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I. COMMON LAVW TERMINATION REMEDIES

The decision to terminate a contract, whether made by the contractor or by the
owner is always one to be made with trepidation.' It can have profound effects on the
parties to the termination as well as to the construction project as a whole. These include
not only the effects intended by the terminating party, but also effects which frequently
are unintended and unforeseen by the party initiating the termination. Accordingly, prior
to exercising the right to terminate a contract or when responding to a notice of
termination, the contractor, owner and counsel should carefully consider the possible
ramifications of the termination.

For most commercial construction projects the parties’ right to terminate the
contract is defined by the terms of the contract itself. However, even where the contract
may specify the grounds for termination by the parties and their rights upon termination,
those rights are often modified or supplemented by a party’s common law termination
rights.” In fact, most standard form construction contracts specifically provide that the
contractual termination rights and remedies are in addition to and not in derogation of a
parties” common law rights.?

The actual grounds for termination and the remedies available upon a proper
termination under the common law, however, are significantly more restrictive than those
provided in most standard form construction contracts. Unlike the expansive and
enumerated grounds for termination provided by most standard form construction
contracts, for example AIA A201 (1997) §14.1, the right to terminate a contract at
common law is normally limited to where the other party has repudiated the contract, or
has so significantly breached the contract that its nonperformance goes to the essence of
the contract.” Some courts allow for a slightly more relaxed approach to determining

whether a party has materially breached such that termination is appropriate, but even



there the breach must be “substantial nonperformance and entire or substantial failure of
consideration.”

Where the breach is so substantial as to go to the essence of the contract, default
termination still may not be appropriate where the nonperformance has been excused.’
Similarly, where after a material breach the parties continue to perform and act as if there
had been no breach, the material breach may be waived.’

Presuming that a termination is properly declared, absent a contract provision
providing for the measure of damages, the measure of damages will depend on where the
termination occurred during the construction of the project. Before the project has been
substantially completed the owner’s remedy is the reasonable cost of completing
performance less the amount of the contract with the terminated contractor.® The owner
may recover the difference so long as the scope of work remains the same.” Obviously
under this measure of damages, if the cost of completion is less than the remaining
balance of the construction contract, then the owner is not entitled to any further
compensation. The jurisdictions are split, however, as to whether the cost of completion
must be reasonable and who bears the burden of proving the reasonableness or
unreasonableness of an owner’s completion costs.'’

Substantial completion of a construction project, however, alters the damages to
which the owner is entitled."" “This doctrine mitigates the harsh consequences that would
accrue if small errors in performance were treated as material breaches, e.g., termination
of the defaulting party and full damages resulting from failing to complete

performance.”"?

Where the project is substantially complete the owner may still be
entitled to its actual costs to complete the work or to correct defective work."> As long as
the costs of completion or correction are reasonable, the costs may still be recoverable
even when substantially more than the original contract price.'* However, where the cost
of correction would greatly exceed the diminished value of the project, or where repair

would involve unreasonable economic waste, the owner’s measure of damages should be
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the difference between the value of the structure as completed and the value the structure
if it had been constructed in accordance with the contract.'”” The cost of correction is
inappropriate in these cases because those costs are so disproportionate to the value
received for the repair as to constitute “economic waste.”'® When the diminished value
rule is applied, the value should be measured at the time of the breach.'”

“Application of the proper damage measure depends, in many instances, upon a
fine weighting of facts relating to the substantiality of performance versus the
unreasonable economic waste or hardship to the contractor on a case-by-case basis.”'® In
cases involving numerous deficiencies of varying degrees of seriousness, an owner may
even be entitled to a mix of damages measured both by the diminution in value and the
cost of correction.'”

As with the terminating owner, a contractor having properly terminated its
contract is faced with different measures of damages, all of which are intended to provide
it the benefit of its bargain.”” One measure of damages is the total contract price, less the
costs of completion, less any progress payments made through the date of termination.”!
Another measure of damages frequently approved is the amount due for work properly
completed, plus the profit the contractor would have earned on the balance of the
contract.”? Of course where the contractor would have experienced a loss on its contract
if it had completed its scope of work, it will not be entitled to a recovery under either

theory.”

Absent contract provisions giving the owner additional remedies, it may complete
the contract and charge the contractor with the costs of completion, but it is not entitled to
any assistance in doing so.”* The properly terminating owner gains no rights in the
material, equipment or subcontracts still owned by the terminated contractor such that it
may use those in completing the project. Absent a contract provision providing the

properly terminating owner with a right to material provided for the project, but for
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which the owner has not yet paid, the owner has no right to use that material or
equipment.”’ Similarly, upon termination an owner assumes no privity in the subcontracts
held by the contractor and cannot proceed with completing the work utilizing those
subcontractors, absent an assignment of their contracts.”® Of course the owner may make
a separate agreement with the subcontractor if it will agree to continue. It is to provide
the terminating party with the materials, equipment and labor contracts to complete the
project as efficiently as possibly that most standard form construction contracts contain
termination clauses specifically identifying the terminating party’s rights in the project
materials, equipment and labor contracts.

II. TAGREED TO WHAT? — CONTRACTUAL TERMINATION REMEDIES

A. American Institute of Architects Standard Form Contracts

In response to the uncertainty of common law termination and the difficulties
inherent in completing a project where one of the parties has been terminated, the
American Institute of Architects standard form contract documents include several risk
allocation provisions governing termination. The most obvious provisions appear in
Article 14, Termination Or Suspension Of The Contract. In fact, the index to the AIA
A201 for termination or suspension lists only Article 14, with the exception of Section
4.1.3 governing termination of the Architect and Section 15.1.6 governing claims for
consequential damages. An assumption that Article 14 contains all of the relevant
provisions governing termination would miss several clauses affecting the terminating
party’s ability to complete the project. In addition to Article 14, the practitioner should

be aware of Section 5.4, governing the contingent assignment of subcontracts, and



Sections 9.3.2 and 9.3.3, governing title to work for which a payment application has

been made, and Section 13.4.1, supplementing the contractual rights and remedies.

1. Article 14, Termination or Suspension of the Contract
Section 14.1 provides three different grounds for termination by the contractor, all
of which require a work stoppage of differing degrees. Section 14.1.1 allows the
contractor to terminate the contract if the work is stopped for a period of 30 consecutive

days through no act or fault of the Contractor for four specified reasons:

A Issuance of an order of a court or other public authority
having jurisdiction that requires all Work to be stopped;

2 An act of government, such as a declaration of national
emergency that requires all Work to be stopped;

3 Because the Architect has not issued a Certificate for
Payment and has not notified the Contractor of the reason for
withholding certification as provided in Section 9.4.1, or because
the Owner has not made payment on a Certificate for Payment
within the time stated in the Contract Documents; or

4 The Owner has failed to furnish to the Contractor promptly,
upon the Contractor’s request, reasonable evidence as required by
Section 2.2.1.%

Section 14.1.2 provides the owner a similar right to terminate the contract where the
project has been suspended or delayed pursuant to Section 14.3 for more than 100 percent
of the total number of days scheduled for completion, or for 120 days in any 365 day
period, whichever is less.”® Termination under Section 14.1.2 does not require that any of
the additional conditions set forth in 14.1.1 have occurred. For a termination to be
effective under either 14.1.1 or 14.1.2 once the delays and work stoppages justifying
termination have occurred the contractor must provide a seven-day written notice to the
owner and the architect prior to terminating the contract.*’

One of the issues that comes up when the contractor attempts to terminate

pursuant to Article 14 is whether the written notice required by Section 14.1.3 is purely a



notice of the election to terminate the contract, or whether the written notice gives the
owner the right to cure the defect in performance. Section 14.1.3 does not specifically
indicate that the owner has a right to cure the default in performance, but the AIA section
giving the owner the right to terminate upon the giving of a similar seven-day written
notice has been interpreted to include an opportunity for the contractor to cure the
default.’® Generally a breaching party’s right to cure its default is required in equity.”' For
the most part, however, the defaults justifying termination by the contractor are not
defaults which are subject to ready cure by the owner, with the exception of 14.1.1.3 and
14.1.1.4.

In addition to the right to terminate granted to the contractor by Sections 14.1.1
and 14.1.2, the AIA documents provide the contractor the right to terminate its contract if
the work is stopped for a period of sixty consecutive days because the owner has
repeatedly failed to fulfill the owner’s obligations under the contract documents with
respect to matters important to the progress of the Work.” As with a termination under
Sections 14.1.1 and 14.1.2, the contractor must give seven days’ written notice of its
intent to terminate the contract. Since there is no prior written notice requirement for
termination under Section 14.1.4, the language of that section requiring an “additional”
seven days may refer back to the seven day notice contemplated by Section 14.1.3 and
require the giving of two separate notices to the owner and the architect. At least one
commentator has indicated that presumably the notice in Section 14.1.4 is in addition to
the notice required by 14.1.3, although the sections do not specifically reference each
other.”® Termination under Section 14.1.4 is particularly troubling for the contractor
seeking to terminate the contract, as while Section 14.1.4 requires a breach by the owner
of its obligations under the contract, it is not specific as to breach of which obligations
would justify termination. Section 14.1.4 merely provides that termination is justified if
the work has been stopped for a period of 60 consecutive days because of the owner’s
repeated failure to fulfill its “obligations under the Contract Documents with respect to
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matters important to the progress of the Work.”* Presumably this would include repeated
breaches of the owner’s obligations under the contract as explicitly set forth in Article 2.
The question arises, however, whether Article 14.1.4 justifies termination for an owner’s
breach of duties imposed or implied in other sections of the contract, and whether Article
14.1.4 as it refers to “obligations under the Contract Documents” bars termination for
breach of duties implied in law.

