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1.1 The construction project and construction contract

Chapter 1 The Construction Project Introduction

1.1 The construction project and construction contract

1. 1.1 What is construction project?

A project is defined, whether it is in construction or not, by the following characteris-
tics:

(1) A defined goal or objective;

(2) Specific tasks to be performed;

(3) A defined beginning and end;

(4) Resources being consumed.

A construction project is the organized effort to construct a building or structure. In
the fields of civil engineering and architecture, construction projects involve the process
that consists of tangibly assembling an infrastructure or building.

Construction projects incorporate numerous mini-projects; a construction project is
not a single activity. Larger scale construction projects require human multitasking; in
most instances, these construction projects are managed by a project manager and super-
vised by a design engineer, or a construction engineer or a certified project architect which
contractually authorized by the Employer.

The goal of construction project is to build something. What differentiate the con-
struction industry from other industries is that its projects are large, built on-site, and
generally unique. Time, money, labor, equipment, and, materials are all examples of the
kinds of resources that are consumed by the project. Projects begin with a stated goal es-
tablished by the Employer and accomplished by the project team. As the team begins to
design, estimate, and plan out the project, the members learn more about the project than
was known when the goal was first established. This often leads to a redefinition of the
stated project goals.

In the modern world, the construction industry is the largest industry in the world. It
is more of a service than a manufacturing industry. Growth in this industry in fact is an in-
dicator of the economic conditions of a country. This is because the construction industry
consumes a wide employment circle of labor. While the manufacturing industry exhibit
high-quality products, timelines of service delivery, reasonable cost of service, and low
failure rates, the construction industry, on the other hand, is generally the opposite, most

projects exhibit cost overruns, time extensions, and conflicts among parties.
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In general, the construction industry is more challenging than other industries due to
its unique nature: every project is one-of a kind; many conflicting parties are involved;
projects are constrained by time, money and quality; and high risk.

1.1.2 What is a construction contract?

A construction contract, for the purposes of this book. is a contract under which one
party (commonly called the Contractor) agrees for valuable consideration to undertake to
carry out works for another party (commonly called the Employer) involving design
(where applicable), fabrication, erection, alteration, repair or demolition of structures
and/or installations on a site. It covers a whole range of contracts i. e. from a simple oral
agreement to repair a house roof to a mega highway contract. Such contracts are usually
termed “building contracts” when they relate to infrastructure, systems and equipment in-
stallations. The distinction between these terms is of no legal significance, and indeed con-
struction contracts as a class are regarded by China law, not as a separate category of con-
tracts but a part of the general law of contract. In most cases, the parties to a construction
contract are the Employer and the Contractor. However, in actual practice, in all likeli-
hood, a construction project frequently involves a large number of participants who are
contractually interlinked by a matrix of contractual arrangements. The roles of such con-
tributors are discussed below.

International contract law concerns the legal rules relating to cross-border agree-
ments. One key element of international contract law includes the provision that the par-
ties’ nationality does not play any role when applying the law, thereby placing all parties
on an equal playing field. Rules of the contracts are interpreted by what a reasonable per-
son would consider fair and appropriate given the circumstances. International contract law
is a branch of private international law, which relates to the cross-border dealings of indi-
viduals or companies. This differs from public international law, which concerns the inter-
action between governments and other state agencies.

A contract is a legally enforceable agreement between two or more parties that creates
a legal obligation between them. The rules related to contracts can vary substantially a-
mong different types of legal systems. In common law jurisdictions, for example, the par-
ticipants in a contract are typically allowed a very wide scope concerning the terms of the
agreement. In civil law jurisdictions, however, established legal principles are often ap-
plied to individual contracts. The most basic element of any contract is the mutual agree-
ment between two parties to participate in an arrangement. Common law jurisdictions typi-
cally require consideration in a contract, meaning that both sides receive something of val-
ue as part of the contract. In civil law countries, however, consideration is not considered
as a necessary component.

Historically, merchants developed their own sort of international contract law. Trad-
ers wanting to deal differences in language. culture and laws developed their own code for

international dealings. These rules have evolved into the good faith of today’ s contract laws.
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1.3 Construction categories

Large international construction projects often have a range of major contractors, sub-
contractors and consultants in different parts of the world and working based on different
legal theories and understandings. This can lead to confusion in the understanding, inter-
pretation and execution of the construction contract, which can result in significant disrup-

tion to the construction project.

1.2 The Project Goal and Scope

1.2.1 Project Goal

To achieve construction project goal, the Contractor or project manager must know
what the employer want him to accomplish. Implementing a winning strategy starts with a
scoreboard showing the targets the employer want him to hit. The Project manager must
update it regularly and communicate results to every team member on an ongoing basis. At
the completion of your projects, review and analyze the results of the works done to deter-
mine what could have improved.

