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The construction industry,
perhaps more than any
other, uses standard form
contracts. Organizations
like the American Institute
of Architects (AIA); Con-
sensusDocs, a coalition of
industry groups; and the
Engineers Joint Contract
Documents Committee
(EJCDC) sell these form
contracts to owners, contractors, design professionals,
and others, which in turn use them either as-is or, more
often, with modifications.

The “family” of contracts sold by these organizations
typically includes construction prime contracts and sub-
contracts, design contracts and subconsultant agreements,
design-build contracts, and others. Construction prime
contracts and subcontracts are widely used in the industry.

The advantages of using these form contracts are ob-
vious. They provide consistency within an organization.
In many instances, their provisions have been time-test-
ed and ambiguities eliminated, or at least mitigated, by
appellate court decisions. They are efficient, reducing the
need to “reinvent the wheel” for every project. This is es-
pecially true where the project participants use multiple
contracts from the same “family,” e.g., the owner—prime
contractor, prime contractor—subcontractor,
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owner-designer, designer-subconsultant, and so forth,
agreements for the project are all forms from the same or-
ganization; when they do that, there is built-in consisten-
cy of most, if not all, key contract terms.

They also have some obvious disadvantages. There is
a tendency for parties to resist modification or customiza-
tion of their form contracts and to rely on those forms
without examination of whether they are truly in their or
the project’s best interest on a particular job. No form
contract fits every project and party. Without careful re-
view and modification, these form contracts will not
serve the parties’ or the project’s interests. They may be
legally unenforceable, in whole or in part. No form con-
tract fits every jurisdiction’s legal and regulatory require-
ments, and most, if not all, jurisdictions will have some
requirements or prohibitions that merit modification of
any form contract.

This article discusses particular issues raised by use of
form construction subcontracts on state and local public
projects. Many prime contractors use these form subcon-
tracts on all of their projects, including those for public
entity owners. There are special risks in doing so. Unlike
commercial owners, public owners rarely (if ever) use
form prime contracts. This means that, where the prime
contractor and subcontractor use a form subcontract,
they will not enjoy one of the key advantages of doing
so—built-in consistency of terms with the family of
agreements for the project.

Most Commonly Used Form Construction Subcontracts
Many prime contractors and their subcontractors use form

subcontracts from AIA, ConsensusDocs, and EJCDC.
continued on page 3
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FORM CONSTRUCTION SUBCONTRACTS

continued from page 1

The AIA released AIA Document A401-2017, Standard
Form of Agreement Between Contractor and Subcontrac-
tor, in 2017, replacing the A401-2007. ConsensusDocs re-
leased the ConsensusDocs 750, Standard Agreement Be-
tween Contractor and Subcontractor, in 2011 and issued
the current, revised edition in 2016. The EJCDC last re-
vised its Construction (Owner-Contractor) family of doc-
uments in 2013, a.k.a. the “2013 C-Series,” adding a new
form subcontract, the C-523, Subcontract.

Common Issues
While jurisdictions have their own unique or at least un-
common idiosyncrasies, many major issues are common to
subcontracting on most public projects. Common issues
that should be included in reviewing form subcontracts for
use on public projects include incorporation of the prime
contract and flow-down clauses; the public owner’s consent
or prequalification requirements;! price and costs; payment
and invoicing, including prompt payment, the duty to con-
tinue work, and certifications; changes and claims, includ-
ing pass-through claims; schedule and delays; differing site
conditions; limitations of liability and waivers of conse-
quential and other extra-contractual damages; indemnity,
insurance, and bonds; warranties; prevailing wage and proj-
ect labor agreements; terminations; disadvantaged business
entity (DBE) requirements; product substitutions (“or
equals”); licensure (i.e., when the subcontractor must be
properly licensed); procurement integrity and conflicts of
interest; disputes, including joinder, choice of venue, alter-
native dispute resolution (ADR), and prevailing party at-
torneys’ fees; public records; and choice of law. Most, if not
all, of these issues may impact the prime contractor—sub-
contractor relationship differently on public projects than
they do on private works.

Two prominent examples—payment and invoicing
and terminations—are discussed in detail below.

Payment and Invoicing

While the terms affecting how and when the subcon-
tractor is paid for its work will generally be set forth in
the subcontract agreement with the prime contractor,
on public projects, the interpretation and enforceability
of these subcontract provisions will often be limited by
the laws of the state and even locality in which the work
is being performed, such as prompt payment statutes and
other statutory remedies such as payment bond and stop
payment claims.

