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I. THE PREVALENCE OF CONTRACTS IN THE CONSTRUCTION

Every relationship between the myriad of parties involved in a construction project is based upon a form of "contract." The contracts between the parties and the law of contracts define the duties of the parties, provide rules of interpretation, and play a significant role in the negotiation, drafting, and performance of a construction contract.

A. The Basic Elements of a Contract. A contract is a promise, or a set of promises, to which the law attaches a legal obligation. See  Cedarstrand v. Lutheran Brotherhood, 117 N.W.2d 213 (Minn. 1962); In the matter of Anderson, 565 N.W.2d 461, 464 (Minn. Ct. App. 1997). In the construction contract, a bid is an offer, the acceptance of which forms a contract. In order to be enforceable, a contract must contain the following essential elements:

1. There must be an offer and an acceptance and, more generally, a manifestation of mutual consent to the formation of a contract. This element has sometimes been referred to as a "meeting of the minds." See  Minneapolis Cablesystems v. City of Minneapolis, 299 N.W.2d 121 (Minn. 1980); VeerKamp v. Farmers Coon. Creamery of Foreston, Minn., 523 N.W.2d 7153 717 (Minn. Ct. App. 1998). 

2. There must be consideration exchanged. See  Cedarstrand, supra. 

3. The parties to the contract must be legally competent. This requires that they be mentally capable of understanding the nature and effect of the contract entered into. See  State Bank v. Schrupp, 375 N.W.2d 48 (Minn. App. 1985).

4. The purpose of the contract must be legal. See  ACLI Int'l Commodity Services v. Lindwall, 347 N.W.2d 522 (Minn. Ct. App.), vacated in part, on other grounds, 355 N.W.2d 704 (Minn. 1989).

Although the absence of any of the above may lead to possible avoidanc~ of the contract, courts usually uphold contracts and are hesitant to set aside a contract on purely technical grounds.

B. Oral Contract. An oral contract may be as valid as a written one, as long as it complies with both the basic elements of contract formation and with the requirements of the statute of frauds. See  Minn. Stat. § 513.01.

C. Implied Contract. Even in the absence of an express written or oral contract, Minnesota courts have long recognized that the doctrine of implied contract may bind the parties. A contract implied in fact is one inferred from the circumstances or conduct of the parties. See  Gryc v. Louis, 410N.W.2d 888 Minn. App. 1987); see also  Upsher-Smith Lab., Inc. v. Mylan Lab., Inc., 944 F. Supp 1411,1433 D. Minn. 1996); Denmar Constr. Co. v. American Ins. Co., 290 N.W.2d 737 (Minn. 1979) (bid bond surety held to its implicit contract to issue final bonding on construction project). Express contracts and contracts implied in fact have the same legal effect, and the only difference between them is the way in which the parties manifest assent. See  Balafas v. Balafas, 117 N.W.2d 20 (Minn. 1962); Mjolsness v. Miolsness, 363 N.W.2d 839, 842 (Minn. Ct. App. 1985). In the absence of an express contract, a contractor may recover on an implied contract theory for the reasonable value of its work to the extent of benefits conferred by it upon the owner in the performance of the work. See  Williams v. National Contracting Co., 160 Minn. 293, 199 N.W. 919 (1924); Fargo Foundry Co. v. Village of Callaway, 148 Minn. 273, 181 N.W. 584 (1921); Olsen v. I.S.D., 175 Minn. 201,220 NW. 606 (1928); First National Bank of Goodhue v. Village of Goodhue, 120 Minn. 362, 139 N.W. 599 (1913). "Reasonable value" usually means actual incurred costs plus profit unless the owner proves such costs to be unreasonable or without benefit. Lane Minnesota Co. v. Town of Stuntz, 257 N.W.2d 295 (Minn. 1977); Bruce Constr. Corp. v. United States, 324 F.2d 516 (Ct. Cl. 1963).

D. Types of Written Construction Contracts. Traditionally, there have been three basic types of contracts in the construction industry: the fixed price contract, the cost plus contract, and the unit price contract.

1. Fixed price contracts. A fixed price contract, generally awarded through the competitive bidding process, has the advantage from the owner's perspective of providing a limit to its construction costs. Such a contract usually sets forth a stipulated sum for the work to be completed, and is suitable for most projects. 

2. Cost plus contracts. Under this contractual arrangement, the contractor is paid the cost of work plus a fee, which may be a stipulated amount or a percentage of the construction cost. These contracts often contain a guaranteed maximum price, with a mechanism for distribution of savings below the guaranteed maximum price. From the owner's perspective, a fixed fee is preferable to a fee equal to a percentage of costs because a fixed fee gives the contractor an incentive to reduce costs. 

3. Unit price contracts. This type of contract provides for payment to the contractor based upon, for example, linear feet of underground piping installed or cubic yards of mass rock to be excavated. Thus, this type of contract has a particular utility in the context of heavy construction projects where estimated quantities will only rarely bear substantial resemblance to final quantities.

The advantages and disadvantages of these three types of contracts are discussed in Fogel, Selecting The Right Plant Construction Contract, Plant Engineering, (April 17, 1975); See also, Harvard Business Review, March-April, 1989, p.  159.