1.2.2 Project scope

The documentation of a project’s scope explains the boundaries of the project, estab-
lishes responsibilities for each team member and setseup procedures for how completed
work will be verified and approved. The documentation may be referred to as a scope
statement, statement of work or terms of reference. During the project, this documenta-
tion helps the project team remain focused and on task.

The scope statement also provides the project team leader or facilitator with guidelines
for making decisions about change requests during the project. It is natural for parts of a
large project to change along the way, so the better the project has been scoped at the be-
ginning, the better the project team will be able to manage change. When documenting a
project’s scope, stakeholders should be as specific as possible in order to avoid scope
creep, a situation in which one or more parts of a project ends up requiring more work,
time or effort because of poor planning or miscommunication.

Effective scope management requires good communication to ensure that everyone on
the team understands the scope of the project and agrees upon exactly how the project’s
goal will be met. As part of project scope management, the team leader should solicit ap-
provals and sign-offs from the various stakeholders as the project proceeds, ensuring that

the finished project, as proposed, meets everyone’s needs.

1.3 Construction categories

The field of construction is as diversified as the uses and forms of the many types of
structures it produces. However, construction is commonly divided into four main catego-

ries, although there is some overlap among these divisions and certain projects do not fit
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neatly into any one of them.

1.3.1 Residential Housing Construction

Residential housing construction includes single-family houses, multi-family dwell-
ings, and high-rise apartments. During the development and construction of such projects,
the developers or sponsors who are familiar with the construction industry usually serve as
Employers and take charge, making necessary contractual agreements for design and con-
struction, and arranging the financing and sale of the completed structures. Residential
housing designs are usually performed by architects and engineers, and the construction
executed by builders who hire subcontractors for the structural, mechanical, electrical and
other specialty work. An exception to this pattern is for single-family houses which may
be designed by the builders as well.

The residential housing market is heavily affected by general economic conditions, tax
laws, and the monetary and fiscal policies of the government. Often, a slight increase in
total demand will cause a substantial investment in construction, since many housing pro-
jects can be started at different locations by different individuals and developers at the same
time. Because of the relative ease of entry, at least at the lower end of the market, many
new builders are attracted to the residential housing construction. Hence, this market is
highly competitive, with potentially high risks as well as high rewards.

1.3.2 Institutional and Commercial Building Construction

Institutional and commercial building construction encompasses a great variety of pro-
ject types and sizes, such as schools and universities, medical clinics and hospitals, recrea-
tional facilities and sports stadiums, retail chain stores and large shopping centers. The
Employers of such buildings may or may not be familiar with construction industry prac-
tices, but they usually are able to select competent professional consultants and arrange
the financing of the constructed facilities themselves.

1.3.3 Specialized Industrial Construction

Specialized industrial construction usually involves very large scale projects with a
high degree of technological complexity, such as oil refineries, steel mills, chemical pro-
cessing plants and coal-fired or nuclear power plants. The Employers usually are deeply in-
volved in the development of a project, and prefer to work with designers-builders such
that the total time for the completion of the project can be shortened. They also want to
pick a team of designers and builders with whom the Employer has developed good work-
ing relations over the years.

Although the initiation of such projects is also affected by the state of the economy,
long range demand forecasting is the most important factor since such projects are capital
intensive and require considerable amount of planning and construction time. Governmen-
tal regulation such as the rulings of the Environmental Protection Agency and the Nuclear
Regulatory Commission in the United States and other countries can also profoundly influ-

ence decisions on these projects.

4



71.7 4 Projegt Finance

1.3.4 Infrastructure and Heavy Construction

Infrastructure and heavy construction includes projects such as highways, mass tran-
sit systems, tunnels, bridges, pipelines, drainage systems and sewage treatment plants.
Most of these projects are publicly owned and therefore financed either through bonds or
taxes. This category of construction is characterized by a high degree of mechanization,
which has gradually replaced some labor intensive operations.

The engineers and builders engaged in infrastructure construction are usually highly
specialized since each segment of the market requires different types of skills. However,
demands for different segments of infrastructure and heavy construction may shift with
saturation in some segments. For example, as the available highway construction projects
are declining, some heavy construction contractors quickly move their work force and e-

quipment into the field of mining where jobs are available.

