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Assessment 13                                                                                                              Total Marks: 30  

1.   Give short answers for the following questions:                                                                (24) 

I. How-do you define a contract? 
A contract is a voluntary, deliberate, and legally binding agreement between two or more competent parties. Only the parties to the agreement are bound by the terms of a construction contract, anyone who is not a party can neither benefit nor suffer from it. 
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A contractual relationship is evidenced by the following;
· An offer, 
· Acceptance of the offer, 
· Valid consideration (legal and valuable). 
Each party to a contract acquires rights and obligations relative to the rights and obligations of the other parties. However, while all parties may expect a fair benefit from the contract it does not follow that each party will benefit to an equal extent (otherwise the courts may set it aside as inequitable). Existence of contractual-relationship between two or more construction companies does not necessarily mean the contract is enforceable, or that it is not void. Contracts are normally enforceable whether or not in a written form, although a written contract protects all parties to it.
The place of court, if a contract is to be disputed, is relative to the companies’ location or where the contract was prepared, and has to be decided when the contract is being drawn up.
Construction contracts formally determine that all disagreements will be decided by the design engineer or manager and that his decision shall be final. This situation will only work of course so long as both parties agree voluntarily.


II.     What are the essential elements of a contract? 
There are certain elements that must be present for a legally binding contract to be in place. The first two being the most obvious:
· An agreement; an expression of willingness to contract on a specific set of terms, made by the offer or with the intention that, if the offer is accepted, he or she will be bound by the contract.
· Acceptance; an expression of absolute and unconditional agreement to all the terms set out in the offer. It construction it is normally in writing. The acceptance must exactly mirror the original offer made and signed by all parties. 
· A counter-offer is not the same as an acceptance. A counter-offer cancels the original offer: you can’t make a counter-offer and then decide to accept the original offer! 
· A request for information is not a counter-offer. If you ask for information or clarification about the offer, that doesn’t extinguish the offer; you’re still free to accept it if you want.
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 Consideration; 
· Each entity to the contract must receive something of value. Quite simply, consideration is the price paid for the other’s promise.
· Consideration must move from the promisor;
· Consideration need not move to the person/company receiving the promise
· Past consideration is not good consideration;
· The consideration given must be sufficient, but it need not be adequate.
Consideration must be clearly identified in a contract, for example a promise to pay a certain amount of money or to carry out a specific task or any implication thereafter or it will prove difficult to prove later if not defined.
Lawful Subject Matter; 
A contract may come to be illegal if the subject matter of the contract is against the rules of common law, government laws and traditional public policy.
  If a person enters into an illegal contract unknowingly, it is not a basis for seeking relief in case of loss or damage. Contracting parties are assumed to be aware of all legal implications before signing the contract.

Competent Parties; 
Are defined as persons or organizations having the required legal capacity to enter into a binding contract. In construction, if due to incompetency or neglect, a contract with a private corporation fails, the other party may be able to recover something for his services if the corporation has made use of them, but it is time consuming and expensive. But in a void contract with a public corporation, there is no possibility of recovery even in a law suit. 

Provisions of the Law with Regard to Form;
There are certain types of agreements which must be in writing and "signed by the party to be charged" before they can be enforced at law such as; 
· For the sale of land or any interest in land 
· A promise to pay a claim out of his own money, 
· A commitment to answer for a debt/default or miscarriage of another person, 
· Any agreement which is to be performed within an agreed time scale 
· A contract for the sale of equipment and/or surplus material exceeding a certain value (unless the buyer accepts certain liabilities or gives part payment).
It makes good business sense to ensure that all contracts be written and signed by the contracting parties in the event of disputes. For construction contracts where the services are usually complex and there are many promises and conditions in the covenant and therefore the signatures on the contract need to be secured alongside the exact names or legal titles of the parties used with the addresses of their places of business clearly identified. In the case of partnerships, the name of the firm and that of partner should be mentioned in the agreement. The signatures of the firm name by one of the partners will be binding on each of the partners however, but additional prominence is assumed if the contract is signed by each of the partners. 




