom contract form is written completely from scratch. One party's legal counsel prepares the contract based on one specific transaction.

· A model contract form is used by companies as an outline to form their own contract it is not copyrighted and merely states the basic information a contract should contain.

TYPES OF CONTRACTS

Different types of contracts have been created to best suit different means of negotiating construction projects. The three main types of construction contracts include:

1. LUMP SUM CONTRACTS are contracts in which a contractor agrees to complete a project in return for one lump sum payment. They perform a detailed survey estimate and then an amount is decided upon and signed-off on.

  The benefit of using a lump sum contract would be that if the job produces no problems or issues. A contractor could stand to make a profit if the project comes in under the bid amount. Unfortunately, if problems arise and costs exceed expectations, there is the risk for loss. This benefits the owner because he will pay the one sum and not have to compensate for costs that arise over and above the bid amount. Greater risk lies with the contractor in this type of contract.

2. UNIT PRICE CONTRACTS are contracts that base the cost of the project on each unit of work. Each portion of the job has a price and is paid for as each is completed The entire amount is not fully paid until the project is completed. The owner has to pay for each portion based on the amounts and terms set forth in the contract. With the unit price contract, the risk falls more on the owner.

3. COST -PLUS PERCENT AGE CONTRACTS are contracts that state an owner agrees to pay all construction costs. Including, but not limited to:

a. equipment;

b. materials; and/or

c. labor.

In addition to paying all costs, the owner agrees to pay an additional amount to the contractor. The additional fee to the contractor is written into the contract as well as a list of any provisions surrounding that fee, such as a minimum or maximum amount and performance penalties or bonuses. This contract is best suited for times when an exact cost estimate cannot be determined.

Subcontracts are constructed much the same as contracts. Subcontracts are agreements between the contractor and subcontractor, with the subcontractor assuming the contractual role of contractor, and the contractor assuming the contractual role of owner. The subcontractor agrees to perform the work and the contractor agrees to pay for that work.

WHAT TO INCLUDE IN A CONTRACT

A Standard Form of Agreement in a construction contract is a compilation of all the contract documents into one legal document. The estimating and bidding documents are included in the Standard Form of Agreement. In addition a completed contract must also include:

· the names and addresses of owners and contractors;

· a description of the project and the property;

· the dates of commencement and completion;

· any drawings and specifications;

· the contract amount and payment provisions; and
· the offer.

This agreement is then signed by both the contractor and the owner. Although it is generally a short form, it may contain references to other documents that are contained in the contract such as:

1. Bidding Documents. These documents describe the project and procedures for bidding and awarding.

2. Insurance and Bonding information. Insurance and bonding is necessary to protect the contractor and the owner in the case of loss or default.

3. General Conditions. These conditions specifically detail the responsibilities of all parties involved in the project.

4. Special conditions. These conditions address more specific details of the general conditions as they relate to the project that the contract encompasses. Drawings and specifications of the project are also included.

5. Addenda. These are changes or additions to the contract before it is signed (change orders).

6. Modifications. These are changes that are made to the contract after it is originally signed All of this information is put together into one legally binding agreement. Each party entering into this agreement has their own specific responsibilities. Each party needs to fulfill their responsibilities and in the event that they do not, the contract may enter into dispute.

EXAMPLES OF CONTRACT RESPONSIBILITIES

A standard construction contract details the responsibilities and rights of both the owner and the contractor.  Examples of contractor responsibility include:

· completing the project as specified in the contract documents.

· obeying all roles and regulations regarding employees, OSHA. etc.

· maintaining adequate insurance coverage.

· employing subcontractors.

· keeping the owner aware of project progress.

· Examples of an owner's responsibilities include:

· supplying lawful property on which the project will take place.

· supplying the plans and specifications for the project.

· providing access to the project location.

· making the suitable payments to the contractor.

The owner has additional rights such as inspecting the project work, requiring bonds wm the contractor, shortening/lengthening the contract, and/or denying payments if work is not completed according to the contract. Because the contractor assumes liability for the project once he takes over, it is best that the owner does not try to interfere with the contractor's work. A standard contract will also specify how both parties handle a breach of contract and procedures and/or penalties for terminating a contract. If a contract does end up in court, the losing party is typically responsible for legal and administrative costs. There are times when special conditions may arise with a contract causing a deviation from the normal contractual process. For example, one person may be chosen to run the entire construction process including obtaining financing, purchasing land, acquiring the plans, building, etc. This is known as a "turnkey" project in which the contractor is the sole party in charge wm start to finish. In other situations, the project may be bid and contracted separately as it moves along because the whole process began before the plans were complete. Known as "fast track" construction, this process expedites the typical construction project.