Payment Timing: Prompt Payment

When payment for work will be made is a key clause in
any contract, especially a construction contract. Con-
struction subcontracts typically specify an amount of
time in which payment is due from the prime contractor
to the subcontractor, conditioned on the subcontractor’s

satisfactory performance and submission of required doc-
umentation and the prime contractor’s receipt of pay-
ment from the owner or passage of a reasonable amount
of time. As described below, these provisions may not
meet prompt payment law requirements applicable to
state and local public projects in some jurisdictions. As
those prompt payment requirements will usually be in-
corporated in the public owner’s prime contract and
flowed down to the subcontract, where they are incon-
sistent with the form subcontract’s payment provisions,
they will create a conflict. Form subcontracts should be
modified to avoid this.

For example, the AIA A401-2017, at Article 11, §§ 11.1
and 11.1.3, requires the prime contractor to make prog-
ress payments “no later than seven working days after the
Contractor receives payment from the Owner” (emphasis
added). Likewise, at §§ 11.3 and 11.3.1, it requires the
prime contractor to “pay the Subcontractor within seven
days after receipt of payment from the Owner . ..” (em-
phasis added). The form does not provide a penalty for
the prime contractor’s late payment.

The ConsensusDocs 750, at Article 8, §§ 8.2 and
8.2.5, requires the prime contractor to make progress
payments to the subcontractor “no later than seven (7)
Days after receipt by Constructor of payment from
Owner for the Subcontract Work” (emphasis added).
Likewise, Article 8, §§ 8.3 and 8.3.3, requires the prime
contractor to make final payment to the subcontractor
“within seven (7) Days after receipt by Constructor of
final payment from Owner for such Subcontract Work”
(emphasis added). The form does not provide a penalty
for the prime contractor’s late payment beyond normal
interest, Article 8, § 8.4 (“Progress payments or final pay-
ment due and unpaid under this Agreement shall bear
interest from the date payment is due at the prevailing
statutory rate at the place of the Project”), although it
does allow the subcontractor to stop work, §§ 8.2 and
8.2.6 (discussed further below).

The EJCDC C-523, at Article 5, § 5.01.C (progress
payments), and Article 6, § 6.01 (final payment), requires
the prime contractor to pay the subcontractor within 10
days after the prime contractor’s receipt of payment from
the owner.

Numerous jurisdictions have prompt payment statutes
that require contractors and subcontractors to pay their
subcontractors within a specified time period of receiving
payment from the public owner, or face penalties.” In Arizo-
na, for example, subcontractors must be paid within seven
days.’ The penalty is one percent per month “or a fraction of
the month” on the unpaid balance:* Some jurisdictions also
provide for the recovery of attorneys’ fees in any action to
recover the unpaid amounts.” However, some statutes pro-
vide that penalties shall not be due when there is a good
faith dispute as to whether payment is owing.®

The form subcontract provisions described above do
not satisfy prompt payment laws applicable to state and
local public projects in many jurisdictions. None of them
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provide for the interest penalties common to such laws,
so to the extent such penalties apply, they should be in-
corporated into the subcontract, e.g., through a specific
flow-down provision. The AIA A401-2017 provisions also
may not meet prompt payment requirements where state
or local law requires payment within seven calendar
days, rather than seven business/work days. The Consen-
susDocs 750 provisions’ seven-day payment requirement,
defining days as calendar days (Article 2, § 2.6.3), likely
meets most, if not all, jurisdictions’ requirements; the
EJCDC C-523 provisions’ 10-day payment requirement
likely does not.

Nonpayment/Duty to Continue Working

Prime contracts for public construction often expressly re-
quire the prime contractor to continue performing, even
if it contends it is not being paid. To the extent that the
form subcontracts do not mirror this requirement and

Numerous jurisdictions have prompt
payment statutes that require
contractors and subcontractors to pay
their subcontractors within a specified
time period of receiving payment from
the public owner, or face penalties.

likewise require the subcontractor to keep working, they
may put the prime contractor in a very difficult position—
pay its subcontractors when it has not yet been paid or risk
the subcontractor walking off the job and putting the
prime contractor in default of its contract with the owner.

The AIA A401-2017, at Article 4, § 4.8, provides that,
if the prime contractor fails to pay the subcontractor on
time, through no fault of the subcontractor, then “the
Subcontractor may, without prejudice to any other avail-
able remedies, upon seven additional days’ notice to the
Contractor, stop the Work of this Subcontract until pay-
ment of the amount owing has been received.” Article 7,
§ 7.1, further allows the subcontractor to terminate the
subcontract “for nonpayment of amounts due under this
Subcontract for 60 days or longer.”