II. STANDARD FORM CONTRACTS.
 A. The Impact of the Construction Contract.
The construction contract allocates construction risks and responsibilities among owner, designer, and contractor. Indeed, the most significant provisions in the construction contract may be those which allocate the risks associated with a project. For this reason (among many others), the contract documents must be read with great care. A casual review of the language of the general and special conditions, the specifications, and other contract documents is inadequate.

This is true even when the project may appear to be merely routine and when the documentation, upon casual review, appears to cover familiar ground. Indeed, careful review of all contract documents is imperative because burdensome contracts signed by experienced businessmen are not lightly changed or set aside, and courts assume that businessmen charge a consideration for the risks they accept in their contracts. Unfortunately, however, hungry contractors (and their counsel) have been known, in their  haste to be the low bidder) to ignore tough contract terms imposed by bid documents and not to price significant risks. Contractors must always bear in mind the admonition of a prominent surety executive:

Historically, construction contract terms have been drafted by the owner without an input by contractors. Far too often, the contract is in favor of the owner, which creates serious problems for contractors and their sureties, Contractors are forced, because of these unfair terms, into an adversary position with the owner. Many public and private owners impose liability on the contractor for the owner's negligence, the engineer's mistakes or even for injury to third parties by reason of the contractor’s assuming the job. Some owners do not give the contractor a time extension for conditions beyond his control while others have awarded not-to-be exceeded lump-sum jobs for dams and tunnels. Many underground and subsurface foundation jobs contain no changed conditions clauses. Many of these agreements say the contractor cannot rely on the owner's representatives and must be responsible for any surprises he finds underground. He does not get relief if the conditions arc not as described. Sometimes, the contractor goes broke or he ends up in a lengthy lawsuit. In the meantime, his business can be badly damaged. 

Burgoon, “Risky Issues for Contracts," Highway and Heavy Construction Magazine (March 1978).

1. Widely Used Standard Forms.

a. Owner-Contractor Agreements. The most frequently used owner-contractor agreements today are those published by (1) the American Institute of Architects (Documents A101 and A111, supplemented by General Conditions Document A201) and (2) the Engineers' Joint Contract Documents Committee (EJCDC), comprised of the National Society of Professional Engineers, American Consulting Engineers Council, The American Society of Civil Engineers, and The Construction Specifications Institute (Document 1910-8-A-1 or 1910-8-A-2, and General Conditions Document 1910-8 (1996 editions)).

b. Architect-Engineer Agreements. The most frequently used architect-engineer agreements are (1) AIA Form C141 (1997 ed.) (Architect Consultant Agreement), and (2) EJCDC Form 1910-10 (1996 ed.) Engineer-Architect Agreement).

c. Design Professional-Owner Agreements. The most frequently used design professional-owner agreements are (1) AIA Form B141 (1997 ed.) (Owner-Architect Contract) and (2) EJCDC Document 1910-1 (1996 ed.) (Owner-Engineer Contract).

d. The Contract Conditions. Construction contract terms, particularly in competitive bidding situations, are dictated by the owner or its architect or engineer. Today the most widely encountered construction terms are the General Conditions of the Contract for Construction (AIA Document A201 (1997 ed.)) and The Engineers Standard General Conditions of the Construction Contract (EJCDC1910-8, 1996 ed.). In addition to or in modification of these General Conditions, owner and design professionals regularly "handcraft" their own special or supplementary conditions which may alter customary risk allocations considerably.

e. Subcontractor Agreements. In Minnesota the predominate form of contractor-subcontractor agreement is that published by the Associated General Contractors of Minnesota.

2. The Pricing Mechanism. Most construction contracts are priced on one or more of the following bases:

a. Fixed Lump Sum Price. The contractor receives a fixed sum for completion of the contract. This fixed sum may be adjusted for such things as owner changes in the work, differing site conditions, suspensions or delays, defective specifications, etc.

b. Fixed Unit Prices. The contractor receives a fixed sum for each unit of work completed. Because the units are not fixed, contracts may provide for renegotiation of the unit price for substantial variations in unit quantities from estimated quantities. For example, paragraph 11.9 of the Engineers General Conditions provides: 

11.9 Where the quantity or Work with respect to any item that is covered by a unit price differs materially and significantly from the quantity of such Work indicated in the Contract Documents, an appropriate Change Order shall be issued on recommendation of Engineer to adjust the unit price.

c. Cost Plus a Fee. The contractor receives its actual "cost of the work plus a fee for overhead and profit." Definitions of "cost" (such as in AIA document A111) include the contractor's direct job-site costs. Agreement on cost definitions is essential to avoid disputes over allocation of items to reimbursable cost or to fee. Since an open "cost plus" arrangement is in effect a “bank check," cost controls and audits are essential. Fees may be negotiated either as a fixed lump sum or as a percentage of cost. The latter encourages the contractor to spend more to increase its fee. 

III. KEY CONTRACT CLAUSES
A. Incorporation by Reference. An incorporation by reference clause makes all or part of some other document, often a set of general conditions or plans and specifications, part of the agreement. In the construction context, subcontracts often incorporate by reference terms of the prime contract, and the prime contract, in turn, often incorporates specifications by reference.