The AIA family of documents provides similar specific grounds for the owner to
terminate its contract with the contractor.®® Like the contractor’s right to terminate under

Section 14.1.1, the owner’s right to terminate is expressed for specific causes.

A repeatedly refuses or fails to supply enough properly skilled
workers or proper materials;

2 fails to make payment to Subcontractors for materials or
labor in accordance with the respective agreements between the
Contractor and the Subcontractors;

3 repeatedly disregards applicable laws, statutes, ordinances,
codes, rules and regulations, or lawful orders of a public authority;
or

4 otherwise is guilty of substantial breach of a provision of

the Contract Documents>®

Unlike the contractor’s termination rights under Section 14.1.1, the owner’s termination
right is frequently not subject to an easy determination as to whether the required event
for termination has occurred. Thus the determination of whether the contractor is
supplying sufficient properly skilled workers or proper materials, has failed to make
payment to subcontractors in accordance with the subcontract terms or is guilty of a
substantial breach of the contract is often a factual dispute.®’

In order to effectuate the termination under Section 14.2.1, the owner must both
give the contractor and the contractor’s surety, if any, seven days’ written notice of the
intent to terminate, but the owner must obtain a certificate by the architect’”® (Initial

Decision Maker) that sufficient cause exists to justify termination.”” Generally the owner
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must strictly comply with these conditions precedent.”’ Frequently, the owner may
provide the required notice, but fails to obtain a determination from the architect that
termination is justified.*’ Where the owner has failed to provide the required architect’s
certification, the termination for default is wrongful.*” Even where the default is
wrongful, however, for lack of an architect’s certificate, the owner may in certain
circumstances still be entitled to terminate its contract.”® In Ingrassia the Court held that
a defective certificate or the lack of an architect’s certificate, while a condition precedent
to termination under the contract, is not a condition precedent to common law termination
and the owner was entitled to terminate its contract, but without the presumptive effect of
the architect’s certification.

Where the conditions for termination have been met and the owner has complied
procedurally with the termination requirements of Section 14.2.2, the owner is entitled

not only to terminate the contractor, but also to certain additional rights.

A Exclude the Contractor from the site and take possession of
all materials, equipment, tools and construction equipment and
machinery thereon owned by the Contractor;

2 Accept assignment of subcontracts pursuant to Section 5.4;
and

3 Finish the Work by whatever reasonable method the Owner
may deem expedient. Upon written request of the Contractor, the
Owner shall furnish to the Contractor a detailed accounting of the
costs incurred by the Owner in finishing the Work.**

Unlike the common law termination, the owner’s termination under Section 14.2.2, if
properly commenced, can provide the owner with the means with which to complete the
contract. Where the owner has properly terminated the contract, the contractor is not
entitled to any further payment until the owner has finished the work.*> Once the contract
has been completed by the owner, the contractor is entitled only to the unpaid balance of
the contract, less the costs of finishing the work and other damages incurred by the

owner.*® If the costs of finishing the work and other damages incurred by the owner
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exceed the contract balance at the time of termination, then the contractor is not entitled
to any further compensation and the owner is entitled to damages against the contractor
for the excess costs and damages.” Section 14.2.4 contemplates yet another certification
by the architect, this time as to the amount to be paid to the owner or the contractor under
Section 14.2.4. It is unclear what the effect of the architect’s certification is, or what
would be the effect where the architect’s certification is not obtained.*®
2. Section 5.4 Contingent Assignment of Subcontracts

Where the owner has properly terminated its contract with the contractor, the AIA

documents provide for the assignment of the contractor’s subcontracts to the owner on

certain conditions:

A assignment is effective only after termination of the
Contract by the Owner for cause pursuant to Section 14.2 and only
for those subcontract agreements that the Owner accepts by
notifying the Subcontractor and Contractor in writing; and

2 assignment is subject to the prior rights of the surety, if
any, obligated under bond relating to the Contract.”’

This provides the owner with the ability to selectively accept assignment of the
subcontracts for the performance of the work.”® By allowing for assignment of the
subcontracts the owner can avoid delays in the completion of the project incident to
reprocuring subcontractors and can avoid having to negotiate with existing or
replacement subcontractors for completion of the work at prices in excess of the original
subcontract costs. Where the owner accepts the assignment of the subcontract agreement,
the owner assumes the contractor’s rights and obligations to the subcontractor.”’ In some
cases this may include the obligation to make payments to the subcontractor which the
owner had already made to the contractor, but which the contractor had not made to its
subcontractors.”> When the owner accepts assignment of a subcontract, its steps into the

shoes of the contractor and is bound by the terms of the subcontract, even where those
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terms differed from the terms of its prime contract and where the owner subsequently
assigns the subcontract to a completion contractor.”

If the work had been suspended more than 30 days prior to the owner’s execution
of the assignment, then the subcontractor is entitled to an equitable adjustment for cost
increases resulting from the suspension.”® Presumably the cost increases are limited to
those actually resulting from the suspension and the subcontractor must prove that the
additional costs arose as a result of the suspension. There is some issue as to whether
Section 5.4.2 would give rise to an owner’s liability for Eichleay type damages.”® Once
the owner has accepted assignment of the subcontract, it is entitled to further assign the
subcontract to its completion contractor.”® Even where the subcontract is assigned to a
completion contractor, the owner remains liable to the subcontractor.”’

B. ConsensusDOCS

1. Article 11 Suspension, Notice to Cure and Termination of The
Agreement

Like the AIA family of documents, the new ConsensusDOCS specifically provide
grounds for the owner to terminate its contract. The bases for owner termination of the
contract are almost identical to those specified in the AIA documents: 1) failure to supply
enough properly skilled workers or materials, 2) failure to promptly pay its workers,
subcontractors or suppliers, 3) failure to comply with laws, ordinances, rules, regulations
or orders of any authority having jurisdiction, and 4) material breach of a provision of the
contract.”™ The ConsensusDOCS, like the AIA documents, also require a seven-day
notice of default, which the ConsensusDOCS specifically indicate is intended as a time
when the contractor may cure its default.”’

There are some significant differences, however, when it comes to owner
termination under the ConsensusDOCS. The most obvious difference is that the
ConsensusDOCS provide alternate interim remedies other than termination. If a

contractor is in default and has failed to cure such default within seven days of written
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notice of the default, upon an additional three days’ written notice and failure to correct
the default, the owner is entitled to elect certain specified remedies short of declaring the

contract terminated.

11.2.1 supply workers and materials, equipment and other facilities as the
Owner deems necessary for the satisfactory correction of the
default, and charge the cost to the Contractor, who shall be liable
for the payment of same including reasonable Overhead, profit
and attorney’s fees;

11.2.2 contract with Others to perform such part of the Work as the Owner
determines shall provide the most expeditious correction of the
default, and charge the costs to the Contractor;

11.2.3 withhold payment due the Contractor in accordance with Paragraph
9.3; and

11.2.4 in the event of an emergency affecting the safety of persons or
property, immediately commence and continue satisfactory
correction of such default as provided in Subparagraphs 11.2.1
and 11.2.2 without first giving written notice to the Contractor,
but shall give prompt written notice of such action to the
Contractor following commencement of the action.®’

While these actions are allowed under the AIA documents -- for instance the AIA
documents provide for the owner to perform portions of the work through other
contractors -- there is no specific provision entitling the owner to do so as a remedy for
default and to charge the contractor for the costs. The obvious exception is the owner’s
right to withhold payment, which the owner is entitled to do under the AIA documents
for breach as well. The remedies provided in Section 11.2 of the ConsensusDOCS 200
are in addition to the owner’s right to terminate the contract; however the notice
requirements for the two remedies differ.®!