ConsensusDocs 750 provides one provision that pro-
hibits the subcontractor from stopping work while a dis-
pute is pending—Article 11, § 11.1 (“Subcontractor shall
continue the Subcontract Work and maintain the Prog-
ress Schedule during any dispute mitigation or resolution
procedure”)—but several others expressly permit the
subcontractor to stop work for nonpayment by the prime
contractor. Specifically, Article 8, §§ 8.2 and 8.2.6,
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provides: “If Constructor has received payment from
Owner and if for any reason not the fault of Subcontrac-
tor, Subcontractor does not receive a progress payment
from Constructor within seven (7) Days after the date
such payment is due, as defined in the subsection imme-
diately above, or, if Constructor has failed to pay Sub-
contractor within a reasonable time for the Subcontract
Work satisfactorily performed, Subcontractor, upon giv-
ing seven (7) Days’ written notice to Constructor, and
without prejudice to and in addition to any other legal
remedies, may stop work until payment of the full
amount owing to Subcontractor has been received.” It
further provides, at Article 10, § 10.8, that the subcon-
tractor may, upon seven days’ written notice, terminate
the subcontract if work has been stopped for 30 days “be-
cause Subcontractor has not received progress pay-
ments.” See also Article 7, § 7.7 (the subcontractor may
stop work unless and until the prime contractor issues “a
Subcontract Change Order” or “written instructions” in
accordance with other applicable subcontract
provisions).

Under the EJCDC C-523, at Article 11, § 11.05, “if a pay-
ment owed to Subcontractor is more than 30 days past due,”
the subcontractor may stop work upon seven days’ written
notice, and it may also elect to terminate the subcontract.

Many prime contracts for public contracts require the
prime contractor to keep working pending any dispute
regarding a delay in payment. On those projects, prime
contractors using the above form subcontracts should
modify them to make sure that, if they must keep work-
ing, so must their subcontractors.

Remedies and Waivers

Because mechanics’ liens are generally not available on
public projects, all states and many localities have creat-
ed alternative statutory remedies subcontractors may use
to enforce prime contractors’ payment obligations. All
states have enacted some form of “little Miller Acts,”
providing certain subcontractors and suppliers a remedy
for nonpayment through payment bonds.” Some juris-
dictions also have enacted statutes providing subcon-
tractors and suppliers with a “stop notice” or “stop pay-
ment notice” remedy.® Finally, several jurisdictions
permit a subcontractor or supplier to lien funds held by
public owners under contracts for public improvements,
effectively stopping notices under a different name.’ Par-
ties using form subcontracts for public projects should
check those agreements against the applicable payment
remedies under applicable state and local laws and con-
form their agreements to those laws.

The AIA A401-2017, at Article 12, §§ 12.2 and 12.3.2, re-
quires the prime contractor to provide to the subcontractor
upon written request a copy of any payment bond it ob-
tained for the project; it does not require the prime contrac-
tor to provide a copy if required by law but not requested by
the subcontractor (compare Article 3, § 3.3.6). Article 11, §§
11.1 and 11.1.1, specifies that the subcontract does not
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“require money to be placed in a separate account and not
commingled with money of the Contractor or Subcontrac-
tor,” “create any fiduciary liability or tort liability on the part
of the Contractor or Subcontractor for breach of trust,” or
“entitle any person or entity to an award of punitive damag-
es against the Contractor or Subcontractor for breach of the
requirements of this provision.” The form does not mention
stop notice or stop payment notices.

The ConsensusDocs 750, at Article 9, § 9.3.4, requires
the prime contractor to indicate whether it has provided
a payment bond to the owner and, at Article 4, § 4.6, re-
quires the prime contractor to provide to the subcontrac-
tor a copy of its payment bond on the project “upon the
Subcontract Work commencing.” Article 8, § 8.6, re-
quires that “payments received by Constructor for the
Subcontract Work shall be dedicated to payment to Sub-
contractor” but states, “[n]othing in this section creates a
fiduciary duty on the Parties, nor creates any tort cause of
action or liability for breach of trust, punitive damages,
or other equitable remedy or liability for alleged breach.”

The EJCDC C-523, at Article 10, § 10.011, requires
the prime contractor, upon request, to provide a copy of
the payment bond to the subcontractor.

