CONSTRUCTION MANAGEMENT AND
DESIGN-BUILD/FAST TRACK
CONSTRUCTION: A SOLUTION
WHICH UNCOVERS A PROBLEM
FOR THE SURETY*

C. A. FOSTERT

I
INTRODUCTION

Despite the almost total absence of literature and case authority regarding
suretyship in relation to the construction manager (CM) or in the often trouble-
some context of design-build/fast track construction,' the tools of logic and anal-
ysis coupled with a knowledge of the realities of bonding allow some conclusions to
be reached that may have a significant impact on the future bonding of the CM
and the nature of performance bonds in design-build/fast track construction
projects. Thus, the purpose of this article is to disclose and discuss the inherent
difficulties encountered by the surety in bonding both the CM and the design-
build/fast track construction project.

The past decade has witnessed a prodigious growth in the utilization of con-
struction management as an organizational mechanism to improve qualitatively
the management of the construction project in order to lower costs and time to
completion and, ultimately, to produce a higher quality building.? In the process,
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1. Extensive research has not revealed any authority discussing in depth the relationship between the
surety and the CM or the problems confronted by the surety in a design-build/fast track construction
project. Indeed, a fairly exhaustive survey of legal periodicals, reported cases, books, and FORUM, the
official publication of the ABA Section of Insurance, Negligence and Compensation Law, disappointingly
disclosed no literature specifically addressing the problems presented in this article.

2. In 1982, six of the top twenty design firms received over 40% of their total revenue billings from
construction management. ENG’G NEwS-RECORD, May 13, 1982, at 2. In addition, over ten of the top
twenty construction firms obtained over 40% of their total revenue from construction management. ENG’G
NEws-RECORD, April 22, 1982, at 22; see also Hart, Construction Management—“CM For Short”"—New Name For
an Old Game, 8 FORUM 211, 216 (1972). Between 1978 and 1979 alone, ENR'’s top 400 list revealed that the
number of construction firms obtaining a significant amount of revenue from CM contracts increased from
one-fourth to one-third. Sneed, 7he Construction Manager’s Liabtlity in CONSTRUCTION LITIGATION 317, 320
(K. Cushman ed. 1980) (citing ENG’G NEwWs-RECORD, April 17, 1980, at 77-78). In the year 1979 the top
50 U.S. general contractors acting as CMs collected construction management fees in excess of
$869,700,000. /4. Additionally, the top 50 consulting engineering firms acting as CMs obtained revenues
of more than $432,300,000. ENG'G NEWS-RECORD, July 31, 1980, at 30.
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:
the CM has intruded upon some of the design/inspection functions of the architect
and has usurped a substantial part of the traditional managerial function of the
general contractor. Notwithstanding this radical realignment of respective func-
tional roles and the glaring absence of authority interpreting the legal conse-
quences thereof, the owner has continued to accept the asserted virtues of the CM,
as is evidenced by the increased application of construction management in the
face of significant skepticism from the ranks of general contractors and architects.?
Likewise, despite the lack of any consensus as to the desirability of design-
build/fast track construction, many owners, having found the surface appeal of
such a construction method overwhelming, calmly proceeded to adopt it, without
recognizing the intrinsic dangers and problems that design-build/fast track con-
struction necessarily raises for the surety and the owner alike.*

From the lonely perspective of the surety, the CM raises at least as many
problems as he purportedly solves. Similarly, the deeply rooted bonding problems
innate to design-build/fast track construction raise serious questions and concerns
about the realistic bondability and consequent viability of such a construction
approach. Thus, these two creative concepts in construction present consequential
problems of bonding to the surety that the remainder of the construction industry
has, apparently, failed adequately to recognize. Accordingly, the surety now
comes forward to be heard. This article will, therefore, review the desirability of
construction management and design-build/fast track construction from the dif-
ferent perspective of the surety by evaluating them in light of his goals—max-
imization of profit and minimization of risk.

II
DEFINITION AND FUNCTION OF A SURETY

A. The Specific Purpose of a Surety Bond in a Construction Project

The essential function of a surety bond is to guarantee the performance of

3. One general contractor has expressed his skepticism by noting that, “[tJhey said the architect was
not efficient, but all of a sudden this new guy [CM] is supposed to be efficient. Well, I don’t think he will
be any better than the architect. In many cases, I think he will be worse.” Hart, supra note 2, at 220
(quoting from Roundtable Discussion, Construction Management and GSA, CONSTRUCTOR, Nov. 1971, at 29-
33). Likewise, one experienced architect has expressed similar skepticism by declaring that, “[i]f the archi-
tect properly performs his professional duties and the general contractor adequately fulfills his dual roles of
management and coordination, there is no need to indulge in the use of construction management.” Inter-
view with R. James Robbins, Sr., Robbins & Co. Architects, Inc., Tampa, Florida (Jan. 2, 1983). Natu-
rally, the skepticism expressed by architects and general contractors alike should not cause surprise. In
fact, inasmuch as the CM arguably encroaches upon some of the traditional functions of the general con-
tractor and the architect, only a warm acceptance as opposed to loud skepticism would be sufficient reason
for surprise and bewilderment.