Like most other types of contract clauses, incorporation by reference clauses are normally included in a contract to benefit the party proposing that particular contract. For that reason, and for the reason that an incorporation by reference clause makes matters outside of a contract part of that contract, use of incorporation by reference requires extreme caution. The most important thing to remember in working with an incorporation by reference clause is to get possession of and review everything that is incorporated by reference into the contract before an final agreement is made. This is the only method by which the contractor or subcontractor may assure itself that it is aware of all the obligations that it is required to undertake before it enters into the contract.

An incorporation by reference clause may incorporate only specified portions of other documents, or it may incorporate other documents in their entirety. If the clause contains no language limiting the incorporation by reference to specific items, it will normally be treated as general and unlimited, and all contents and aspects of the documents referred to will be incorporated by reference. See, e.g., Buchman Plumbing Co., Inc. v. Regents of the Univ. of Minn., 298 Minn. 328, 215 N.W.2d 479 (1974) (“Where the plans and specifications are by express terms made part of the contract, the terms of the plans and specifications will control with the same force as if physically incorporated in the very contract itself”).

The case of Sime Constr. v. WPPSS, 621 P.2d 1299 (Wash. App. 1980), illustrates incorporation by reference principles. There, a second-tier subcontractor on the WPPSS Hanford nuclear project sued for delay damages resulting from the submission of changes in architectural drawings. After completing its work on the project, the second-tier subcontractor had submitted a claim for damages arising from the late delivery of the revised drawings. While the sub-subcontract document did not contain a notice clause requiring the second-tier subcontractor to file its claim within a given time period, it did incorporate by reference the entire prime contract. The prime contract contained a "change order work" clause applicable to the second-tier subcontractor's situation which required the second-tier subcontractor to give notice of its claim for delay damages to the subcontractor within fifteen days of its origination. Unfortunately for the second-tier subcontractor, it did not meet that time deadline. Thus, the court held that the claim was not timely made and was waived under the terms of the prime contract requiring waiver of tardy claims. 

In considering every incorporation by reference clause, the practitioner should insure: (1) that the practitioner has reviewed all items incorporated by reference into the contract; and (2) that the incorporated document contains elements that may work to the client's advantage.


Note, however, that the incorporation language must be unambiguous. See, Frederickson v. Alton M. Johnson Co., 402 N.W.2d 794, 798-99 (Minn. 1987) (rejecting argument that purchase order incorporated indemnity clause by reference).

B. Scope of Work. The scope of work under a contract is defined by the contract and all accompanying documents relevant to the contract, including specifications and drawings. The definition of the scope of work in a contract is crucial to the performance of that contract, since it defines precisely what must be done in order to be paid on a particular job.

Unfortunately, scope of work disputes are common, mainly because the definition of scope of work in the contract is either poorly composed by the drafter of the contract or misunderstood by one of the parties to the contract. Other common causes of scope of work disputes are lack of detail in contract drawings, over generalization and lack  of particularity in contract specifications, and inconsistencies in documents bearing on the scope of work.

Scope of work problems can be minimized if certain practices are followed in the contract formation process. First, even prior to submitting a bid, a bidding contractor should send a letter to the party to whom the bid is made, in order to fully explain the scope of work that is contemplated by the bid. At that time, the bidding contractor should also obtain and review all documents affecting the scope of its work and request clarification of potential ambiguities or inconsistencies.

Next, at the bidding stage, the contractor's bid should refer specifically to specifications, conditions, plans, and drawings affecting the scope of the work by page or sheet, date, and date of first revision, if applicable. 

Finally, once the bid is accepted and the contract is ready to be executed, the contractor should carefully check the scope of work of the contract. First, the scope of work description in the contract should be compared to the scope of work that was contemplated by the bids. If the two are different, the contractor ought to insist upon a definite, concise description of the work required under the contract. Second, the contractor should be sure that any exclusions from the scope of work in its bid are also excluded from the scope of work described in the contract. Finally, the contractor should check to see that the scope of work description is more than a mere reference to a section of the contract specifications. The best scope of work description is a definite, concise description of work that eliminates any possibility of overlap of scope of work among different contractors. 

If a scope of work dispute arises with reference to an agreement despite the contractor’s best efforts to avoid one, the following general guidelines may help to determine the positions of the parties disputing the scope of work: (1) contract documents are to be construed together to determine the meaning that the parties intended for the scope of work under the agreement; (2) a specific provision governs a general provision (e.g., the written agreement controls the specifications, and the specifications control the plans); (3) ambiguities in a scope of work description are interpreted against the party that proposed the ambiguous language; (4) the owner warrants that the plans and specifications provided are sufficient for their intended purpose, and the prime contractor is responsible for coordinating the plans and specifications among the subcontractors and supplier; and (5) terms having a specialized trade meaning will be given that meaning in the scope of work clause.