Another significant difference between termination under the ConsensusDOCS
and the AIA documents is that termination under the ConsensusDOCS requires two, and
in some cases three, notices and cure periods prior to termination. As discussed above,

the AIA documents provide for seven days’ written notice of default and an opportunity
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to cure before the owner can terminate the contract.”® The ConsensusDOCS, however,
provide for an initial seven-day written notice of default and an opportunity to cure, and
then before the owner can either terminate the contract or elect the lesser interim
remedies discussed above, a second written notice must be given and further period for
cure allowed. In the case of the interim remedies provided under Section 11.2, the owner
must give an additional three-day written notice.® In the case of actual termination of the
contract, the owner must give an additional fourteen days’ written notice.®*

Upon termination under the ConsensusDOCS, the owner’s remedies are almost
identical to those provided for under the AIA documents, but there is a linguistic
difference which may result in differences in application. As with the AIA documents,
the owner is entitled to recover from the contractor if the costs of completing the contract
scope exceed the contract balance. The ConsensusDOCS’ provision, however, provides
for the owner’s recovery of its completion costs, plus reasonable attorney’s fees, less the
contract balance.®> Compare this to the owner’s ability to recover the costs of completing
the work, including any compensation for architect’s services and other damages incurred
by the owner.®® While the AIA documents do not specify what other damages the owner
might be entitled to upon termination, it could reasonably cover more than just the
attorney’s fees provided for in the ConsensusDOCS.

While, with the exception of the notice periods, there is not a significant
difference between the AIA and ConsensusDOCS regarding termination by the owner,
that is not true when it comes to termination of the contract by the contractor. The actual
bases for termination by the contractor are the same as those provided for in the AIA
documents, with one exception, but where the AIA documents require significant periods
of work stoppage before the contractor can terminate, this is not always true for the
ConsensusDOCS. Where the work has been stopped for a thirty-day period through no
fault of the contractor the ConsensusDOCS provide for the contractor to be able to
terminate the contract on grounds similar to those in the AIA documents:
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11.5.1.1 under court order or order of other governmental authorities
having jurisdiction;

11.5.1.2 as a result of the declaration of a national emergency or other
governmental act during which through no act or fault of the
Contractor, materials are not available; or

11.5.1.3  suspension by the Owner for convenience pursuant to
Paragraph 11.1%

It should be noted that as this clause refers to suspension for a thirty-day period, rather
than for thirty days, termination under this clause will probably require a period of work
stoppage for at least thirty consecutive days. Another point worth noting in the above
provision is that the ConsensusDOCS provide for termination where the work stoppage is
a result of a government act during which materials are not available.®® This is broader
than the basis for termination under the AIA documents, which requires that the
government act utilized as the basis for the termination actually require that the work be
stopped.®’ Presumably the ConsensusDOCS clause would cover situations where the
contractor was unable to obtain material, even though the government had not declared
the work actually stopped.’® It should also be noted that the ConsensusDOCS provides
for termination because of owner-directed suspension of the work in excess of thirty
consecutive days, whereas the AIA documents require work stoppage in aggregate more
than 100 percent of the total number of days scheduled for the work, or more than 120
days in any 365-day period.”’

Unlike the AIA documents, there exist four grounds for termination by the

contractor which do not require any work stoppage at all. Where the owner:

11.5.2.1 fails to furnish reasonable evidence pursuant to
Paragraph 4.2 that sufficient funds are available and
committed for Project financing, or

11.5.2.2  assigns this Agreement over the Contractor’s
reasonable objection, or
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11.5.2.3 fails to pay the Contractor in accordance with this
Agreement and the Contractor has complied with the
notice provisions of Paragraph 9.6, or

11.5.2.4 otherwise materially breaches this Agreement.’”
All of these grounds, with the exception of 11.5.2.2, exist in the AIA documents.” Unlike
the AIA documents, however, no work stoppage is required as a result of the defaults
before the Contractor terminates the contract.

Another significant difference between the AIA documents and the
ConsensusDOCS relates to the contractor’s recoverable damages in the event of
termination. Like the AIA documents, upon a proper termination by the contractor, it is
entitled to recover the costs of the work executed through the termination, plus its costs
for demobilization and a reasonable overhead and profit.”* Unlike the AIA documents,
however, the ConsensusDOCS specifically entitle the contractor to recover overhead and
profit on the work that was not performed as a result of the termination.”” The contractor
is also entitled to recover for “any proven loss, cost or expense in connection with the
Work”.”®

I noted with respect to the AIA documents, the remedies provided in the contract
have been interpreted to be in addition to the common law remedies, and the contract
actually indicates that the contractual remedies are in addition to all other remedies
available to the parties.”’ This is not true with respect to the ConsensusDOCS. The
ConsensusDOCS specifically provide that the parties’ “rights, liabilities, responsibilities
and remedies with respect to this Agreement, whether in contract, tort, negligence or
otherwise, shall be exclusively those expressly set forth” in the contract.”® Accordingly, a
failure to comply with the conditions precedent to termination under the
ConsensusDOCS is probably fatal to the termination.

2. 5.5 Contingent Assignment of Subcontracts
The ConsensusDOCS provide for the assignment of the contractor’s subcontracts

to the owner in specific circumstances.

-15-



5.5.1.1 this Agreement is terminated by the Owner pursuant to
Paragraphs 11.3 or 11.4; and

5.5.1.2 the Owner accepts such assignment after termination by
notifying the Subcontractor and Contractor in writing, and
assumes all rights and obligations of the Contractor
pursuant to each subcontract agreement’”

These are almost the conditions for contingent assignment that appear in the AIA
documents. Accordingly the discussion above on the assignment of subcontracts under
the ATA documents would apply equally well here, with one significant exception. The
ConsensusDOCS, unlike the AIA documents, allow for the assignment to the owner of
the contractor’s subcontracts upon the owner’s terminating the contract for its
convenience.®® By way of contrast, the AIA documents allow only for assignment where
the contract is terminated for default®' Obviously, the owner’s interest in obtaining
assignment of the contractor’s subcontracts so that it can complete the scope of work
applies with equal force when the termination is one for the owner’s convenience as it
does when the contractor is terminated for cause.
III. COMPLETION CONCERNS

A. Who Owns The Materials

As discussed above, most standard form construction contracts provide that upon
termination of the contract by the owner for the contractor’s default, the owner is entitled
to take possession of the contractor’s materials located at the project site.*” This same
remedy, although broader in scope, is available to the government on projects under the
Federal Acquisition Regulations.®

This remedy is certainly useful to the terminating owner and is not otherwise
available to them. Professor Sweet noted the reasons given for the post termination

remedy as:

1. to provide incentive to the contractor to take away its property
from the site so that the owner can efficiently bring in a successor;
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2. to provide the owner with material and equipment by which it can
expeditiously continue the work with a successor (Note the conflict
with (1) above); and

3. to give the owner property from which it can obtain payment for
any claim it may have against the contractor.™*

When purchasing materials, absent a contract provision specifically addressing
the transfer of title to the property, title will transfer at the time and place where the seller
physically delivers the goods.®> Contrary to the above, where the contract specifically
identifies the manner and conditions on which title is to pass to the owner, the contract

provisions will control.*®

However, the contract clauses do not provide the terminating
owner or the terminated contractor with a clear delineation as to which materials the
owner has obtained title and which materials it may seize as a result of the default.
1. Effect of Payment

The standard construction contract clauses providing for the owner to take
possession of materials at the project site are limited to those materials belonging to the
terminated contractor and do not automatically apply to materials delivered to the project
site by subcontractors and material suppliers.®” For government contracts the government
may take possession of all material on the project site regardless of who supplied the
material to the project.*® Accordingly, upon a proper termination of the contractor, except
for federal government contracts, the owner is entitled to the possession and use of the
materials only of the contractor, and any other material on the project site, title for which
has already been transferred to the owner. Even as to the contractor’s materials, pursuant
to the termination clause the owner obtains only the right to take possession of and utilize
the materials, but does not obtain any title in the materials other than equitable title to the
material as security against a deficiency judgment against the contractor.*’ Thus the

owner would not qualify as a buyer in the ordinary course and would not be entitled to

avoid replevin of material for which it had not obtained title.
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Before taking possession of construction materials, therefore, the owner must
determine what material it actually holds title to and what material it is entitled to take
possession of as a result of the termination. The AIA contract documents provide for title
to materials to pass to the owner “no later than upon payment” to the contractor.”
Unfortunately, this clause does not specify with any certainty when title will pass, only
that title should pass to the owner not later than payment. Professor Sweet notes that
when the AIA adopted the “no later than upon payment” approach, it intended title to
pass according to state law.”" Of course, as noted above, the Uniform Commercial Code,
which generally governs passing of title to goods, provides that the contract controls as to
the time of passing of the title.”* This results in a lack of clarity, to say the least, as to
when title is presumed to have passed. Even if the a court were to look to the backup
provision of the Uniform Commercial Code to determine that title passes upon delivery,
such a presumption would probably be valid only as between the owner and contractor,
since the contract fails to specify the event for passing of title. Most purchase orders,
however, do specify the conditions precedent to the passing of title, normally receipt of
payment by the supplier.”> Accordingly, it is not clear that where the owner has paid the
contractor and the materials have been incorporated into the project that the owner has
actually obtained clear title to the materials. In such circumstances the owner may be
subject to a replevin action or action for conversion, even though the material has been
incorporated into the building.”*

Where the owner has paid the contractor for the materials and the materials have
been incorporated into the project, it can at least be said that the owner should be entitled
to title to the materials.”” Unfortunately, just because the contract calls for title to pass not
later than payment to the contractor does not mean that title will actually pass. In fact the
AIA documents contemplate that title will not pass, and instead what the owner obtains
upon payment is a warranty from the contractor that title will pass to the owner no later
than receipt of payment and that all materials contained in prior applications for payment
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for which the contractor has received payment are free of liens, encumbrances or other

security interests.”® As noted by Professor Sweet:

If the contractor has breached whatever warranty the contractor has given,
under A201 subparagraph 9.3.3 the owner has a claim, perhaps a worthless
one, against the contractor if a third party asserts an ownership or security
interest in materials or equipment for which the owner has paid.”’