4. “The principal disadvantage of the fast-track approach is that an agreement between the owner
and contractor must be reached without the benefit of a complete set of contract documents. Such items as
price and time of completion may be more difficult to establish and agree upon under these circum-
stances.” Hapke, Construction Industry Contracts, 23 ST. Louis U.L.J. 249, 250 (1979). It follows quite logi-
cally that both the surety and owner are presented with the difficult problem of bonding an indeterminable
amount of risk because the total cost of the project is unknown when it is begun and the performance bond
is required. Other equally perplexing problems presented by design-build/fast track construction are dis-
cussed below. See inffa text accompanying notes 125-43.
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contractual obligations.> A surety bond is not, however, an insurance policy;
rather, it is more accurately characterized as a credit guarantee.® At least one
court has distinguished an insurance contract from a surety contract by noting
that “[i]nsurance has been defined as a contract whereby one undertakes to indem-
nify another against loss, damage or liability arising from an unknown or contin-
gent event; whereas a contract of suretyship is one to answer for the debt, default
or miscarriage of another . . . .”7 In addition, as opposed to the insurer, the
surety does not anticipate the possibility of loss even in a particular instance or
transaction.® As a consequence, the premium paid to a surety is a professional
service fee.® The surety, unlike the insurer, has the undiminished right to pursue
its principal for indemnification;'? in fact, indemnity contracts between the prin-
cipal and the surety inevitably underlie all performance bonds.!'! Insurance
merely protects an individual from an unknown risk of loss, while suretyship guar-
antees the performance of a predetermined, affirmative contractual duty.

The performance bond ordinarily incorporates by reference the terms of the
principal’s contract.!? The integrated obligation of the surety consists, therefore,
of the contract, the plans and specifications, and the bond.!3 Thus, the liability of
the surety under a performance bond is completely co-extensive with that of the
principal.'* As a logical consequence of such congruence in legal obligation, the
surety is manifestly entitled to all defenses maintainable by the principal against
claims arising from the contract, except for personal defenses such as infancy and

5. J. SWEET, LEGAL ASPECTS OF ARCHITECTURE ENGINEERING AND THE CONSTRUCTION PROCESS
§ 18.01 (1970); C.A. Foster, Suretyship § 31.2 (1982) (unpublished manuscript).

6. See J. SWEET, supra note 5, at 363, 365-67.

7. Meyer v. Building & Realty Serv. Co., 209 Ind. 125, 196 N.E. 250, 253-55 (1935); see alsc Maryland
Casualty Co. v. Hjorth, 187 Wis. 270, 202 N.W. 665 (1925); Maine Lumber Co. v. Maryland Casualty Co.,
216 A.D. 35, 214 N.Y.S. 621 (1926); Mahana v. Alexander, 88 Cal. App. 111, 263 P. 260 (1927).

8. Cross, Suretyship Is Not Insurance, 30 INs. COUNs. J. 235 (1963).

9. 1 W. FREEDMAN, RICHARDS ON INSURANCE § 35 (5th ed. 1952); see also J. SWEET, supra note 5, at
363.

10. It is fundamental that a surety, when required to pay its principal’s obligation, is entitled to
reimbursement. Ellis v. Phillips, 363 Mich. 587, 110 N.-W.2d 772 (1961); see alse CAL. Civ. CODE § 2847
(West 1983).

11. See C.A. Foster, supra note 5, at § 31.

12. One court has stated “{i]t is a fundamental rule of construction that where the contract which is
the subject of the performance bond is referred to in the latter, that the contract is to be regarded as a part
of the undertaking of the surety under the bond.” Home Indem. Co. v. F.H. Donovan Painting Co., 325
F.2d 870, 874 (8th Cir. 1963); accord Maine Bonding & Casualty Co. v. Foundation Contractors, Inc., 105
N.H. 470, 475, 202 A.2d 481, 483 (1964); Paisner v. Renaud, 102 N.H. 27, 149 A.2d 867 (1959); see also
Ruckman and Hansen, Inc. v. Contracting & Material Co., 328 F.2d 744 (7th Cir. 1964); 9 APPLEMAN
INSURANCE Law AND PRACTICE § 5276 (1941); 4 CORBIN CONTRACTS § 800 (1971); Milana, 7#%e Perform-
ance Bond and the Underlying Contract: The Bond Obligations Do Not Include All of the Contract Obligations, 12
Forum, 187, 188 (1976).