Many jurisdictions have also enacted statutes providing
subcontractors and suppliers with a stop notice remedy. A
“stop notice” is also referred to in some jurisdictions as a
“lien on funds” or, in California, a “stop payment notice.
Unlike mechanic’s liens, which provide subcontractors
and suppliers with an interest in real property, these claims
are a security interest in construction funds.!! As creatures
of statute, in order to establish a valid payment bond or
stop notice claim, a claimant typically must strictly follow
any and all procedural requirements, which vary substan-
tially from state to state. None of the form subcontracts
above require the prime contractor to provide information
the subcontractor may need to enforce its stop notice
rights in jurisdictions offering this remedy. Compare the
AIA A401-2017, at Article 3, § 3.3.6 (requiring prime con-
tractor to do so for mechanic’s liens).

While a payment bond may suffice to protect a claim-
ant on some projects, stop notices can add additional secu-
rity and leverage for claimants in states with this remedy.
For instance, the claimant circumvents typical privity re-
quirements for contract lawsuits and is able to assert a di-
rect right of action against a public owner that disburses
funds after the claimant perfects a stop notice against the
funds. To the extent that provisions in the form subcon-
tracts discussed above require the subcontractor to direct
all communications to the prime contractor, such as the
ConsensusDocs 750, at Article 3, § 3.6, those provisions
likely will not be enforceable to prevent the subcontractor
from pursuing available stop payment rights. Likewise,
provisions limiting direct subcontractor claims against the
owner will not preclude stop notice claims.?

Furthermore, on public projects, the stop notice may
provide the only true source of recovery when the public
body fails to require a payment bond from the general

1”10

contractor.” However, the owner is only required to hold
funds that are currently in its possession. Thus, if the
amount of the stop notice exceeds the remaining contract
balance or contract funds being held by the owner at the
time of perfecting the stop notice, there will be insufficient
funds to make the subcontractor whole. In all events, a
subcontractor or supplier is well advised to ensure that it
strictly and timely complies with its jurisdiction’s proce-
dural requirements before all project funds are disbursed.

Other jurisdictions provide effectively a similar reme-
dy by permitting a subcontractor or supplier to lien funds
held by public owners under contracts for public im-
provements.'* For example, under the New York lien law,
a subcontractor can assert lien rights against funds held
by state or local contracting authorities."” The claimant
must file a notice of lien within 30 days of the project’s
completion with the head of the department or bureau
having charge of the construction and the comptroller of
the state or other person having responsibility for dis-
bursement of funds.'® A copy must be served upon the
general contractor or any other higher-tier subcontrac-
tor.”” The lien is generally valid for one year, in which
time the claimant may petition to enforce the lien.'®

While New York permits a claimant broad rights to lien
any project funds held by any public body at the time that
notice is received, other jurisdictions limit liens on funds
for public projects. For instance, in New Jersey, a claimant
can lien funds held by local public bodies but not funds
held by the state or state departments or authorities.” In
Washington, the claimant is limited to asserting a lien on
the retainage withheld by the public owner, not to exceed
five percent of the contract price.” In general, the require-
ments to lien public funds differ substantially from juris-
diction to jurisdiction, and typically differ from the re-
quirements for perfecting a lien on a private project.

In these constructive trust jurisdictions, the limita-
tions in the above form subcontracts purporting to pre-
vent creation of trust protections on owner funds paid to
the prime contractor for subcontract work (e.g., AIA
A401-2017, Article 11, §§ 11.1 and 11.1.1; ConsensusDocs
750, Article 8, § 8.6) may not be enforceable.

Invoicing/Certifications

Many public owners require, as a condition of paying a
prime contractor under a construction contract, that the
prime contractor certify in each pay application that it
has applied prior payments to pay subcontractors and
suppliers and will do the same with the current payment.
While not as common, some public owners require that
the prime contractor obtain similar certifications from
its subcontractors regarding payment of second-tier sub-
contractors and suppliers.

The AIA A401-2017, at Article 4, § 4.2.6, requires for
progress payments that the subcontractor “furnish satis-
factory evidence, when requested by the Contractor, to
verify compliance with” requirements that it “pay for all
materials, equipment, and labor used in connection with
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the performance of this Subcontract” for previous pay-
ments received from the prime contractor. Article 11, §§
11.3 and 11.3.2, likewise requires for final payment that
the subcontractor upon request submit similar evidence.

The ConsensusDocs 750 requires, at Article 8, §
8.3.2(a), that the subcontractor’s application for final pay-
ment include “[a]n affidavit that all payrolls, bills for ma-
terials and equipment, and other indebtedness connect-
ed with the Subcontract Work have been paid, satisfied,
or are to be paid with the proceeds of final payment, so as
to not encumber Owner’s property, Constructor, or Con-
structor’s surety.” It does not contain a similar require-
ment for progress payments.