1.4 Project Finance

Project finance is the financing of long-term infrastructure, industrial projects in
which project debt and equity used to finance the project are paid back from the cash flow
generated by the project. Project {inancing is a loan structure that relies primarily on the
project’s cash flow for repayment, with the project’s assets, rights and interests held as
secondary security or collateral. Project finance is especially attractive to the private sector
because companies can fund major projects off balance sheet.

1.4.1 By Employer

The Employer makes the necessary financial arrangements for the construction of
most construction projects. This normally requires obtaining the funding from some exter-
nal source. In the case of public Employers, the necessary capital may be obtained via tax
revenues. appropriations, or bonds. A large corporate firm may obtain the funds by the is-
surance of its own securities, such as bonds. For the average private Employer, funding is
normally sought from one of several possible loan sources-banks, savings and loan associa-
tions, insurance companies, real estate, or government agencies.

Where construction funding is obtained by commercial loans, the Employer must typi-
cally arrange two kinds of financing (1) short-term, to pay the construction costs, and (2)
a long term mortgage. The short term financing involves a construction loan and provides
funds for land purchase and project construction. The construction loan usually extends
only over the construction period and is granted by a lending institution with the expecta-
tion that it will be repaid at the completion of construction by some other loan such as the
mortgage financing. The mortgage loan usually applies for an appreciable period such as 10
to 30 years.

When the construction loan has been approved, the lender sets up a “draw” schedule,

which specifies the rate at which the lender will make payments to the contractor during
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the construction period. Typically, the short term construction loan is paid off by the
mortgage lender when the construction is completed.

1.4.2 By Builder-vendor

A builder - vendor is a business entity that designs, builds and finances the construc-
tion of structures for sale to the general public. The most common example of such struc-
tures is tract housing, for which the builder-vendor acquires land and builds the housing u-
nits. This is a form of speculative construction, whereby the builder vendor act as their
own prime contractors, build dwelling units on their own accounts, and employ sales
forces to market their products. Hence, the ultimate Employer incurs no financial obliga-
tion until the structure is finished and a decision to buy is made.

In much construction of this type, the builder-vendor constructs for an unknown Em-
ployer. Most builder vendors function more as construction brokers than contractors per
se, choosing to subcontract all or most of the actual construction work. The usual con-
struction contract between Employer and prime contractor is not present in such cases be-
cause the builder-vendor occupies both roles. The source of business for the builder vendor
is entirely self-generated, as opposed to that of the professional contractor that obtains its
work in the open construction marketplace.

1.4.3 By Developer

A developer acquires financing for an Employer’s project in two different ways. A
comparatively recent development in the construction of large buildings for business corpo-
rations and public agencies is the concept of design finance. In this case, the Employer
teams up with a developer firm that provides the Employer with a project design and a
source of financing for the construction process. The procedure minimizes or eliminates al-
together the initial capital investment of the Employer. Developers are invited to submit
proposals to the Employer for the design and funding of a defined new structure. A con-
tract is then negotiated with the developer of the Employer’s choice. After the detailed de-
sign is completed, a construction contractor is selected and the structure is erected.

The second procedure used by developers is currently being applied to the design and
construction of a wide range of commercial structures. Here, the developer not only arran-
ges the project design and financing for the Employer but is also responsible for the con-
struction process. Upon the completion of the project under cither of the two procedures

just discussed, the developer sells or leases the completed structure to the Employer.

1.5 Construction Contract Types

Although there are many different types of construction contracts, they can be divided
into two large groups. One group includes those contracts for which the Employer selects
a contractor based on competitive bidding, and the other includes those in which the Em-

ployer negotiates a contract directly with a contractor of the Employer’s choosing. Many

6



1.5 Construction Contract Types

public construction contracts, as well as much private work, fall in the first category.
Competitive bids contracts are customarily prepared on a fixed price basis and consist of
two types, lump-sum and unit price. With a lump-sum contract, the cost amount is a fixed
sum that covers all aspects of the work described by the contract documents. The unit
price contract, the second of the two types, is drawn based on estimated quantities of
specified work items and a unit price for each item. There are also a cost plus fee contract
arrangement, whereby the Employer agrees to reimburse the contractor for the full a-
mount of the construction cost and pay a stipulated fee for the contractor’s services.

1.5.1 The Lump sum contract

A lump-sum contract is normally used in the construction industry to reduce design
and contract administration costs. It is called a lump-sum because the contractor is re-
quired to submit a total and global price instead of bidding on individual items. A lump-
sum contract is the most recognized agreement form on simple and small projects and pro-
jects with a well-defined scope or construction projects where the risk of different site con-
ditions is minimal.