The ConsensusDOCS take a different and slightly more straightforward, if
ungainly, approach.”® The ConsensusDOCS require as a condition precedent to the

approval of a payment application that the contractor submit:

bills of sale and proof of required insurance, or such other procedures
satisfactory to the Owner to establish the proper valuation of the stored
materials and equipment, the Owner’s title to such materials and
equipment, and to otherwise protect the Owner’s interests therein,
including transportation to the site.”’

By actually requiring that the contractor provide documents evidencing the passing of
title to the property to the owner, the ConsensusDOCS would satisfy the objection raised
by Professor Sweet. Unfortunately the process as envisioned is difficult in application
and would require a high level of sophistication by the contractor and the owner for it to
operate properly. Initially, it is worth noting that the clause actually refers to the
contractor’s providing bills of sale as evidence of title, but bills of sale are generally not
documents that would pass title to material, other than cars, boats, airplanes and other
registered vehicles.'” Presumably the drafters of the clause intended for title to transfer
by use of bills of lading or other documents sufficient to pass title under the Uniform
Commercial Code, but the clause as drafted may not quite realize that intent. A second
problem for the contractor and owner under the ConsensusDOCS clause is that it requires
a transfer of documentation and inspection and approval of documentation with each
application for payment for all of the materials included in the application. This would
certainly make auditing the project easier, but is not particularly conducive to the

efficient administration of the contract. More troublesome is the likely event where the
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contractor and owner either ignore the requirements of this clause for passing of title, or
agree to payment based on documents which do not effectively pass title to the owner.

As discussed above, it not always easy for a terminating owner or a terminated
contractor to determine in the run up to a termination or in the limited cure periods
granted by the contracts what material are the property of the owner and what belongs to

the contractor or to third parties.'”'

Unfortunately the effect of a wrong conclusion as to
ownership of material immediately prior to or immediately after termination may be
substantial. The owner who wrongfully seizes material belonging to the contractor or
third parties, or the contractor who seizes material which properly belonged to the owner,
may be guilty of conversion and subject to extra contractual damages.

It does not get any easier when the termination is between the contractor and a
subcontractor. The same problems that occur when determining the parties’ rights in
material following a termination by the owner occur when the contractor terminates a
subcontractor. Under the ConsensusDOCS the issues are almost identical, since the
ConsensusDOCS subcontract form, if used, provides for the same provisions regarding
passing of title and rights in material after termination.'”” Other standard contract
documents, including the AIA documents, however, do not contain any provision for title
to materials to pass to the contractor, or for possession of the subcontractor’s materials
upon termination. This may actually be to the contractor’s benefit since, as noted above,
absent a contract term specifying the passing of title, the title is presumed to pass upon
delivery of the materials.'” Unfortunately, the presumption that title to goods passes
upon delivery will not assist the contractor where the subcontractor did not have good
title to the goods as may be the case when a supplier had conditioned transfer of title
upon receipt of payment. If the contractor has not made payment to the subcontractor, it
will not be entitled to a “buyer in the ordinary course” defense to the supplier’s action to
replevin the goods or for conversion. It should be noted, however, that at least one court
has found the contractor’s right to take the subcontractor’s materials to have been

-20-



incorporated into the subcontract through a general incorporation by reference provision
to the prime contract.'™
2. Effect of Delivery to the Project Site

As discussed above, most standard construction contracts make at least some
attempt at defining when title to materials will pass to the project owner. Where the
contract actually succeeds in specifying the conditions precedent to or the timing for the
passing of title, those contract provisions will be controlling.'®®

In the absence of a contract provision, however, the presumption is that title will
pass upon delivery of the goods. Title can pass upon shipping or upon actual delivery of
the goods to the project site.'”® However, where title passes upon delivery, there is no
requirement that the title not be subject to a security interest in the seller.'”” Accordingly,
just because the goods have been delivered to the project and the contract does not
specifically identify a different time for passing of title, does not mean that the owner
automatically has free and clear title to the goods.

Disregarding for the moment the effect of delivery upon title, delivery of the
materials to the project can have a substantial impact on the supplier’s rights, and
accordingly upon the contractor’s and owner’s decisions in terminating a contract.
Delivery of materials to a project is generally sufficient to entitle the supplier to a claim
under the Miller Act, and most state Miller Acts, even where the material is not
incorporated into the project.'® Even where it is not sufficient to entitle the supplier to
recovery, it often establishes a rebuttable presumption of incorporation into the project.'”
Similarly, depending on the state, delivery of materials to the construction project can 1)
entitle a supplier to a mechanic’s lien, 2) entitle a supplier to rebuttable presumption of
incorporation into the project and a mechanic’s lien, or 3) can be of no effect.''”

Thus delivery of material to the project prior to termination in some
circumstances will control whether a claim for the material may be made and against

whom. It is critical for the owner and contractor prior to or immediately after termination
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to determine what part of the material delivered to the project site has been paid for and if
a claim is made for the material, who that claim will be against. The terminating owner
has an interest in ascertaining whether the supplier of material to the project has been
paid for the material so that the owner can use that material in the completion of the
project. If materials supplied by the terminated contractor are not to be utilized by the
completing contractor, then the terminating owner would be well-advised to consider the
burden of proof for establishing a lien against the project. If the material supplier has the
burden of proof of incorporation or if there is a rebuttable presumption upon delivery,
then the owner should in writing reject the materials and direct the contractor to remove
the materials from the project site. If delivery creates an irrebuttable presumption of
incorporation into the completed project, then the owner may want to investigate whether
the completion contractor could utilize the materials on the project site and thus reduce
the completion costs.

The terminated contractor and its surety may have the same concerns, but will
normally have even less ability to influence the owner or completion contractor to take
and utilize the material.

3. Specially Fabricated Materials

Specially fabricated or custom built items create unique problems for the
contractor and owner on terminated projects. Normally fabricated or custom built
materials have been constructed in accordance with the owner’s specifications for a
specific purpose. As such they are often more expensive, more time-consuming to
replicate and are particularly needed by the project owner.

For the owner terminating the project, therefore, there is frequently a particular
interest in obtaining the specially manufactured goods as part of the termination.
Obtaining the manufactured goods from the contractor will avoid significant delays and
lead time in obtaining the material from another source, especially where the owner has
made partial payments for the fabrication of the material prior to termination. Specially

-22-



fabricated items, however, are rarely fabricated at the project site. Accordingly, the
owner’s ability to seize material and equipment at the project site upon termination often
will not result in the owner’s obtaining the items that are most critical to its completion of
the project.

Specially fabricated goods are particularly troubling for the terminated contractor,
as frequently the contractor may be liable for the goods, notwithstanding the fact that the
owner rejects delivery where the contract was terminated. While not controlling, the
special manufacture of materials will frequently make the supplier a subcontractor for
purposes of establishing a Miller Act or “Little Miller Act” claim against the
contractor.''" Accordingly, special fabrication of materials may subject the contractor to
an action on his bond for the cost of the materials. This is true even where the materials
have been destroyed after identification to the contract.''

Even more troubling for the terminated contractor are the supplier’s rights and
remedies under the Uniform Commercial Code. Where the contractor has rejected or
otherwise breached the terms of a purchase order as a result of the owner’s termination,
the supplier may be entitled to identify the materials to the contract, or if the material has
not been completely manufactured, may either complete fabrication of the material or

cease fabrication and resell the material as scrap.'"

Under either of the above options,
once the materials have been identified for the project the supplier can tender delivery of
the materials in return for payment.''* This puts the terminated contractor in the position
of either having to accept goods for which it has no reasonable use, or rejecting the goods
and thereby breaching the purchase order. Of particular concern with regard to specially
fabricated goods is Uniform Commercial Code Section 2-709 which provides for the
supplier, if unable after reasonable efforts to resell the goods, to pursue the contractor for
the purchase price of the material, plus incidental damages.'"