In addition, the owner should consider boiler plate language in its agreements to the effect that: (1) the contractor agrees that the drawings and specifications are intended to supplement one another and that any work or materials or equipment shown or mentioned in one and not in another shall be furnished by the contractor; (2) that the enumeration of required items in the specifications shall not be construed to exclude other items; (3) that the contractor agrees to furnish all work, labor, materials and equipment, not specifically mentioned or shown, but which are generally included under the plans and specifications or fairly implied therein as necessary for the satisfactory completion of the project; and (4) that the contract includes all work, labors, materials or equipment required to ensure work conforms with all laws, ordinances, orders, rules, regulations and requirements, including amendments to those laws.

C. Liquidated Damages. A liquidated damages clause specifies the amount of damages to be paid by one party to another upon the occurrence of specified events (often delay by one party to a contract). Liquidated damages clauses are favored in the law, and are generally enforceable if they do not constitute a penalty. To be valid, a liquidated damages clause must normally (1) state as liquidated damages a reasonable forecast of just compensation for the harm caused by the contemplated breach; and (2) replace an award of compensatory damages resulting from the contemplated breach that would be very difficult, if not impossible, to ascertain. The liquidated damages clause alters the right of the delayed party to collect actual damages through substitution of liquidated damages for delay. Unless the liquidated damage amount at the time of the contract execution is unreasonable so as to constitute an illegal penalty, the clause will be enforced even if the delayed party suffered no actual damages. See Gorco Constr. Co. v. Stein, 256 Minn. 476, 99 N.W.2d 69 (1959).

Contractors should attempt to get a fair liquidated damages clause included in their contracts. Such a clause allows the contractor to predict with certainty its exposure for a breach. In addition, the contractor may benefit by using a liquidated damages clause as a "shield" against a larger damage claim. Such a "shield" was raised in X.L.O. Concrete Corp. v. John T. Brady & Co., 482 N.Y.S.2d 476 (App. Div. 1984), involving a contract for construction of a university residence hall which contained a liquidated-damage provision of $2,000 per day for contractor delay in completion. When project completion was delayed, the owner sought to recover its actual delay damages in an amount greater than that allowed under the provision. The court held that the liquidated damages provision of $2,000 per day was valid and was the owner's sole remedy, even though the owner's actual damage far exceeded the liquidated damage amount.

The same shield was raised in Industrial Indemnity Co. v. Wick Constr. Co., 680 P2d 1100 (Alaska 1984), to reduce a subcontractor's delay damage liability to the prime contractor from $750,000 to $100,000. The subcontractor, which was responsible for fabricating and erecting a building curtainwall, delayed the project for 264 days, causing the prime contractor actual damages in excess of $750,000. However, the subcontract contained a "flow down" clause from the prime contract stating that the subcontractor was entitled to "all the privileges and protections granted to the contractor by the owner by the main contract." Included in the prime contract was a $400 per day liquidated damages provision. The subcontractor claimed the benefit of the "liquidated damages" clause in the prime contract and asserted that the prime contractor's delay damages were limited to the liquidated damage amount of slightly over $1000,000 for the period of the delay. The court agreed with the subcontractor, and held that the prime contract "liquidated damages" clause flowed down into the subcontract and thus limited the contractor's delay damage recovery to the liquidated damage amount.

Collection of liquidated damages by a prime contractor against a subcontractor may be limited by the amount that the prime contractor pays to the owner for the same delay. Thus, in Mattingly Bridge Co. v. Holloway & Sons Constr. Co., 694 S.W.2d 702 (Ky. 1985), the prime contract called for completion of the project on December 1, and the prime contractor therefore required its subcontractor's work to be completed by November 15. Both the prime contract and subcontract contained an identical liquidated damages clause providing for damages of $750 per day. The project was completed eight months late. The prime contractor negotiated a liquidated damage settlement with the owner based only upon a delay of seventeen and two-thirds days but then sought liquidated damages from its subcontractor for the full eight-month delay without regard to its own settlement with the owner. Although the delay in project completion was found to be the fault of the subcontractor, the court held that the prime contractor could not collect liquidated damages from the subcontractor in excess of that which the prime contractor had paid to the owner. The court reasoned that such excess would result in a windfall to the prime contractor and a penalty to the subcontractor. Thus the prime contractor was allowed to recover only the liquidated damage amount the prime contractor had paid to the owner, plus an additional amount for the two-week delay from November 15 to December 1. 

D. Payment.

1. The Owner's Liquidity: "Is There Enough Ready Cash?" 

Although contractors are provided by statute with some security for payment under the mechanic's lien and contractor's bond laws, contractors expect to be paid by the owner and have a right to expect the owner to have made arrangements for adequate construction funds. The liquidity of the owner and the terms of its construction financing are of utmost importance. Obtaining owner assurances of availability of construction funds is vital to contractors who in turn will bind themselves to subcontracts for construction of the work.

Paragraph 2.2.1 of the American Institute of Architects General Conditions for Construction (A201, 1997 ed.) illustrates these concerns:

2.2.1 The Owner shall, at the written request of the Contractor, prior to the commencement of the Work and thereafter, furnish to the Contractor reasonable evidence that financial arrangements have been made to fulfill the Owner's obligations under the Contract. Furnishing of such evidence shall be a condition precedent to commencement or continuation of the Work. After such evidence has been furnished, Owner shall not materially vary such financial arrangements without prior notice to the Contractor.