CONTRACT FEATURES

In addition to everything that has already been mentioned, there are other important features to a construction contract.

Timing- A project's starting and anticipated completion date. If the contractor starts the project late and/or doesn't complete the work or project in a timely manner, he is in breach of contract. Many contracts specify a bonus for early completion and penalty for late completion. This can be in the form of a set cash amount or a percentage of the cost of the project.

Location- A project site's conditions and ease of access. Once work is started there may be conditions that arise on the job site that were not expected. The contract needs to detail what situations are considered a valid "problem", and how to handle the problems and their impact on the project timetable and expenses. A contractor is responsible for assessing the actual job site prior to signing the contract, and the owner is responsible for providing honest, accurate project documents regarding the job site, as well as reasonable access to the site.

A contract document that allows for modifications that may occur during construction such as:

- Additions or deletions to the project;

- Design corrections;

- Alterations in building technique(s); and,

- Material changes.

These modifications are usually minor, since drastic changes would require rewriting the contract. Any changes to be made by the contractor must be submitted in writing and approved by the owner.

· Permits/Licenses- A contract will specify who is responsible for obtaining and paying for appropriate permits and licenses.

· Payments- A contract will outline payments and how and when they are to be made. Most contracts stipulate progress payments - a method of making payments as the project progresses. These payments, made by the owner to the contractor, can be paid at a specified time (e.g. monthly), or when designated tasks are completed (e.g.

· foundation, framing, roofing).

· Retainage- A portion of the payment(s) that is retained by the owner until the project is completed. This money is set aside to pay for work that has not been completed, must be repaired, or to laborers or suppliers that have not been paid, if necessary. Otherwise, the entire amount retained is paid to the contractor upon satisfactory completion of the project, inspections and approvals.

· Indemnification- An important section of the contract tbat specifies liability for damage to property or personal injury. Both the contractor's and owner's indemnity responsibility should be covered through their insurance policy.

· It is vital for both parties to check with their insurance company before accepting any project site liability.

· Site Conditions- The contract will outline what needs to be done if unforeseen conditions arise on the job site. It is the owner's responsibility to divulge all information regarding the job site during the bidding process, as it is the contractor's responsibility to inspect the site prior to signing a contract. Additionally, the contmct will define the contractor's responsibility for keeping the job site clean during construction, and when the project is complete.

· Certificate of Occupancy- A certificate issued by the building inspector officially stating that the structure conforms to code and is safe for occupancy. A building can not be used without a Certificate of Occupancy.

· Certificate of Substantial Completion- A certificate issued by the architect when a phase of, or the entire building is complete and may be used for its proposed function.

FINAL PAYMENT

Upon completion of the project, the owner pays the remaining balance due to the contractor. If retainage has been withheld, then the final payment is the retainage amount. If not, the final payment is the last progress payment Final payment is subject to satisfactory approvals, inspections, completion of the project and paperwork. The following documentation is normally submitted when the project is complete to ensure that final payment is made.

- Equipment warranties and instructions.

- Warranties for labor and supplies.

- Maintenance bonds.

- Lien releases or waivers.

- A sworn statement that equipment, material, subcontractor and labor expenses have been paid.

- A sworn statement from the architect that the work completed is contractually acceptable.

This documentation affirms that the contract has been fully executed as defined including all payments made to suppliers, subcontractors, etc. The final payment will not be paid until all of the proper documentation has been submitted and approved.

Another roadblock to a prompt final payment could be any disputes or claims made by contractors against owners. Most of the time, all work to be completed is written in the contract Sometimes additional work is done that was not accounted for in the contract. A dispute can occur when neither party feels they should have to pay for it The contractor does the work and makes a claim against the owner and the owner disputes it Arbitration is most often used to sort through and resolve a dispute in lieu of costly litigation. Accounting for even the most remote detail in a contract may prevent the contractor from having to pursue the claims process.

TERMINATION OF A CONTRACT

A contract contains a clause that stipulates an owner or contractor may terminate the agreement under very stringent circumstances, such as:

· the owner fails to make timely payments of the amount certified and approved in the contract;

· the contractor shows unusually slow progress or the work is being done poorly; and,

· the owner or contractor attempts to terminate the contract without significant proof that the contract has been breached.

Either party is urged to seek legal advice before attempting to terminate a contract.

CONCLUSION

It is vitally important for contractors to understand contract law as it applies to construction contracts. A contractor must ensure that the entire contract is clearly defined and easily understood. The more accurate and inclusive a contract and its affixed documents, the less room for misunderstanding, disputes and claims. Contracts can and should offer remedies for any type of situation that may arise. It is always advisable to consult a legal professional.
It is imperative that both parties completely comprehend the construction contract prior to signing it.
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