The EJCDC C-523, at Article 5, § 5.01.A.3, requires that,
“[bleginning with Subcontractor’s second progress payment
application, each Subcontractor progress payment applica-
tion shall include a Subcontractor’s affidavit stating that all
previous progress payments received on account of the Sub-
contract Work have been paid to persons and entities pro-
viding labor, equipment, materials and services on account
of amounts received on behalf of said sub-subcontractors,
suppliers, and vendors from prior progress payment applica-
tions.” It contains a similar requirement, at Article 6, § 6.02,
for final payment: “Upon the request of Contractor, Sub-
contractor shall submit, as part of the application for final
payment, a final waiver of lien and sworn statement indicat-
ing all sub-subcontractors, suppliers, and vendors, their con-
tract amounts, and the final amounts paid to each sub-sub-
contractor, supplier, and vendor.”

The AIA A401-2017 and EJCDC C-523 require the
subcontractor to provide information that should be suf-
ficient to allow the prime contractor to make the certifi-
cations required under most public owners’ prime con-
tracts; it will require revision for those owners that
require subcontractor certifications. The ConsensusDocs
750 will likewise be sufficient for final payment but not
for progress payments and, as with the A401-2017 and
(C-523, should be revised where the prime contractor
needs certifications from its subcontractors.

Terminations

State and local government contracts typically include
provisions that permit the public agency to terminate
the contract for cause (often referred to as a “termina-
tion for default”) or without cause (often referred to as a
“termination for convenience”). Some also provide for
cancellation, which is typically a termination without
cause early in the project or for some specific, anticipat-
ed possible event (for example, a failure to obtain appro-
priations to fund the project or contractor bankruptcy).
Prime contract termination provisions do not typically
require that the prime contractor flow them down in its
subcontracts. Nevertheless, it is usually a very good idea
for the prime contractor to flow down such provisions,
albeit with revisions, and prime contractors often do so.
Industry form subcontracts vary in their approaches to
terminations and how well they do or do not match typi-
cal prime contracts for public projects.
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Terminations with Cause or “for Default”

Public construction subcontracts typically provide that
the prime contractor may terminate the subcontract for
“cause” or “default” if the subcontractor is in material
breach and, upon specified notice from the prime contrac-
tor, has failed to cure that breach. Some subcontracts, like
prime contracts, may require “notice” before termination
and an “opportunity to cure” within the notice period or
the commencement of cure where the default cannot be
cured within the cure period. Oftentimes, the notice and
opportunity to cure language could be improved to clar-
ify whether the subcontract is simply affording notice in
advance of the effectiveness of the termination, wheth-
er there is a cure period, and whether the cure plan is re-
quired and must be acceptable to the prime contractor
where a cure cannot be completed within the cure period.
Subcontract termination provisions often might benefit
from additional clarity on these points.

Many subcontracts will specify the types of breach that
justify termination for cause and therefore by definition are
material for purposes of termination. For example, the Con-
sensusDocs 750, at Article 10, §§ 10.1 and 10.1.1, provides
that the prime contractor may terminate a subcontract if
the subcontractor (1) repeatedly refuses or fails to supply suf-
ficient skilled workers or materials, (2) fails to pay its lower-
tier subcontractors or suppliers, (3) violates applicable laws,
or (4) substantially breaches the contract documents. The
EJCDC C-523, at Article 11, § 11.02.A, contains a similar
list of grounds for termination for cause. Both the Consen-
susDocs 750 and the EJCDC C-523 also include a “catch-
all” provision at the end of the list of grounds for default ter-
mination that provides that cause includes “any other
substantial or material breach”—ConsensusDocs 750, at
Article 10, § 10.1.1 (“or otherwise is guilty of a material
breach of a provision of this Agreement”); EJCDC C-523, at
Article 11, § 11.02.A 4 (“Subcontractor’s failure to perform
or otherwise to comply with a material term of the Subcon-
tract”). This approach is likely sufficient to protect the prime
contractor, as it will allow it to terminate the subcontractor
for most or all breaches that, if not promptly cured, could
subject the prime contractor to default termination by the
public owner.