III.   What are lump sum contracts? Where is a lump sum unsuitable? What are the advantages and disadvantages of a 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 required to submit a full and comprehensive price instead of bidding on individual items. A lump sum contract is the most familiar agreement used for modest and small projects, for example, projects with a well-defined scope or construction projects where the risk of different or difficult site conditions is minimal. 
A lump sum contract will require that the supplier agrees to provide specified services for a stipulated or fixed price. In this contract, the owner has essentially assigned all the risk to the contractor, who in turn can be expected to ask for a higher mark up in order to take care of unforeseen contingencies. 
[image: https://encrypted-tbn0.gstatic.com/images?q=tbn:ANd9GcRQU1j7FVPl2K7VvaiTEqACNXWzhIIzAgro-c3bx5CsxdazvFVi]A lump sum contract would be unsuited for situations such as;
Where the ground works, such as piling and foundations works, cannot be ascertained, for instance; 
· how many piles will be required, 
· how difficult shoring and dewatering of the foundations will be 
· how much time will be required to complete the work 
· how much work of excavation involves rock or blasting in place of ordinary soil  
Projects that may be subjected to uncontrolled hazards such as extremely cold weather, floods and other situations beyond the control of the contractor and emergency works which may have be to carried out without sufficient time for preparing detailed plans before calling for quotations,
Lump sum contracts can also produce large dispute and claims that will arise from contract documents. The most common arguing factors encountered are:
Unbalanced Bids; many contractors will produce an unbalanced bid by rising unit prices on items to be completed early in the project, such as mobilization, insurances and general conditions, and lowering unit prices on items needed in later stages.
Change Orders; if the owner produces or receives a change order proposal from the contractor, the price quotation could be possibly disputed. The Owner might appeal that the requested change was already covered under contract provisions. It is important to prepare specific contract clauses specifying how change orders are going to be managed and to what extent the contractor could claim delay damages
Design Changes; A contractor may suggest design changes based on their experience and therefore provisions should be clear in the contract on how those changes will be addressed and how those costs will be divided or who will be responsible for the economic impact of the proposed changes.
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A lump sum contract offers the following advantages;
· Low risk to owner and 'Fixed' construction cost. 
· Minimize change orders. 
· Owner supervision is reduced when compared to time and material contract. 
· Contractor will try to complete the project faster. 
· Accepted widely as a contracting method. 
· Bidding analysis and selection process is relatively easily. 
· Contractor will maximize its production and performance. 
This type of contract however has its limitations such as; 
· It presents higher risk to contractor. 
· Changes are difficult to quantify. 
· The Owner might reject change order requests. 
· The project needs to be designed completely before the commencement of      activities. 
· The construction progress could take longer than other contracting alternatives. 
· Contractor will select its own means and methods. 
· Higher contract prices that could cover unforeseen conditions. 