Similarly, government contracts usually contain a funds availability clause notifying the contractor of and limiting the government's liability to the amount of congressional appropriations. See  Healy Co. v. United States, 576 F.2d 299 (Ct. Cl. 1978). 

2. The "Flow Down of Payments": Pay-When-Paid Provisions.
Related to the evaluation of the financial capacity of the owner is the question of who bears the risk of non-payment. Remember that there are several tiers of contracts in a construction project - a tier between owner and contractor and tiers between contractors and subcontractors and between subcontractors and their vendors/suppliers. Whether the issue arises between a prime contractor and its subcontractors or between a subcontractor and its vendors, a major risk involves the obligation of an upper-tier party to make progress payments or release retainage before receiving the corresponding payment from the owner or prime contractor.

Note that differences between tiers in the time or method of payment or withholding or retainage inevitably lead to a "cash flow crunch" at some tier level. For example, a contractor's thirty-day payment arrangement with a material supplier may cause problems for the contractor lacking working capital if materials are stored off site and the owner is obliged to pay the contractor only for materials actually incorporated in the work. Contractors, therefore, must watch for differing payment provisions and understand their impact upon cash flow and financing requirements.

Of most trouble are "pay when paid clauses." The language of "pay when paid" clauses varies from contract to contract. If the pay-when-paid language is sufficiently clear and unambiguous, the parties' agreement may he enforced as written. See  A. A. Conte Inc. v. Cambell-Lowie Lautermilch-Corp., 442 N.E.2d 30 (Ill. App. 1985). Courts will generally resolve any ambiguities in a pay-when-paid clause placing the risk of owner’s nonpayment upon the party which would otherwise be obligated to make a payment within a reasonable period of time. The issue in such cases is whether the pay- when-paid clause merely sets the time for payment or whether such clause creates a condition precedent that must be met before a subcontractor can be paid.

For example, in Mrozik Construction, Inc. v. Lovering Assoc., Inc., 461 N.W.2d 49 (Minn. 1990), the Minnesota Supreme Court ruled that the following pay-when- paid language did not make payment by the owner a condition precedent: "At all times the subcontractor shall be paid to the extent the contractor has been paid on the subcontractor's account." In ruling for the subcontractor, the court observed that the quoted language did not "unequivocally shift the risk of the owner's insolvency" to the subcontractor, but rather provided that the time of payment to the subcontractor was not to be delayed after the general contractor received funds from the owner. See  also A. J. Wolfe v. Baltimore Contractors, 244 N.E.2d 717 (Mass. 1969).

Nonetheless, in Crown Plastering Co. v. Elite Associates Inc., 560 N.Y.S.2d 694 (App. Div. 1990), the court held the following language sufficient to shift the risk of the owner's nonpayment to the subcontractor: "Receipt of payment from the owner for the subcontractor's work is a condition precedent to payment by the contractor to the subcontractor. The subcontractor hereby acknowledges that it relies on the credit of the Owner, not the Contractor, for payment of its work."

Similarly, in Gilbane Building Co. V Brisk Wateproofing Co., 585 A.2d 248 (Md. Ct. Spec. App. 1991), the court held the following language sufficient to shift risk of nonpayment to the Subcontractor: "It is specifically understood and agreed that the payment to the trade contractor is dependent, as a condition precedent upon the Construction Manager receiving contract payments, including retainer from the owner." See also, A. A. Conte. Inc., supra.

Subcontractors may take steps prior to executing their subcontracts to help avoid disputes regarding "pay when paid" clauses. The first step is to review the subcontract to determine whether it contains a "pay when paid" clause. If it does, the subcontractor's best protection is to add a clause to that portion of the contract that clearly states that the subcontractor will be paid by the prime contractor after a reasonable time (it is best to state a set number of days) if the prime contractor has not been paid by the owner for the subcontractor’s invoiced work, or if the architect has not yet certified the work for any reason not due to the fault of the subcontractor. Conversely, the contractor's interests are best served by making its obligation to pay the subcontractor subject to the "condition precedent" that it has been paid by the owner.


It should be noted that AIA Document A401 (1997) requires the contractor to pay the subcontractor within a specified time after receiving payment from the owner; and the national AGC Form 640 follows the Mrozik language. Neither of these clauses could be read, under Mrozik, to create an unequivocal condition precedent to the sub’s right to payment.

3. Interim or "Progress" Payments. In order for a contractor to be entitled to progress payments during construction, the contract must so provide. The importance of progress payments to the contractor's working capital needs is obvious. Absent an express provision in the contract providing for progress payments, however, the contractor will be obliged to complete the contract with its own money. See  Stees v. Leonard, 20 Minn. 494 (1874); Nash v. St. Paul, 23 Minn. 132 (1876); United States v. Lennox Metal Mfg. Co., 225 F.2d 302 (2d Cir. 1955).

a. Progress Payment Terms. Most standard agreements provide for progress payments to be made monthly. See  AIA Documents A101 and A111; EJCDC Document 1910-8-A. Some contracts, however, provide that the owner "may" make progress payments. In Lennox Metals,  supra, the government claimed that "may" was discretionary in that it had the sole right to determine whether progress payments would be made. The contractor proved that progress payments had been agreed upon during negotiations and that it had excluded financing costs from its price. Thus the court sided with the contractor by holding that, under the circumstances, "may" was really intended to be "shall."