A terminated contractor may thus have to either purchase materials which it does

not need and cannot use, or pay for materials which it does not receive. In either case it
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is clearly in the contractor’s best interest to attempt to create a resale market for the
specially fabricated materials. In most situations that resale market is limited to the
project owner or the replacement contractor. An owner knowing that a contractor has to
unload fabricated material that it can’t use elsewhere may attempt to negotiate a lower
price for the materials, as it would otherwise be a loss to the contractor or its surety. On
the other hand, knowing that the owner will have to expend additional time in having the
replacement contractor obtain similar fabricated materials, the contractor may be in a
position to obtain a premium for the material to avoid delay to the owner. In either case
the party subject to a claim for the material if it is not sold will be at a strategic
disadvantage in negotiating the sale and use of the material.
4. Appeal of Square Construction Company

One of the rare discussions in the reported caselaw of a dispute over post-
termination seizure of the contractor’s materials and equipment is contained in the Corps
of Engineers Board of Contract Appeals decision in Appeal of Square Construction

Company. He

The decision in Square Construction Company and its concurrent and
subsequent federal court and board of contract appeals litigation contains a good
indication of some if not all of the problems that can arise for a terminating owner and a
terminated contractor.

In 1972 a joint venture of Square Construction Company and LaFera Contracting
Co. was awarded a contract with the Washington Metropolitan Area Transit Authority
(WMATA) for the construction of a section of the subway system between the Pentagon
and Crystal City for a contract price of $23,113,984.00. The contract called for
completion of the work within 900 days following notice to proceed. Shortly after
commencement of the contract the construction manager for WMATA became concerned
with the contractor’s progress. Throughout the later part of 1972 and all of 1973
WMATA and its construction manager complained about the progress of the work. In

response to these complaints the joint venture complained about delays to its work caused
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by WMATA, the construction manager and other delays beyond the control of the joint
venture. On January 24, 1974 the contracting officer terminated the joint venture’s
contract and took possession of all materials and equipment at the project site.

After termination the joint venture appealed the contracting officer’s decision
terminating its contract for default.''” The Corps of Engineers Board of Contract Appeals
found the contracting officer’s termination to be justified. The joint venture argued, but
the Board of Contract Appeals found it could not reach the joint venture’s claim that the
termination placed WMATA in no better position than if it had allowed the joint venture
to complete its contract, as the completion date under the relet contract was subsequent to
the date the joint venture claimed it would have been complete.'" The completion
contract was awarded at a total cost of $19,579,576.13. Accordingly WMATA sought
recovery from the joint venture of reprocurement costs of $2,950,657.09, plus interest.'"”
In response the joint venture sought an offset and credit for materials and equipment
taken by WMATA and either expended or allowed to deteriorate in value.'*

In a separate action during the course of the project, the joint venture and its
surety brought an action in United States District Court for the District of Columbia
seeking a declaratory judgment granting it possession of the surplus steel which it had
purchased, but which would not be utilized in the completion contract. During the course
of that litigation the parties attempted to arrange for sales of the surplus steel, but due to
disputes over the allocation of the proceeds of the sale, such sale was never
consummated. Accordingly, by the time the District Court determined that the joint
venture had legal title to the surplus steel but WMATA retained equitable title as security
for its completion claims, the price of the steel had dropped significantly.'*' Accordingly,
the Board of Contract Appeals found that the loss in value was due to the contractor’s
refusal to allow the materials to be sold at a reasonable price and to have the proceeds
held in trust by WMATA. The joint venture did not fare as badly on some of its other
claims for waste of its materials and equipment taken by WMATA and the Board of
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Contract Appeals found that the joint venture was entitled to an offset of $150,000 for
deterioration of one of the pieces of the joint venture’s equipment.

Another side note in the Board of Contract Appeals litigation that illustrates all of
the difficulties in a contract termination was a reference to yet other litigation involving
this project between the joint venture and its steel supplier. Apparently WMATA agreed
to accept the assignment of the steel supply contract with the proviso that it was subject
to approval by the steel supplier. The steel supplier refused to accept the assignment and
so the supply contract was terminated. The steel supplier then entered into a separate
contract with the completion contractor. According to the references in the Board of
Contract Appeals’ decision, the steel supplier contracted with the completion contractor
for $1,184,588.57 to supply steel it was bound to supply under the original supply
contract at a price of $612,752.55.

As if the multiplicity of lawsuits over this termination were not enough, that is not
the end of this particular termination tale. Subsequent to the cases discussed above, there
were multiple appeals and remands.'*

B. Who Owns the Equipment?

Like the case for materials, who owns and is entitled to possession of the
equipment on the project can significantly affect the seriousness of a default termination.
This is particularly true for specialized equipment or for equipment which can be utilized
on other projects. Before discussing the effect of ownership of equipment upon a default
termination, a distinction ought to be made when we refer to “equipment.” The standard
form contracts refer generally to equipment, but do not make clear what this term is
intended to cover. For purposes of this discussion and for purposes of analyzing a default
termination, a distinction should be made between equipment intended to become part of
the finished project, lifts, elevators, mechanical and electrical equipment, manufacturing
equipment, etc. and equipment brought to the project by the contractor or its
subcontractors solely for the purpose of constructing the project. When it comes to

-26-



equipment intended to become part of the project, the equipment is more properly
analyzed under the discussion above governing materials, although frequently equipment
will be considered to be specially fabricated materials for purposes of the analysis. It is
with the construction equipment brought to the project by the contractor and its
subcontractors, whether owned or rented, and intended to be removed from the project at
or prior to completion with which we are now concerned.

1. Owned Equipment Versus Rented Equipment

The termination provisions of the standard form construction contracts entitle the
terminating owner to take possession of the contractor’s equipment located on the project
site and to use such equipment for the completion of the project.'” In both cases,
however, the owner’s right to take possession of the equipment is limited to equipment
“owned” or “belonging” to the contractor.'**

Whether the equipment located on a project site at the time of termination is
owned by the contractor, owned by a subcontractor, leased or rented may not be easily
determined by the owner at the time of termination. This is particularly true as the
difference between owned equipment with a retained security interest and leased
equipment is not obvious, and may not be clear even with substantial knowledge as to
how the purchase of the equipment was structured.'*’

If the equipment is truly owned by the contractor, then under the contract clause
the owner 1is entitled to the use of the equipment in the completion of the work on the
project. The owner may also be entitled to possession of the equipment as security for
amounts that may be found due by the contractor for completion of the project.'”® As
such, the owner certainly has an interest in expeditiously determining what equipment is
owned by the contractor and subject to the owner’s right to possession. The owner,
however, should be fully willing to release any equipment taken under the default
termination where any third party makes a colorable claim to title to the equipment.
Depending on state law, the owner may have a possessory security interest in the
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equipment superior to other creditors of the contractor secured in the equipment by
filing."*” In such case the project owner may be entitled to be paid by the secured creditor
prior to release of the equipment, or may, as in Appeal of Square Construction, be
entitled to have funds held in escrow pending a determination of the owner’s damages
secured by the equipment.

The issue as to possession of the contractor’s construction equipment is obviously
of significant interest to the terminated contractor. Frequently the construction
equipment on a project is intended to achieve a particular objective on the project, at
which time the contractor will remove the equipment to another project where it has
scheduled the use of the equipment. Possession by the owner of the contractor’s
construction equipment may frequently result in the contractor being delayed in the
performance of its work on other projects for lack of the equipment taken by the owner.
Under certain circumstances these delays may subject the contractor to damages on the
projects for which the equipment was intended to be used next, and the contractor may
seek to recover from the owner taking possession of the equipment. Depending on
whether the original termination was wrongful and the extent of the owner’s knowledge
as to the contractor’s intended use of the equipment, it may be possible for a contractor to
make out a viable claim for indemnification for the damages sustained as a result of the
owner’s wrongful seizure of the contractor’s equipment.

Even where the contractor did not intend to utilize the equipment on other
projects, the owner’s taking of the construction equipment will frequently subject the
contractor to paying for construction equipment which, due to possession by the owner, it
cannot utilize. This is true both for rented and owned equipment. Frequently
construction equipment will be purchased under installment contracts or long-term
equipment leases with security in the lender. These agreements normally include a “hell

or high water” clause providing that the contractor must pay the lender the periodic lease
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or installment, regardless of whether the contractor has possession of the equipment, the
equipment is working or almost any other defense to payment.'*®

C. Assignment of Subcontracts

As discussed above, most standard form contracts provide for the contingent
assignment of the contractor’s subcontracts upon termination of the contractor, as long as
the owner agrees to accept assignment of the subcontract. This assignment is, however,
agreed between the owner and the terminated contractor and has not necessarily been

agreed to by the subcontractor whose contract is to be assigned. Generally a contractual

right can be assigned unless:

(a) the substitution of a right of the assignee for the right of the assignor
would materially change the duty of the obligor, or materially increase the
burden or risk imposed on him by his contract, or materially impair his
chance of obtaining return performance, or materially reduce its value to
him, or

(b) the assignment is forbidden by statute or is otherwise inoperative on
grounds of public policy, or

(c) assignment is validly precluded by contract.'”

Of course the standard form contracts contemplate not only the assignment of the
contract rights, but also the delegation of the contractor’s duties under the subcontracts.
Normally a contract duty can be properly delegated, unless the delegation is contrary to
public policy or the terms of the contract.'*” Reference to assignment of a contract absent
other contrary indications refers to assignment of rights and delegations of duties
contained in the contract."’