IV.     What is a cost plus percentage of cost contract? 
In construction, a method of payment to a contractor in which an additional amount of money, expressed as a percentage, is paid by the client that is designated to cover the contractor's overhead costs. When paid as a predetermined profit, the client will usually require a strict accounting of expenses.
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A compensation method for a construction project, in which the contractor is paid a specified percentage over and above construction costs. This percentage may be pure profit to the contractor, or it may be the contractor's gross compensation from which must be paid general overhead expenses such as clerical help, phone lines, and general business insurance. It is important to determine the difference, because if the contractor expects the percentage to be pure profit, then normal business operating expenses will have to be accounted for somewhere in the construction contract as expenses
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V.       How will you select the type of contract for a construction work?
The type of contract selected is normally the function of the owner who usually depends on the design engineer to furnish recommendations so he can base his final decision. It is important the owner and engineer keep an open mind when j making the decision differences between competitive bid and negotiated contracts.
A competitive bid contract is a conventional business transaction in which the owner takes his chances in an open market environment. He agrees to pay a specific price for product that ensures he gets what is prescribed in the contract. It is also beneficial to the owner to adopt a competitive bid contract when time allows so he can work out the plans and specifications in detail, therefore minimising costly changes and additional work at a later date.
When a competitive bid contract is selected, a decision must then be made between the lump sum and unit price types.
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Normally a lump sum contract is used for building construction, equipment and machinery. The unit price version is used for most kinds of engineering construction, such as bridges, dams, highways and foundations. An exception to these rule is when the construction work is to be performed in remote and primitive areas. For these conditions an incentive type contract should be specified.
In negotiated contracts the owner and the contractor are partners with a common objective, namely, to complete the work in accordance with the owner's requirements as quickly and as economically as possible. In this case importance is on the control of expenditures, which are reimbursable to the contractor, as well as on inspection and supervision of his workmanship. 
A negotiated contract will be designated when it is necessary to begin work before completion of detailed plans and specifications, thus assuring earlier completion of the work (when the requirements of the project in the early phase cannot be determined accurately or when the nature of the project is such that an accurate estimate cannot made for bidding purposes). When a decision has been made between a competitive bid and a negotiated contract, an analysis of the unique features of the project will usually determine which contract should be implemented.

VI.      What are insurance contracts?    
There are many risks in any construction project. The majority of these risks are usually assumed (and priced) by the contractor during the construction phase, who typically covers this exposure by taking out various insurance policies. 
     The most common forms of insurance under a construction contract include;
1. All risks insurance – This insures against physical damage to the works (and usually materials on site).  All risks insurance typically covers the full reinstatement value of the works plus a mark-up for any ancillary costs (such as consultancy and professional fees) that are incurred.    
2. Professional indemnity insurance – This insures contractors with design responsibility (i.e. under design and build contracts) against liability arising out of professional negligence and will respond if, for example, designs do not comply with the requirements of the underlying construction contract (although it is not uncommon for professional indemnity insurance to exclude cover for “fitness for purpose” warranties).  
Professional indemnity insurance is also the most important insurance policy that design consultants (such as architects and engineers) are required to have in place.
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3. Public liability insurance  – This provides cover for liability arising out of death or personal injury to third parties (but not the contractor’s employees, who should be covered by worker’s compensation insurance) or damage to property belonging to third parties (but not the works, which is covered by the all risks insurance) prior to the works being taken over.
4. Workers’ compensation insurance - This insures the contractor against liability for the death or personal injury to its employees (usually on site) when performing the works.
5. Decennial liability insurance – The contractor (and supervising architect) are jointly liable to the employer for a period of 10 years (from the date the works are taken over) for any defect that threatens the safety or stability of the building or if the building suffers a total or partial collapse. Decennial liability cannot be contractually excluded and contractors often take out insurance against this liability.  Similar decennial liability regimes apply in most other Middle Eastern jurisdictions.  
6. Delay in start-up insurance (DSU)   -  Unless the contractor is entitled to relief under the contract, contractors are customarily required to pay liquidated damages to the employer if the works are not taken over by the date for completion or, depending on the nature of the works, fail to satisfy specified output criteria. 
However, liquidated damages are customarily capped at 10% of the contract price. Caps of this nature may mean that the employer is not fully compensated for any loss suffered and even though caps on delay damages can sometimes be set aside (and damages reassessed so that they correspond with the actual loss suffered), this can be a slow, uncertain and expensive process.   
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Apart from the basic requirement to take out and maintain insurance policies, other important ancillary issues regarding insurance include:
The drafting of insurance clauses usually requires a contractors to “warrant” (or, in other words, guarantee) that it has satisfied all the requirements imposed by the construction contract. As such, these requirements cannot be taken lightly and may result in an inadvertent (and serious) breach of contract if they are not adhered to. It is therefore important that, prior to executing a contract, each party:
· Ensures that it understands the extent of its insurance obligations;
· Makes sure that the insurance requirements are reviewed by its legal advisor to ensure that they are consistent with the underlying obligations under the contract and confirm with market norms;
· Confirms with its insurance advisor that the insurance requirements under the contract can be accommodated by the relevant insurance policies (and also determines any cost implications); and 
· Checks that any necessary amendments are made to the relevant insurance policies to ensure that the contractually agreed insurance requirements are adequately reflected.