b. Determining Progress Payment Amounts. Payment by progress payments is typical in the construction context. Under cost reimbursement contracts, the contractor generally is entitled to monthly payment of its itemized "cost of the work." See  Article 12 of AIA Document A111. Payment under fixed price contracts is based upon a percentage of completion of an agreed "schedule of values." For example, paragraph 9.2.1 of AIA Document A201 (1997 ed.) provides:

9.2.1 Before the first Application for Payment, the Contractor shall submit to the Architect a schedule of values allocated to various portions of the Work, prepared in such form and supported by such data to substantiate its accuracy as the Architect may require. This schedule, unless objected to by the Architect, shall be used as a basis for reviewing the Contractor's Application for Payment. 

The making of progress payments does not, however, render a contract "divisible" as opposed from "entire." There is still one contract, and each progress payment is considered to be part payment of the whole sum due under the contract. See  Underground Construction Co.. v. Sanitary Dist. of Chicago, 11 N.E.2d 361(Ill. 1937). A contractor's application for payment must generally be accompanied by an affidavit to certify that work is d6ne and payment is due. See  AIA Document G702.

(1) Front End Loading. From the point of view of the owner and architect/engineer, contractors may be expected to "front-end load" the schedule by overvaluing certain early activities, such as demolition and site work, to achieve an early cash flow benefit on the project. If the schedule is materially out of balance, the owner pays sums far larger than warranted by the physical completion of the project. For an example of front-end loading in the context of federal contracting; see  United States v. Blake Constr. Co., 671 F.2d 539 (D. Md. 1982). 

(2) Materials On and Off-Site. Although progress can be measured by work incorporated into the project, most contracts also address the issue of materials stored on and off-site. See  paragraph 9.3.2 of AIA Document A201 (1997 ed.). On large projects, contractors are obliged to order many items of materials and equipment well ahead of time to assure their availability when needed. Materials stored off-site pose particular risks to title (e.g., the intervening bankruptcy trustee or creditors or the vendor) and to protection (e.g., theft and vandalism). 

(3) Withholding of Progress Payments. The fact that the contractor may have completed the percentage of work or incurred the costs applied for does not 

necessarily entitle it to full payment. The architecit/engineer is obliged to protect the owner's interests and may withhold certification of amounts required to provide such protection. Illustrative of reasons for withholding is paragraph 9.5 of the AIA Document A201 (1997 ed.), which permits withholding for:

a. Defective work not remedied;

b. Third-party claims filed or reasonable evidence indicating probable filing of such claims;

c. Failure of the contractor to make payments properly to subcontractors or for labor, materials, or equipment;

d. Reasonable evidence that the work cannot be completed for the unpaid balance of the contract sum;

e. Damage to the owner or another contractor;

f. Reasonable evidence that the work will not be completed within the contract time, and that the unpaid balance would not be adequate to cover actual or liquidated damages for the anticipated delay; or

g. Persistent failure to carry out the work in accordance with the contract documents.

E. Right to Stop Work. A contractor may stop or suspend work for any material breach of the contract by the other party. Such breaches may include nonpayment, safety risks, or substantial contract interference which makes contract performance significantly more difficult or far different than contemplated when the contract was entered into. On the other hand, most contracts require the contractor to proceed with the work pending resolution of disputes and the owner normally is authorized by the changes clause to direct changes "within the general scope of the work."

Because of (1) the serious risk of being "second guessed" by courts as to the justification for stopping work and the materiality of any breach, (2) the enormity of damages resulting from delay on most jobs, and (3) the usual contract requirement that disputes be resolved through a contract disputes process (such as arbitration), contractors should be cautious about and obtain professional advice before shutting down a job. In most cases, the only practical justification for stopping work is protecting the viability of the company or avoiding life/safety hazards to persons or damage to property. 

F. Indemnity. Paragraph 3.18 of AIA Document A201 (1997 ed.) requires the contractor to indemnify the owner and architect for any negligent act or omission of the contractor. Article 6.20 of EJCDC Form 1910-8 (1996 ed.) is comparable; and virtually identical indemnification was required for EPA grants at Article 24 of the general conditions formerly required by 40 C.F.R. § 35.938-8. 

Under Minnesota’s “anti-indemnification" statute, applicable to all construction contracts executed after August 1, 1984, agreements seeking to indemnify a party for his or her own negligence are void and unenforceable. See Minn. Stat. §337.02. Although a contractor may still agree to indemnify others to the extent that the damages are caused by the contractor's own negligence or the negligence of its subcontractors, the statute contains several significant qualifications and exceptions to its broad prohibition: 

· The definition of an "indemnification agreement" only applies to damages arising out of bodily injury to persons or out of physical damage to tangible or real property. 

· The statute does not affect the validity of any insurance contract, workers' compensation agreement, construction bond, or other agreement lawfully issued by an insurer or bonding company (§337.04).