The problem frequently is, notwithstanding the owner and contractor’s agreement
that the subcontracts would be assigned, that the contractor has made no arrangements for
assignment of the contract, or the terms of the subcontract make any such assignment

subject to the approval of the subcontractor.'** Where the subcontract does not expressly

prevent assignment, assignment still may be invalid where the effect of the assignment
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would be to change the costs of performance for the subcontractor.'* In at least one case
an AIA A201 has been interpreted as not allowing assignment absent written assent by

the subcontractor.'*

While that case involved a 1977 version of the A201, a modified
version of the clause relied upon by the court as requiring approval of the subcontractor
continues to appear in the current A201 at paragraph 13.2.2. As with the issue of title to
material, the assignment clause does not necessarily assign the referenced subcontracts,
as for various reasons they may not be assignable, but rather it is a warranty which has
the right to assign the contracts and will do so upon termination.'*’

Assuming for the moment that assignment of the subcontracts can be
accomplished, frequently the terminating owner or assigned subcontractor’s concern is,
“Do I want the assignment?” From a terminating owner’s perspective there are obviously
the benefits to be gained from maintaining project continuity and avoiding any
unnecessary delays or price increases in completing the project. These goals can
frequently be accomplished by assenting to the assignment of the subcontracts. Before
agreeing to the assignment, however, it important to consider carefully whether the owner
actually wants to enter into contracts directly with the subcontractors and what the
ramifications might be of being bound by the terms of the subcontract agreements. If the
contractor was terminated for financial instability and inability to pay its subcontractors
and suppliers, but otherwise the project was being performed in a timely manner and in
accordance with the plans and specifications, then presumably the subcontractors could
continue to adequately perform under the assignment. However, what if the contractor
was terminated for delays to the project or for defective work? Clearly the owner would
not want to accept assignment of a subcontract where the subcontractor was potentially
the cause or one of the causes of the project delays or defects. Even if the only issue is
the terminated contractor’s failure to pay its subcontractors and suppliers, the terminating
owner may, by accepting assignment of the subcontracts, grant the subcontractor rights to
payment from the owner, which it would otherwise have to pursue with the contractor.'*
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This is particularly true where assignment would grant the subcontractor contractual
privity for claims which would otherwise be answerable only by the terminated
contractor’s surety.

Another problem for both the terminating owner and the assigned subcontractor is
exactly what the terms of the agreement are between them after assignment. The
standard form contracts do not address which terms will prevail as between the assigned
subcontract and the terminated prime contract. Presumably the terms of the subcontract
would prevail over the terms of the prime contract, even where those were incorporated
by reference into the subcontract, as otherwise the assignment would run afoul of the
requirement that the assignment not adversely affect the subcontractor’s rights and
responsibilities.”*” The assignment of subcontracts following a termination has resulted in
issues interpreting whether or not the subcontractor had a direct claim against a
government owner.">® Assignment has also resulted in an assignee’s being bound by
arbitration agreements to which it was not a signatory.** More troubling, though not
addressed in any reported case, would be the effect of assignment on standard
construction subcontract clauses limiting the subcontractor to payment if the general
contractor is paid by the owner, “pay-if-paid”, limiting the subcontractor to amounts
obtained from the owner for delays and changes, etc. These clauses, while common,
become meaningless where by virtue of assignment, the owner has assumed the position
of the contractor.

IV.  Pulling the Trigger — Termination by the Contractor
A. Is It Really Necessary to Shoot?
Default termination is a drastic remedy, which should be utilized only for good

cause and upon solid evidence.'** As noted by the Court in Walker & Co. v. Harrison:
[T]he injured party’s determination that there has been a material breach,

justifying his own repudiation, is fraught with peril, for should such
determination, as viewed by a later court in the calm of its contemplation,
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be unwarranted, the repudiator himself will have been guilty of material
breach and himself have become the aggressor, not an innocent victim.'*!

It is particularly drastic, and rare, where the default termination is instituted by the
contractor. Under certain circumstances, however, default termination may not only be
justified, but from the position of the contractor, necessary to avoid significant losses
resulting from continued performance.'* This is most frequently true where the
contractor fails to receive payment for the work performed.

For the contractor, termination is a particularly troublesome question as, unlike a
terminating owner, by terminating its contract the contractor is presumably foregoing
future payments to be made by the owner which were part of the contractor’s financial
planning and forecast when bidding and contracting for work. In addition, by terminating
its contract on bonded projects, the contractor is not only betting personally that it got the
termination declaration correct, but is wagering with the surety’s liability on the
performance bond. Accordingly the advice frequently given to the contractor considering
termination of its contract is “Don’t do it — without being sure you’re right.”'* While
not particularly pleasant advice for the contractor, it is usually correct. Where the
contractor opts to go forward, however, it is necessary to do more than make sure that the
decision is correct, but also to make sure all of the procedural requirements for
termination have been met.'*

The initial issue to be addressed in determining whether or not the contractor is
right in deciding it can terminate the contract is the basis for the contractor’s decision to
terminate. Is the contractor terminating under an express termination provision of the
contract or is the termination based on a common law material breach of the contract
aside from the specified grounds for termination under the contract? Where the contract
actually spells out grounds for the contractor to terminate its contract, an issue arises as to
whether the contractor can ever rely on common law termination remedies in addition to

those contained in the contract.'* Under the AIA documents, as noted by the Court in
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Ingrassia, common law termination may be available, but the same cannot be said of the
ConsensusDOCS, which specifically exclude supplementation of the contract terms by
common law remedies.'*®

More troubling is termination under the common law where the contract actually
specifies conditions precedent to termination on the grounds alleged. Consider the most
frequent ground for contractor termination: non-payment by the owner. Generally
failure to make payments under the contract will constitute a material breach of the terms
of the contract, particularly as this is the preeminent obligation of the owner under the

147

contract. Common law termination for failure of payment, however, will normally

8 At least under the AIA documents the owner need not

require repeated failures.'*
repeatedly fail to make payments, but termination is available only where the failure to
certify or make payments has resulted in a work stoppage of at least 30 consecutive

days.'®

Accordingly the contractor may be put to the election of either relying on
multiple failures to make prompt payments, or stopping work upon the first failure to
make payment and waiting at least thirty days before terminating the contract. If the
contractor makes the wrong choice, or a court later determines that one of the options was
not available, normally the common law termination remedy, then the termination will
still be wrongful.

Another issue that comes up with termination on modern construction projects is
that frequently what would otherwise be grounds for termination has contractually been
agreed by the parties only to give rise to a claim under the contract."® In most standard
construction contracts there are specific contractual provisions granting the owner the
ability to unilaterally add to or delete portions of the work, stop the contractor’s
performance of the work and withhold payment for work performed, which, absent such
provisions, would frequently constitute material breaches of the contract. Where the
parties have agreed to provide a contractual remedy for an action that would otherwise
151

constitute a material breach of the contract, the courts will enforce that agreement.
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Given the difficulties inherent in declaring termination of the contract, the first
question ought to be whether or not it is really necessary to pull the trigger and terminate
the contract. Can the contractor pursue its administrative and contractual remedies and
avoid termination? Where terminating the contract appears to be a foregone conclusion,
frequently both the owner and the contractor are disgruntled with the course of the
project. In such circumstances it may often be in the best interest of both the owner and
the contractor to structure a termination for convenience, specifically spelling out what
the responsibilities and liabilities will be of each and what rights the parties have in the
material, equipment and contracts going forward.

B. If you Shoot First, Don’t Miss — Contractual Preconditions to Termination

As with termination by the owner, there are specific preconditions to terminating
the contract for the default of the owner. These preconditions generally are not as
involved as those imposed on the owner and do not require the architect or Initial
Decision Maker’s certification that there has been a breach of the terms of the contract.'*?
As with an owner termination, however, prior to terminating its contract, the contractor
must give the owner notice of the intended termination and an opportunity to cure its
breach.'>

1. Notice

All of the standard form construction contracts require that prior to terminating its
contract, the contractor provide notice to the owner of its intent to terminate.'”>* While
they do not specify the purpose of the termination notice, generally the termination notice
period is intended to provide the party being terminated with an opportunity to cure its
breach of the contract and avoid termination.'>

This concept works relatively well under the standard form contracts where the
owner is terminating the contractor, but is a little more questionable when the contractor
is the party terminating the contract. For instance, the AIA A201 allows a contractor to
terminate its contract where the work has been stopped for a period of 30 consecutive
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days through no fault of the contractor by an order of a court or other public authority
having jurisdiction over the project.'>® It is not clear what purpose is served by providing
the owner with a seven-day notice prior to terminating the contract where the delay in the
project that constitutes the breach entitling the contractor to terminate is not within the
control of the owner. Similarly, the contractual bases for contractor termination are not
forward looking and therefore are not subject to cure. If the contractor provides an owner
proper written notice of a suspension of the work in excess of 30 days entitling it to
terminate the contract, can the owner cure the breach by allowing the contractor to
perform a couple of days of work, or is the suspension of work for a period of thirty days
the basis for termination, regardless of any later ability to perform work? Of course as a
general rule a cure notice need not be provided where it would be a useless gesture.'”’
Whether the breach is subject to cure or not, as a precautionary measure the contractor
should always provide the contractually required termination notice, if only to avoid any
possible appearance of rushing to terminate.