The AIA A401-2017, in contrast, only provides a gen-
eral description of a subcontractor breach as a basis for a
default termination, with the only condition being that
the breach must occur “repeatedly.” See AIA A401-2017,
at Article 7, § 7.2.1 (“If the Subcontractor repeatedly fails
or neglects to carry out the Work in accordance with the
Subcontract Documents or otherwise to perform in ac-
cordance with this Subcontract . . .”). This provision may
be too narrow to protect prime contractors under many
public contracts. Many prime contracts allow the public
owner to terminate for cause where material breaches
have occurred and are not timely cured, even if those
breaches have not occurred “repeatedly.” So, if a subcon-
tractor commits a single material breach (for example, a
willful safety violation), this may give the owner grounds
to terminate the prime contractor but may not, under
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the AIA clause, give the prime contractor a termination
remedy against the subcontractor.

While some courts will not permit a default termina-
tion for any reason that is not specified in the contract
clause,” the more common approach is to allow default
termination for any material breach.?? Additional materi-
al breaches that commonly result in terminations for
cause include anticipatory repudiation and abandonment
of the contract.”? Where the subcontract does not define
what types of subcontractor breaches will be considered
material so as to justify a termination for cause, courts
will typically look to the following five factors: (1) the
amount of the benefit lost to the injured party, (2) the
adequacy of compensation to the injured party, (3) the
amount of forfeiture by the breaching party, (4) the like-
lihood that the breaching party will cure, and (5) the
breaching party’s good faith.?* A subcontractor will not
be in material breach where it substantially performed.?

Under most circumstances, prime contracts for public
projects provide that, as a condition to a default termina-
tion, the owner must provide the prime contractor with a
written cure notice a specified number of days prior to
termination. The required number of days varies. Form
subcontracts likewise require the prime contractor to
provide this type of notice to the subcontractor. The
AIA A401-2017, Article 7, 8§ 7.2 and 7.2.1, requires 10
days’ notice to terminate, though Article 3, § 3.5, allows
the prime contractor to take other remedial measures
(such as bringing in a substitute subcontractor) within
five working days. ConsensusDocs 750 provides, at Arti-
cle 10, §§ 10.1, 10.1.1, and 10.1.1.4, that, if the subcontrac-
tor (a) is in material breach, (b) is given a first written
notice and fails to commence a cure within three work
days, and (c) is given a second written notice and fails to
commence a cure within two work days, then the prime
contractor may, among other things, terminate the sub-
contract by written notice. The EJCDC C-523, at Article
11, § 11.02, permits the prime contractor, on seven days’
written notice (of default), to terminate the subcontract
for cause where (a) the subcontractor is in material
breach and fails to commence and complete curing the
breach within four and 14 days, respectively, after receipt
of the prime contractor’s notice and (b) the prime con-
tractor gives two days’ further written notice (of termina-
tion) after the 14-day period.

State courts will typically require strict compliance
with default termination notice requirements.?® Failure
to provide notice and a cure period may itself be a mate-
rial breach by the terminating party.” Where the prime
contractor provides the notice, and the subcontractor
takes sufficient action to cure, the prime contractor may
not terminate for default.?® As a result, the prime con-
tractor should make sure that the subcontract notice du-
rations are sufficiently shorter than those in the prime
contract to allow the prime contractor to remedy any de-
fault caused, in whole or in part, by any of its subcontrac-
tors before the prime contract notice period expires.

Terminations Without Cause or “for Convenience”
Convenience termination provisions are more variable
than those for cause. Prime contractors on public proj-
ects often must agree in their prime contracts to provi-
sions giving the government broad rights to terminate
without cause. These provisions typically do not require
the prime contractor to flow them down in their subcon-
tracts. Some subcontracts allow the prime contractor to
terminate for convenience, though some only where the
owner has terminated the prime contract. Failure to flow
down such provisions can create legal exposure to the
prime contractor where a public owner terminates the
prime contractor for convenience, but the prime con-
tractor has no right, or a much more limited right, to do
the same with its subcontractors.

The AIA A401-2017, at Article 7, 8§ 7.2, 7.2.2, and
7.2.2.1, provides that, “[i]f the Owner terminates the
Prime Contract for the Owner’s convenience, the Con-
tractor shall promptly deliver notice to the Subcontrac-
tor.” It does not expressly allow for subcontract termina-
tion where the owner deletes the subcontract work
through means other than a complete termination, e.g.,
through a partial termination or deductive change order.
Article 7,88 7.2, 7.2.2, and 7.2.2.2, provides that, “[ijn
case of such termination for the Owner’s convenience,
the Subcontractor shall be entitled to receive payment
for Work properly executed, costs incurred by reason of
the termination, and reasonable overhead and profit on
the Work not executed.”