· The statute does not affect specific types of construction- related agreements, such as agreements between contractors and third-party property owners permitting the contractor to cross the property to gain access to the construction  site, and certain written settlements of construction- related claims (§337.03).

· The statute does not prevent one party from agreeing to purchase specific insurance coverage for the benefit of others as, for example, in the case of Builder's Risk Insurance (§337.05, Subd. 1).

· One party to a construction contract may still be liable to indemnify the others for their own negligence to the extent of the specified insurance coverage if that party agreed to provide specific types and limits of insurance and failed to do so unless the specified insurance was not reasonably available in the market and the responsible party so notified the other party before signing the agreement to insure (§337.05, Subds. 2, 3).

· Regardless of fault, the contractor or other indemnitor must indemnify the owner or A/E to the extent of any deductible or self-insured portion of the specified insurance coverage (§337.05, Subd. 4)

Language in the Minnesota AGC Standard Subcontract requiring the indemnitor to procure insurance coverage has been upheld. Holmes v. Watson-Forsberg Co., 488 N.W.2d 473 (Minn. 1992). Such language must be carefully and clearly drafted. In one case, the Minnesota Supreme Court held that insurance language requiring the indemnitor to insure its own operations and to insure a very broad indemnity provision covering the designer’s acts of negligence was vague as to the scope of required insurance, and, therefore, was interpreted as not covering the designer's negligence. See Katzner v. Kelleher Construction, C4-95-555 Minn., March 29, 1996, published). If a “circuity of obligation” is created by such language, whereby the indemnitor is in effect required to indemnify the indemnitee against liability for the indemnitor's own claim, the burden of drafting appropriate language will be extremely high. National Hydro Systems Inc. v. M.A. Mortenson Co., 529 N.W.2d 690 Minn. Cl-93-752, 1995). If the owner requires the general contractor to provide insurance protection indemnifying the owner for its own negligence, and the general contractor does not purchase the insurance, indemnification is allowed. A tender of defense is not necessary under these circumstances. Hurlburt v. Northern States Power Co., 524 N.W.2d 546 (Minn. App. CO-94-1515, 1995); a tender of defense and a refusal, however, is required before defense fees are recoverable in other types of indemnity claims. Seifert v. Regents of Minnesota, 505 N.W.2d 83 Minn. App. 1993). Attorneys' fees are recoverable on appeal to enforce an indemnity agreement. Van Vickle v. C.W. Scheurer and Sons Inc., C9-96-1257 Minn. Ct. App. Dec.13, 1996, published). In cases in which a party, such as a subcontractor, has failed to obtain insurance, the subcontractor is liable to the extent the omitted insurance would have covered the claim, but there must be some causal connection between the subcontractor's work and the claim. Seward Housing Corporation v. Conroy Brothers Company, C7-96-357 Minn. Ct. App. December 13, 1996, unpublished) (construing standard subcontract indemnity). However, a general contractor cannot seek indemnity for expenses for which it is liable under the Worker's Compensation Act if the general has failed to provide Worker1s Compensation Insurance.

Since Minn. Stat. § 337.06 makes it clear that no restriction upon common-law rights to indemnification is intended, it is likely that the law of contractual and common-law indemnity will continue to evolve substantially along the same path it had been following before enactment of the statute. 

Importantly, the statute may apply only to claims grounded in negligence, and it probably does not affect indemnity claims based on strict liability or other theories to which negligence is irrelevant. See Cuhaci & Peterson Architects. Inc. v. Huber Construction Co., 516 So.2d 1096 (Fla. App. 1987); Walsh v. Morse Diesel Inc., 143 A.D.2d 653, 533 N.Y.S.2d 80 (1988). Additionally, the statute may not prohibit contracting parties from waiving claims against each other. See Ralph Korte Construction Co. v Springfield Mechanical Co., 54 Ill.App.3d 445, 12 Ill. Dec. 64, 369 N.E.2d 561 (1977). Arguably, then, the anti-indemnification statute prohibits only the indemnification of another from claims for negligence asserted by third parties.

G. Notice. Contracts can cause risk allocation to turn on timely notice of claim for both extensions of time and for extra money. Paragraph 4.3.3 of the AIA General Conditions (1997 ed.) contains notice requirements such as:

 4.3.3 Time Limits on Claims. Claims by either party must be initiated within 21 days after occurrence of the event giving rise to such Claim or within 21 days after the claimant first recognizes the condition giving rise to the Claim, whichever is later. Claims must be initiated by written notice to the Architect and the other party. 

Duties to give notice of claim or of intent to seek compensation for a change arc generally enforced where an owner can show prejudice by failure to receive such notice. 

The policy for enforcement is stated in Watson Lumber Co.v. Guennewig, 79 Ill. App. 2d 377, 390-91, 226,N.E.2d 270,277 (1967), as follows:

In a building and construction situation, both the owner and the contractor have interests that must be kept in mind and protected. The contractor should not be required to furnish items that were clearly beyond and outside of what the parties originally agreed that he would furnish. The owner has a right to full and good faith performance of the contractor's promise, but has fl9 right to expand the nature and extent of contractor's obligation. On the other hand, the owner has a right to know the nature and extent of his promise, and a right to know the extent of his liabilities before they are incurred. Thus, he has a right to be protected against the contractor voluntarily going ahead with extra work at his own expense. He also has a right to control his own liabilities. Therefore, the law required his consent be evidenced before he can be charged for an extra. 