Section 14.1.4 of the AIA A201 is particularly troublesome for purposes of
sending a termination cure notice and determining the effect of efforts by the owner in
response to the notice. As noted above, Section 14.1.4 is not clear when it refers to
“seven additional days’ written notice” whether the contractor is required to provide two
notices, one under Section 14.1.3 and one under Section 14.1.4. Setting aside for the
moment the number and time period for the termination notices under Section 14.1.4, the
issue becomes the effect of owner efforts to cure. Section 14.1.4 allows for termination
based on a work stoppage of sixty consecutive days because of a breach of the owner’s
obligations under the contract. As an example, assume a project where the work has been
suspended for at least sixty days as a result of the owner’s failure to secure and pay for
necessary approvals and easements under Section 2.2.2 of the A201. Clearly this is an
example where the requirements of Section 14.1.4 have been met. What if, on receiving
the termination notice, the owner obtains the required easements so that construction of
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the project can move forward? Does the owner’s belated performance of its obligations
under Section 2.2.2 negate the contractor’s ability to terminate, or does the contractor
have the right to terminate regardless of the owner’s efforts since the work has been
stopped for a period of at least sixty consecutive days? Where an owner has corrected the
contractual breach, although after the time period set in the contract for the contractor to
terminate has passed, the contractor should be exceedingly careful.
2. Project Financing

From the contractor’s viewpoint the core purpose of the contract is adequate
assurance that the owner will pay for the work the contractor is to perform and probably
only ranks behind the owner’s actual payment for the work performed. Commensurate
with its importance to the contractor, it is listed as the first basis for the contractor’s
termination of the contract in the ConsensusDOCS where the project has not been
delayed.'”® What constitutes reasonable evidence that sufficient funds are available such

that termination is improper is difficult to determine."’

This difficulty in defining
exactly what would constitute reasonable evidence that sufficient funds are available is
compounded by limitations placed on the availability of that remedy in the standard form
contracts.

For instance, while the ConsensusDOCS do not require that the project actually
be stopped as a result of the owner’s failure to provide reasonable evidence of project
financing, the right to terminate is limited to where the owner fails to provide the
evidence required by Paragraph 4.2. Paragraph 4.2, however, requires only that the
owner provide evidence of Project financing. This does not specify that the entire project
be financed, that the owner have funding for directed changes which have not yet been
incorporated into changes in the contract price, or additional work which the owner
intends to have performed but has not presently directed. It becomes even more
problematical when looking at termination under the AIA documents for the owner’s
failure to provide adequate assurances of payment. As recently unequivocally remarked
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to the Forum, the 2007 changes to the AIA documents, in addition to the failings of the
ConsensusDOCS, adds the further complication that frequently the contractor may not be
able to make a request for financial information under the contract such that the failure of
the owner to provide the information would justify termination.'®

As a general rule, adequate assurances ought to at a minimum reflect currently
existing funds or commitments of at least the contract balance including all executed
change orders. A contractor considering termination should think twice before
terminating on the basis that the owner has not produced evidence of project financing to
include changes which have not yet been finalized. Similarly, owners would best avoid
providing evidence of project financing that reflects only the contract sum after deducting
credits, like liquidated damages or credits for non-conformance with the plans and
specifications which have not been assessed and approved.

3. Payment Failure

Failure to make payment to the contractor is the most likely reason for a
contractor making the determination to terminate its contract with the owner. Failure to
make payments, however, is not automatically a substantial breach of the terms of the
contract. Where the failure of payment complained of represents a small percentage of
the total contract value, the non-payment may not be sufficient to justify termination.'®'
Generally, the non-payment must be a substantial failure to make payment, or must be
such that it acts to prevent the contractor from proceeding with the work.'®® Similarly it
is not enough that payments are not made timely, but rather the payment delays must
substantially breach the terms of the contract.'®?

As a practical matter it is exceedingly unlikely that the standard form contracts,
although they provide for termination by the contractor upon the owner’s failure to make
payments as required, alter the common law rule to any meaningful extent. The
ConsensusDOCS clause does not appear to set any prerequisites to termination, other
than the notice of non-payment provided in Paragraph 9.5 and the notice of termination
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contained in 11.5.2.'%

Thus there is no requirement that the owner repeatedly or
persistently fail to make payments, but only that the owner “fails to pay the Contractor in
accordance with this Agreement, and the Contractor has complied with the notice
provisions of Paragraph 9.6.”'®> This would seem to allow termination even for a single
failure of payment by the owner, provided that the proper notices have been sent. It is
unlikely, however, that a single non-payment, unless representing a significant portion of
the overall project price or combined with a work stoppage, would constitute a substantial
breach justifying termination. This problem exists as well in the AIA documents, but as
the A201 does not allow termination by the contractor for non-payment until the work
has been stopped for at least thirty consecutive days, the question of whether there has
been a substantial breach should have been decided by the time the contractor has given
the contractually required notices, has stopped work, has waited the thirty days and given
its further termination notice and cure period. If the owner cannot or will not make
payment or has not terminated the contractor while the contractor is still complying with
the prerequisites to termination, then the owner probably is not in a position to pay for the
current or any future work.

Because the contracts probably require more than a simple single instance of non-
payment before the contractor is entitled to terminate its contract, the owner can (and not
infrequently does) delay making payments or reduce the amount of the payment. Under
such circumstances it is unlikely that the contractor, other than allowing this to go on for
multiple payment application cycles, can create a situation where the owner’s acts would
constitute a substantial breach of the contract. As such if it appears that the owner either
lacks the ability to pay, or intends not to pay in accordance with the terms of the contract,
the contractor will normally over the course of multiple payment application cycles have
to repeatedly send late payment notices and stop work notices in order to preserve its

claim that the owner’s non-payment amounted to a substantial breach.
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4. Project Suspension

Termination by the contractor, at least under the AIA documents, is going to
require that work on the project have been suspended for at least some portion of time.
As with the other contractual pre-requisites to termination, the work suspension
requirements will be strictly enforced.'®® The recent decision in In re Roy Frischhertz
Const. Co., Inc. provides a good guide to just how closely the contractual work
suspension provisions will be enforced by a court in analyzing a termination by the
contractor. In Roy Frischhertz the contractor commenced work on the construction of the
Audubon Café¢ in New Orleans shortly before Hurricane Katrina. Hurricane Katrina
struck New Orleans on August 29, 2005 and the contractor sent its termination notice
under Section 14.1.1 of the ATA A201 to the owner on October 4, 2005. In response to
the termination by the contractor, the owner sent its own termination to the contractor.
The contractor then commenced a declaratory judgment action seeking a declaration that
it had properly terminated the contract and seeking contract damages. The owner
counterclaimed for breach of contract and its costs of completion.

On August 28, 2005 the mayor of New Orleans issued a mandatory evacuation
order until the earlier of five days after its issuance or the declaration by the Governor
that the State of Emergency no longer existed. On September 6, 2005 the mayor issued a
second evacuation order for an additional 30 days. During the period of the second
evacuation order a re-entry plan was put in place for business owners in certain sections
of the city, allowing them to re-enter the city. While probably not critical to the court’s
reasoning, the court went so far as to consider the effect of a one-time visit by one of the
contractor’s personnel to check on a rented bobcat and to check on the damage at the
project site in determining whether the contractor had been stopped for thirty consecutive
days. In the end the court determined that “Audubon’s argument fails because it denies
the reality of the situation in New Orleans in the months after the hurricane, and it defies
common sense.”'®  The court’s analysis of the start and end dates of each of the
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evacuation orders, the ability of the contractor to get its personnel to the project site and
the purpose for which it could get personnel into the site is reflective of the level of focus
the court will put on whether or not the contractor has met the contractual work stoppage
requirements prior to termination.