(1) Lump-Sum Contract Basics

A lump-sum contract or a stipulated sum contract will require that the supplier agrees
to provide specified services for a stipulated or fixed price. In a lump-sum contract, the
employer has essentially assigned all the risk to the contractor, who in turn can be expec-
ted to ask for a higher markup in order to take care of unforeseen contingencies.

(2) When to Use This Type of Contract

A lump-sum contract is a great contract agreement to be used if the requested work is
well-defined and construction drawings are completed. The lump-sum agreement will re-
duce employer risk, and the contractor has greater control over profit expectations. It is
also a preferred choice when stable soil conditions, complete pre-construction studies, and
assessments are completed and the contractor has analyzed those documents.

(3) Lump-Sum Contract Advantages

A lump-sum contract offers the following advantages: (a) Low risk to the employer;
(b) Fixed construction cost; (c¢) Minimize change orders; (d) employer supervision is
reduced when compared to Time and Material Contract; (e) The contractor will try to
complete the project faster; (f) Accepted widely as a contracting method; (g) Bidding a-
nalysis and selection process is relatively easy; (h) The contractor will maximize its pro-
duction and performance.

(4) Lump-Sum Contract Disadvantages

Although lump-sum contracts are the standard and preferred option for all contrac-
tors, it might also have some limitations: (a) It presents the highest risk to the contrac-
tor; (b) Changes are difficult to quantify; (c) The employer might reject change order
requests; (d) The project needs to be designed completely before the commencement of

activities; (e) The construction progress could take longer than other contracting alterna-
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tives; (f) The contractor will select its own means and methods; (g) Higher contract
prices that could cover unforeseen conditions.

1.5.2 The unit price contract

A unit-price contract is based on estimated quantities of the defined items of work and
costs per unit amount of each of these work items. The Employer or architect-engineer
compiles the estimated quantities, and the unit costs are those bid by the contractor for
carrying out the stipulated work in accordance with the contract documents. However the
total sum of money paid to the contractor for each work item remains an indeterminable
factor until completion of the project, because payment is made to the contractor based on
units of work actually done and measured in the field. Therefore, the Employer does not
know the exact ultimate cost of the construction until the completion of the project. In ad-
dition, the Employer often must support, either directly or through the architect - engi-
neer, a field force for the measurement and determination of the true quantities of work ac-
complished.

The contractor is obligated to perform the quantities of work actually required in the
field at the quoted unit prices, whether they are greater or less that the architect-engineer’s
estimates. This obligation is subject to any contract provision for redetermination of unit
prices when substantial quantity deviations occur. This form of contract has the same re-
quirement for contractor performance, regardless of the difficulties and problems encoun-
tered, as described in the previous section for lump-sum contracts.

Unit-price contracts offer the advantages of open competition on projects involving
quantities of work that can not be accurately forecast at the time of bidding or negotiation.
Examples of such work include the driving of piles and the excavating of foundations. A
price per linear foot of pile or per cubic yard of excavation allows a reasonable variation in
the driven length of the individual piles or the actual quantity of excavation because of job
conditions that can not be determined precisely before actual construction operations.
However, drawings and specifications that are complete enough for the contractor to ac-
cess the overall magnitude of the project and the general nature and complexity of the work
must be available for bidding.

1.5.3 Cost Plus contracts

Cost-plus contracts are normally negotiated between the Employer and the contractor.
Most cost-plus contracts are open ended in the sense that the total construction cost to the
Employer cannot be known until completion of the project. When the drawings and speci-
fications are not complete at the time of contract negotiation, the Employer and contractor
negotiate what is commonly called a scope contract. Based on preliminary drawings and
outline specifications, the contract arrives at a project target estimate. The contract pro-
vides that the original contract documents will be subsequently amplified within the origi-
nal intent of the preliminary drawings and specifications. When negotiating contracts of

the cost-plus type, the contractor and the Employer must pay particular attention to four
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important considerations:

(1) A definite and mutually agreeable subcontract-letting procedure should be ar-
ranged. Both parties generally prefer competitively bid subcontracts when they are feasi-
ble.

(2) There must be a clearly understood agreement concerning the determination and
payment of the contractor’s fee. Fees may be determined in many different ways. Involved
here is not only the amount of the fee, but also the method by which it will be paid to the
contractor during the life of the contract. A statement concerning any variation of fee with
changes in the work should be included.

(3) A common understanding regarding the accounting methods to be followed is es-
sential. Many problems and controversies can be avoided by working out in advance the
details of record keeping, purchasing, and the reimbursement procedure. Some Employer-
clients have need of accurate and detailed cost information for tax, insurance purposes.
Employer requirements of this type, made known at the beginning of the contract, enable

the contractor to better serve the Employer.
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