2.   "A particular type of contract is normally suitable for a particular situation." comment and describe with suitable examples.                                                                                        (6)  
While construction contracts serve as a means of pricing construction, they also structure the allocation of risk to the various parties involved. The owner has the sole power to decide what type of contract should be used for a specific facility to be constructed and to set forth the terms in a contractual agreement. It is important to understand the risks of the contractors associated with different types of construction contracts. 
In a lump sum contract, the owner has essentially assigned all the risk to the contractor, who in turn can be expected to ask for a higher mark up in order to take care of unforeseen contingencies. Beside the fixed lump sum price, other commitments are often made by the contractor in the form of submittals such as a specific schedule, the management reporting system or a quality control program. If the actual cost of the project is underestimated, the cost will reduce the contractor's profit by that amount. An overestimate has an opposite effect, but may reduce the chance of being a low bidder for the project. 
In a unit price contract, the risk of inaccurate estimation of uncertain quantities for some key tasks has been removed from the contractor. However, some contractors may submit an "unbalanced bid" when it discovers large discrepancies between its estimates and the owner's estimates of these quantities. Depending on the confidence of the contractor on its own estimates and its propensity on risk, a contractor can slightly raise the unit prices on the underestimated tasks while lowering the unit prices on other tasks. If the contractor is correct in its assessment, it can increase its profit substantially since the payment is made on the actual quantities of tasks; and if the reverse is true, it can lose on this basis. Furthermore, the owner may disqualify a contractor if the bid appears to be heavily unbalanced. To the extent that an underestimate or overestimate is caused by changes in the quantities of work, neither error will affect the contractor's profit beyond the mark up in the unit prices. 
[image: contract2] For certain types of construction involving new technology or extremely pressing needs, the owner is sometimes forced to assume all risks of cost overruns. These are known as cost plus fixed percentage contracts and the contractor will receive the actual direct job cost plus a fixed percentage, and have little incentive to reduce job cost. Furthermore, if there are pressing needs to complete the project, overtime payments to workers are common and will further increase the job cost. Unless there are compelling reasons the owner should not use this type of contract. 
Under a cost plus fixed fee type of contract, the contractor will receive the actual direct job cost plus a fixed fee, and will have some incentive to complete the job quickly since its fee is fixed regardless of the duration of the project. However, the owner still assumes the risks of direct job cost overrun while the contractor may risk the erosion of its profits if the project is dragged on beyond the expected time. 
For a cost plus variable percentage contract, the contractor agrees to a penalty if the actual cost exceeds the estimated job cost, or a reward if the actual cost is below the estimated job cost. In return for taking the risk on its own estimate, the contractor is allowed a variable percentage of the direct job-cost for its fee. Furthermore, the project duration is usually specified and the contractor must abide by the deadline for completion. This type of contract allocates considerable risk for cost overruns to the owner, but also provides incentives to contractors to reduce costs as much as possible. 
Another form of contract is the target estimate contract which specifies a penalty or reward to a contractor, depending on whether the actual cost is greater than or less than the contractor's estimated direct job cost. Usually, the percentages of savings or overrun to be shared by the owner and the contractor are predetermined and the project duration is specified in the contract. Bonuses or penalties may be stipulated for different project completion dates. 
When the project scope is well defined, an owner may choose to ask the contractor to take all the risks, both in terms of actual project cost and project time. Therefore a guaranteed maximum cost contract is best used so that any work change orders from the owner must be extremely minor if at all, since performance specifications are provided to the owner at the outset of construction. The owner and the contractor agree to a project cost guaranteed by the contractor as maximum. There may be or may not be additional provisions to share any savings if any in the contract. This type of contract is particularly suitable for turnkey operation. 
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