ConsensusDocs 750 does not have a termination for
convenience provision per se, but it provides, at Article
10, § 104, that the prime contractor may terminate the
subcontract if the owner terminates the prime contract,
in whole or in part (if that part includes the subcontract
work). This provision does not require any default by the
subcontractor. Like the AIA subcontract, it does not ex-
pressly allow for subcontract termination where the
owner partially terminates or issues a deductive change
order eliminating the subcontractor’s scope of work. It
limits the prime contractor’s liability to the subcontrac-
tor to the amount the prime contractor may recover,
with the subcontractor’s cooperation, from the owner.
An exception is where the owner terminates the prime
contract for cause, through no fault of the subcontractor,
in which case the subcontractor may recover “its reason-
able costs arising from the termination of [the subcon-
tract], including reasonable overhead and profit on Work
not performed.” The latter recovery, of anticipatory prof-
it, is more than a prime contractor or subcontractor
would recover under most termination for convenience
provisions for public projects.?

The EJCDC C-523 provides for two types of termina-
tion without cause, i.e., in the absence of a material
breach by the subcontractor. It provides, at Article 11, §
11.03, for termination if the owner either (a) terminates
the prime contract or (b) rejects the subcontractor in ac-
cordance with the prime contract terms. As with the
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other form subcontracts described above, this form does
not expressly allow for subcontract termination where
the owner deletes the subcontract work through means
other than a complete termination. Where § 11.03 ap-
plies, the subcontractor’s recovery is limited to whatever
the prime contractor is entitled to recover from the
owner for the subcontractor’s work. The EJCDC C-523
provides, at Article 11, § 11.04, that the prime contractor
may terminate the subcontract for convenience upon
seven days’ written notice. In such cases, the subcontrac-
tor is entitled to payment for completed work and the
costs of work in progress, plus overhead and profit, and
for termination expenses, but not for anticipatory profit
on unperformed (i.e., terminated) work.

The A401-2017 only allows termination where the
subcontractor is not in material breach where the owner
has terminated the prime contract for convenience. It
states no deadline for a subcontractor to submit a termi-
nation claim to the prime contractor. Public prime con-
tracts may contain such a deadline, in which case this
could put the prime contractor in a difficult position in
which it must submit its claim to the owner before the
subcontractor submits its claim to the prime contractor.

The provisions in the AIA A401-2017 and Consensus-
Docs 750 limiting the prime contractor’s ability to termi-
nate for convenience to only where the owner has termi-
nated the prime contract will be enforced.*® If a prime
contractor is agreeable to such a limitation, it should at
least try to make it broad enough to include any action
by the owner that eliminates or reduces the subcontrac-
tor’s scope of work. This should include not only com-
plete terminations but also partial terminations, so long
as they impact the subcontractor’s work, as well as other
owner actions, such as deductive change orders issued by
the owner that delete only a portion of the subcontrac-
tor’s scope of work.

Even under broader convenience termination clauses,
like that in the EJCDC C-253, there may be limitations
on the prime contractor’s ability to terminate without
cause. Most jurisdictions prohibit convenience termina-
tions made in bad faith.” This limitation is very narrow
and difficult to prove, such that subcontractor challenges
of convenience terminations are usually unsuccessful.2
Some challenges of convenience terminations have suc-
ceeded, however, even where a bad faith standard was ap-
plied.*» Other courts have been more restrictive regard-
ing the ability to terminate for convenience, requiring a
change in circumstances to justify termination.** These
decisions are in the minority.

Once the prime contractor has effectively noticed the
termination for convenience of the subcontract, the parties
must determine the recovery to which the subcontractor is
entitled, if any. Most subcontract clauses for termination for
convenience, including those in the AIA A401-2017, at Ar-
ticle 7, 8§ 7.2, 7.2.2, and 7.2.2.2, and EJCDC C-253, at Arti-
cle 11, § 11.04, provide that, in the event of such a termina-
tion, the subcontractor is entitled to the following: (1) costs
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incurred for work performed at termination, plus a reason-
able profit (or loss) on the performed work, and (2) termina-
tion expenses. Some subcontracts, including the AIA A401-
2017, also allow recovery of anticipated profits on the
unexecuted, i.e., terminated, work. See Article 7, §§ 7.2,
7.2.2,and 7.2.2.2 (“In case of such termination for the Own-
er’s convenience, the Subcontractor shall be entitled to re-
ceive payment for Work properly executed, costs incurred by
reason of the termination, and reasonable overhead and
profit on the Work not executed”). However, because this
recovery is often not allowed under prime contracts on pub-
lic projects, this provision may put the prime contractor at
risk that it will, through no fault of its own, be required to
pay the subcontractor more than it may recover from the
owner. While the prime contractor may argue that its liabil-
ity to the subcontractor is reimbursable as a termination ex-
pense, it may be prudent to add to the subcontract language
conditioning the subcontractor’s recovery of anticipatory
profit upon the prime contractor’s recovery of that profit
from the owner. Another approach may be to limit this sub-
contractor recovery to instances in which the public owner
terminates the prime contract for default due to no fault of
the subcontractor.