The contractor may be entitled to a little more latitude in meeting the project
suspension requirements where the owner is the party actually responsible for the delay
to the project as a result of a breach of the owner’s obligations under the contract.'® In
Gillard v. Green the Ohio Court of Appeals considered whether the contractor had
complied with the contractual work stoppage requirements under Section 14.1.3 of the
1987 AIA A201. There the court found that there was sufficient evidence produced at
trial that the trial court could determine that the project was delayed for a period of at
least sixty days as a result of the owner’s breach of its contractual obligations to
reasonably promptly make responses to the contractor’s request for information. Of note
in Gillard is that there was no evidence that the work on the project was actually stopped,
only delayed in excess of sixty days. The Court of Appeals did not appear concerned
with the lack of an actual work stoppage. Similarly, the court found that the contractor’s
failure to continue to perform work for a period of seven days after submitting its
termination notice did not negate its termination claim.'®

C. When to Shoot — Timing is Everything

Once the contractor has determined that it is entitled to terminate the contract and
has convinced or just ignored its counsel’s reticence to declare the contract terminated,
the question becomes when to terminate the contract. To some extent the timing of
termination will be controlled by the contract provisions. Obviously the proper pre-
termination notice has to be provided, two notices in some cases, and allow for any
contractually mandated cure period. Those provisions address only what periods of time
must precede the contractor actually withdrawing from the project site and not non-
mandatory timing considerations. As discussed above with respect to termination by the
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owner for default that declaration frequently affects the parties’ rights in the material,
equipment and payment. Shouldn’t the contractor therefore take these effects into
consideration in timing its termination notice?

1. Timing Termination Around Payment

As discussed above there is very little that one can be positive of when declaring a
contract terminated for the default of the owner. You can’t be sure that a court won’t
later determine that the termination was wrongful and resulted in the contractor
abandoning the project.'”’ You can’t be sure that a court won’t later determine that the
contractor failed to follow the termination procedures set forth in the contract. What you
can be sure of, however, is that once the contractor declares the owner in default and
terminates its contract, it will see no further payment on that project until the dispute has
been resolved. Accordingly, termination should be structured from the contractor’s
standpoint so it maximizes the amount of money received relative to the amount of work
performed.

Where the breach of the contract for which the contractor seeks termination is the
failure of payment by the owner, then obviously the contract should be terminated as
expeditiously as possible while still complying with any notice and work stoppage
requirements. Where the termination is based on some other breach of the contract by the
owner then it may be in the contractor’s best interest not to terminate as soon as it
believes that it has cause to do so. Consider the situation where a contractor is
considering termination for the owner’s failure to provide reasonable evidence of project
financing under Paragraph 11.5.2.1 of the ConsensusDOCS 200. That contract form
provides that the contractor is to submit its payment application once a month for work
performed in the preceding thirty days and payment is to be made within twenty days of
receipt of the payment application.'’' If the contractor submits its termination notice at
or around the date that its application for payment is due to the owner, then the contractor
will have performed at a minimum thirty-seven days’ of work on the project for which it
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is unlikely that it will receive payment pending final resolution of the dispute. On the
other hand if the contractor waits to send its termination notice until receipt of payment
for the work performed, it should have limited its exposure to work performed while the
payment application was processed, by contract at most twenty days, plus any work
performed after sending the termination notice.

Because the contractor is required to have stopped work for a period of time prior
to its having the ability to terminate its contract under the AIA documents, the contractor
frequently need not worry as much about performing additional work for which payment
will not be received after termination. The calculus with respect to limiting the
contractor’s exposure for work performed but for which it has not been paid does not
change, however.

2. Timing Termination Around Material Deliveries

As with the discussion of timing termination around payment, the terminating
contractor needs to consider the effect of its termination on its recovery for project
materials. As noted above, as a general rule title to material delivered to the project
passes upon delivery and payment for the materials. Accordingly the contractor wants to
assure that to the extent it has ordered material or may be subject to contract or payment
bond claims for materials fabricated for the project that it receives payment for those
materials and transfers those materials to the owner. The contractor wants to assure that
it does not wind up delivering to the project owner materials for which it has not been
paid, or which are surplus to the project for which it would be entitled to a credit upon
returning the material to the supplier, as once it terminates its contract it may be difficult
for the contractor to regain possession of those materials.

With respect to the contractor’s first consideration, receiving payment for
materials for which it may be liable, the calculus is not all that different from attempting
to maximize the relationship between the work performed and payments received.
Obviously the contractor wants to have billed for and received payment for the majority
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of the material for which it may be liable. Unless the owner has agreed to pay for
materials suitably stored off site, this means that the contractor wants to ensure that as
much material as possible has been delivered to the project site, has been included in
payment applications and has been paid for by the owner. The difficulty with this is that
especially on large or specially fabricated material and equipment, the period between
when the contractor issues a purchase order for the material and releases it for fabrication
and the time when the material is actually delivered to the project can be substantial.
Accordingly prior to sending its termination notice to the owner, the contractor should
contact its subcontractors and suppliers supplying material and equipment to the project
and determine what material has been committed and may be the subject of a payment
bond claim, where that material is in the pipeline and what the costs would be to the
contractor if the orders are cancelled, if they can be.

An issue arises, however, when terminating the contract on the basis of non-
payment. If the owner is not paying for the work that has been performed to date such
that the contractor is entitled to terminate, then it is unlikely that the owner will pay for
any material subsequently provided. Delivery of the material to the project site and
inclusion in a payment application is probably not in the contractor’s best interest where
the contractor is not going to be paid for the material. Failure to deliver material such
that it endangers timely project completion of course may cause the owner to terminate
the contract before the contractor can issue its own termination. Similarly the
contractor’s removal of material from the project may constitute breach of the contract
such that the owner terminates.'”” Accordingly the contractor must be exceedingly
careful in not delaying the project or removing materials, but also not providing more
material than absolutely necessary where it is not going to be paid for the materials.

Of course it is frequently in both the contractor’s and the owner’s best interests
for all of the material and equipment ordered for the project to be paid for and title and
possession thereto given to the owner. This avoids delays in completing the work, cost
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escalations in repurchasing the materials, duplicate payments and claims for materials
and losses as a result of returns of the material. Unfortunately the parties’ disputes
frequently get in the way of the owner paying for materials or the contractor delivering
materials. This almost invariably results in waste and loss to both parties. Absent a
dispute as to the quality of the materials or its compliance with the plans and
specifications, serious consideration should be given to arrangements for the delivery and
payment for materials and equipment already procured.
3. Pre-emptive Termination

One of the problems for contractors in terminating a contract is that almost
invariably when the contractor terminates the contract and ceases work, the owner,
notwithstanding the prior declaration that the contract has been terminated, will declare
the contractor in breach for abandonment and terminate the contract.'”” The owner will
often then proceed to take advantage of its post-termination remedies to take possession
of the project site, materials, equipment and subcontracts. It is only sometime later when
the court or an arbitrator decides whether or not the first termination was proper that the
parties will be able to know whether the seizure of the materials and equipment was
justified or will serve as the basis for additional damages to the contractor.

This scenario is particularly true under the AIA documents, as the contractor must
essentially telegraph its intent to potentially terminate the contract significantly, 30 to 120
days, in advance of its actual termination. An owner will frequently recognize these
signals from the contractor and will either beat the contractor to the punch and terminate
the contract before the contractor has an opportunity to, or if the contractor’s basis for
termination seems questionable, wait until the contractor declares the contract terminated
and then terminate the contract for the contractor’s abandonment.

The owner’s pre-emptive or retaliatory termination is frequently of little practical
consequence, as the either way the contract will be terminated and at the end of the day a
court will determine whether or not there existed proper grounds for termination and who
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breached the contract first. There are, of course, strategic benefits to being the first party
to terminate, just as there are strategic benefits to assuming the role of wronged party
where the other party terminated without justification. One practical effect of the
owner’s pre-emptive termination and exercise of its termination remedies is that the
owner may take possession of the contractor’s equipment. Unlike the contractor’s
timing, calculations for materials and payment discussed above, frequently the contractor
is less concerned about being paid for its equipment time; rather it is interested in actually
having possession of the equipment.

Where the contractor terminates the contract for the owner’s breach it will
presumably immediately after, or sometimes during, the cure period demobilize and
remove its unpaid materials and equipment from the project site. Where the owner pre-
emptively terminates the contract, however, the contractor does not have the opportunity
to remove its equipment. That equipment may therefore be subject to the owner’s use
and claims until the dispute is finally resolved.'™

While the owner may similarly telegraph its intent to terminate the contract the
contractor’s ability to pre-emptively terminate the contract is much more restricted than
the owner’s. As frequently the contractor must stop work or pursue administrative
remedies, architect’s determination, etc. prior to its termination, the contractor does not
have the same ability to beat the owner to the punch.

V. Conclusion

Termination for default, whether instituted by the owner or the contractor, is
rarely the optimal solution for the contractor. Where the contract has been terminated by
the owner, or where the contractor has no commercial option other than terminating its
contract, it is in the contractor’s best interest to try to structure the termination so as to
limit the additional damages caused by the termination to the owner as well as to itself.
Even where the parties cannot agree on a termination for convenience, serious
consideration should be given to whether and to what extent the owner wants to exercise
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its contractual rights to material, equipment and subcontracts. Where the owner needs to
exercise its right to the contractor’s material, equipment and subcontracts for the benefit
of the project, consideration should still be given to exactly how that process should be
structured, what the owner’s rights are and when the owner will have satisfied its need for
the material and equipment. While due to the dispute between the parties it is frequently
impossible to address these issues fully, hopefully this paper will benefit the practitioner
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