Like all contract provisions, however, notice obligations may be waived or modified by conduct or informal agreement. See  New Ulm Bldg. Center v. Studtmann, 302 Minn. 14, 225 N.W.2d 4(1974). Contracts usually seek to limit the possibility of waiver by conduct or acquiescence of this important right. AIA paragraph 13.4.2 (1997 ed.) provides: 

 13.4.2 No action or failure to act by the Owner, Architect, or Contractor shall constitute a waiver of any right or duty afforded any of them under the Contract, nor shall any such action or failure to act constitute an approval of or acquiescence in any breach thereunder, except as may be specifically agreed in writing.

H. "No Damage for Delay". It is generally recognized that a party to a construction contract has a duty not to hinder or delay the other party's performance. See  Peter Kiewit Sons Co. v. Summit Constr. Co., 422 F.2d 242, 257 (8th Cir. 1969). Thus, a no damage for delay clause may be one of the most significant risk allocation clauses in a construction contract. Such a clause, if enforced, bars the innocent party from recovering damages for delays caused by the other party. No damages for delay clauses are generally recognized as

valid. See  Annotation Validity and Construction of "No Damage" Clause with Respect to Delay in Building on Construction Contracts, 74 A.L.R. 3d 1987 (1976). See  also Christiansen Bros. v. State, 90 Wash.2d 872, 586 P.2d 840 (1978). In Christiansen, a "no damages for delay" clause was upheld on the facts of the case despite the argument that such clauses violate public policy on the grounds that (1) they may fail of their essential purpose, (2) they may be unconscionable, (3) they may allow public agencies to contract away their negligence, (4) they are bid inflators, and (5) they are against legislative intent. Such clauses, however, have been either nullified or held inapplicable by courts in the following instances: 

1. Where the delay damages were caused by the owner's active and unreasonable interference. See  Vandeninde Elec. Corp. v. City of Rochester, 388 N.Y.S.2d 388 (1976).

2. Where the delay arises from a cause not expressly covered by the particular delay clause in a contract. See  Caudwell Wingate Co. v. State, 276 N.Y. 365, 12 N.E.2d 443 (1938). Example: clause not applicable where delay caused by defective plan because delay not caused during execution of contract.

3. Where the delay was not contemplated by the parties.

4. Where the delay is excessive or protracted to an unreasonable length. Ippolito-Lutz, Inc. v. Cohoes Hous. Authority, 254 N.Y.S.2d 783 (N.Y. App. Div. 1964). See  also Corinno Civetta Constr. Corp. v. City of New York, 494 N.E.2d 905,502 N.Y. S.2d 681 (1986).

I. Arbitration. In the absence of written agreement, a party may not be required to arbitrate. However, most construction contracts contain an arbitration clause. AIA Document A201 (1997 ed.) contains a clause requiring arbitration of disputes in accordance with the Construction Industry Arbitration Rules of the American Arbitration Association. See  Section 4.6.1 et. seq. The scope of the arbitration clause includes "any Claim arising out of the Contract."

The advantages of arbitration are said to be (1) speed; (2) privacy; (3) decision by construction experts; and (4) lower cost. The disadvantages of arbitration are (1) finality of decision with limited grounds for appeal; (2) no requirement that the decision be based on "law"; (3) limited pre-hearing discovery; and (4) tendency toward compromise. Also, the parties often dispute the scope of their arbitration agreement, adding another layer of disagreement to an already contentious situation. In Minnesota, the arbitratability of an issue is determined in the first instance by the arbitrator, whose decision is subject to judicial review. See  Layne - Minnesota v. Regnts of University of Minnesota, 123 N.W.2d 371 (Minn. 1962); J. Koranda v. Austin Mutual Ins. Co., 397 N.W.2d 357, 360 (Minn. Ct. App. 1987).

IV. THE SUBCONTRACTOR'S REVIEW OF A CONSTRUCTION CONTRACT

A subcontractor needs to be careful when signing a contract with a prime contractor. As noted above, the prime contractor often drafts the contract that the subcontractor signs. If a standard AIA contract is not used, or if it has been altered or includes addendums, the subcontractor must meticulously review it before signing. Subcontractors should keep an eye out for the following:

* shifting design responsibility to subcontractor clauses;

* contingent payment clauses;

* indemnification clauses;

* arbitration clauses;

* scope of work clauses - watch for "per plans and specifications” language;

* environmental cleanup clauses;

* time for performance clauses;

* liquidated damages for delay or performance clauses;

* timing of notice of claims;

* administrative requirements clauses; and,

* interface with trade in performance clauses.

� The author wishes to thank Philip L. Bruner, Esq., of Faegre & Benson, who drafted the original version of this outline; and J. Marquis Eastwood, David J. McLaughlin, and Jonathan A. Strauss, who updated it in previous years.





� Under the 1997 edition, a “Claim” is defined at Paragraph 4.3.1. 
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