Some subcontract clauses will cap or otherwise limit
the subcontractor’s recovery for a convenience termina-
tion. For example, on federal projects, regulatory require-
ments, when flowed down, provide that termination set-
tlements—exclusive of settlement expenses—may not
exceed the contract price.” The AIA A401-2017, at Arti-
cle 7, § 7.2.2.2, does not cap the subcontractor’s conve-
nience termination recovery. The ConsensusDocs 750, at
Article 10, § 10.4, limits recovery to the amount the prime
contractor recovers from the owner for the subcontractor
or, if the owner terminated the prime contractor for cause
unrelated to any fault of the subcontractor, limits recovery
to costs arising from the termination plus lost profits on
unperformed work. And the EJCDC C-253, at Article 11,
§ 11.04.B, does not allow the subcontractor’s termination
recovery to include consequential damages.

To the extent that the convenience termination recov-
ery provided in the prime contract is more restrictive than
that provided in the form subcontract, the prime contrac-
tor should consider adding similar restrictions to the sub-
contract. A general flow-down may not suffice as some
courts have refused to apply to subcontracts the recovery
limitations in the prime contract based on such provi-
sions; rather, they will only do so where the subcontract
specifically incorporates those limitations.*

Thus, prime contractors with limited recovery under
the convenience termination provisions in their prime
contracts should consider adding similar limitations to
their subcontracts, rather than relying upon general flow-
down provisions.

All Terminations in Subcontractor Listing Law Jurisdictions
In some jurisdictions, “subcontractor listing laws”
continued on page 13
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FORM CONSTRUCTION SUBCONTRACTS

continued from page 8

impose additional requirements before a prime contrac-
tor may terminate a subcontractor on a public project. In
an effort to protect subcontractors from bid shopping
and bid peddling, many state legislatures have enacted
such laws requiring contractors bidding for prime con-
tracts for public construction projects to list some or all
of the subcontractors they intend to use on those proj-
ects and restricting prime contractors’ ability to replace
their listed subcontractors.’’

A common feature of subcontractor listing laws is a
specific procedure for substituting, with the public entity’s
approval, a listed subcontractor for specified reasons such
as the subcontractor’s refusal to perform the work or the
subcontractor’s inability to perform the work due to bank-
ruptcy.®® Without these specifics, jurisdictions have found
that prime contractors have too easily been able to renege
on their commitments and replace subcontractors listed in
their bids.”

Some listing laws provide a process that must be fol-
lowed where a prime contractor proposes substitution of
a listed subcontractor.*® Ordinarily, the listed subcon-
tractor must be given notice of the proposed substitu-
tion." This enables the subcontractor to contest the re-
quest for substitution. This sort of administrative process
does not exist on private works projects and affords a sig-
nificant level of protection against losing a subcontract.

The AIA A401-2017, ConsensusDocs 750, and
EJCDC C-523 do not account for such jurisdiction-spe-
cific requirements in their termination provisions or else-
where. For subcontracts subject to these requirements, a
broad right to terminate for convenience will not be en-
forced, and these forms should be modified to specify the
statutory requirements that must be met before terminat-
ing the subcontractor.

Conclusion

Form subcontracts are useful and, for many prime con-
tractors, familiar and efficient ways of doing business.
The three discussed above—the AIA A401-2017, Con-
sensusDocs 750, and EJCDC C-253—are all carefully
and thoughtfully drafted, well-written agreements. But
each can be problematic where they do not match up
well with the prime contractor’s contract with the proj-
ect owner and/or extracontractual requirements or re-
strictions under applicable statutes, regulations, or case
law. This inconsistency commonly occurs in public con-
tracting, where public entity owners rarely if ever use
form prime contracts, so the prime contracts and sub-
contracts do not come from the same “family” of forms,
and there are many more extracontractual requirements
than apply to commercial construction projects. For all
of these reasons, prime contractors, subcontractors, and
their counsel should all apply extra care in evaluating
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and, where appropriate, modifying these forms before
entering into them for public projects. <P
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