13. Milana, supra note 12, at 188.

14.  The liability of the contractor is the measure of the surety’s liability. Smith Eng’g Co. v. Rice, 102
F.2d 492 (9th Cir. 1938), cert. denied, 307 U.S. 637 (1939); Modern Brokerage Corp. v. Massachusetts
Bonding & Ins. Co., 54 F. Supp. 939 (S.D.N.Y. 1944); Dinon Terrazzo & Tile Co. v. Tom Williams Constr.
Co., 148 So. 2d 329 (La. Ct. App. 1963); Maine Bonding & Casualty Co. v. Foundation Contractors, Inc.,
105 N.H. 470, 202 A.2d 481 (1964); East Cross-Roads Center, Inc. v. Melon Stuart Co., 416 Pa. 229, 205
A.2d 865 (1965); Riley Constr. Co. v. Schillmoeller & Krofl Co., 70 Wis. 2d 900, 236 N.W.2d 195 (1975).

The liability of the subcontractor is the measure of his surety’s liability. Rocky Mountain Tool &
Mach. Co. v. Tecon Corp., 371 F.2d 589 (10th Cir. 1966); Thomas Haverty Co. v. Pacific Indem. Co., 215
Cal. 555, 11 P.2d 864 (1932); Sorenson v. Robert N. Ewing, 8 Ariz. App. 540, 448 P.2d 110 (1968).
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insanity.!> When the principal is precluded from asserting a defense, the surety is
likewise barred from affirmatively relying on it.'¢

Upon default by the principal contractor, the burden of contract performance
is transferred in toto to the surety.!” In this event, the surety may exercise
numerous options in order to discharge his liability for performance: (1) finance
the existing contractor until completion, (2) perform as a general contractor and
complete the contract himself, (3) relet the contract to a new contractor and pay
any excess cost of completion, or (4) allow the owner himself to find a new con-
tractor and pay any excess cost incurred to complete.'8

B. The Purpose of the Sure.ty in the Industry

At the macroeconomic level, the surety bond is nothing more than a mecha-
nism for spreading the risk and associated cost throughout the industry.' This
result obtains because the performance bond shifts some of the liability for error,
both negligent and nonnegligent, from the owner to the surety. With a bond, the
owner is guaranteed error-free performance of his contract, and he need look no
further than the surety for it. Moreover, the owner usually requires a performance
bond as a condition precedent to the bid or negotiation of a construction con-
tract.2 Consequently, the contractor will necessarily include the expected bond
fee in his bid for the contract, either as an included cost or, more often, as a specific
line item added to his base price for construction. It follows quite logically that
the cost of the bond is transferred to the owner,?! who in turn passes the cost on to
his building tenants, either himself or others, as the producers of goods or services.
On an industry-wide scale, the surety bond goes far to accomplish the desirable
goal of equitably spreading the risk of both nonnegligent and negligent error. As a
result, the protection and guarantee afforded by bonding allows the owner to sleep
peacefully without the distressing fear of unanticipated extra costs or prolonged
litigation.

Although the owner is not motivated by altruism, his demand for a surety
bond and the consequent spreading of risk and cost of error accomplished thereby,
rather than “point loading” it, provide a general economic benefit for the entire
construction industry. When a single entity must bear all or a disproportionately
large amount of risk, an inefficient allocation of resources results for two primary

15. Riley Constr. Co. v. Schillmoeller & Kroff Co., 70 Wis. 2d 900, 905, 236 N.W.2d 195, 198 (1975).

16. Cohen v. Mayflower Corp., 1962 Va. 1153, 1161, 86 S.E.2d 860, 866 (1955).

17. Sec Sorenson v. Robert N. Ewing, 8 Ariz. App. 540, 541, 448 P.2d 110, 111 (1968).

18. C.A. Foster, supra note 5, § 31.7.

19. Sz¢e Comment, Mississippi Law Governing Private Construction Contracts: Some Problems and Proposals, 47
Miss. LJ 437, 458 (1976). To the extent that the judgment of the surety is mistaken regarding the con-
tractor’s ability to perform and his net worth (bonding capacity), in case of default, the surety accepts some
risk insofar as he may be unable to recover from the principal the total amount of his liability to the owner
for completion of the contract. Even more important, the premium for the bond, which is ultimately
adjusted for loss experience, allows the cost for such risks eventually to be shifted from the contractor to the
owner in the form of a higher contract price, and then finally, to the tenant in the form of a higher rental
fee.

20. C.A. Foster, supra note 5.

21. M
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reasons. First, the “free-rider” problem surfaces because one individual may rely
on the risk bearing individual, who is forced to accept all the risks for a particular
activity. In the construction context, the subcontractor might rely on the con-
tractor when the liability for the entire project was point loaded at the contractor
level, rather than spread throughout the industry by bonding. Second, risk means
uncertainty, so that the greater the risk, the greater the uncertainty involved. It is
clear that the spreading of risk through bonding gives each entity a smaller
amount of risk (uncertainty); and thus decisions made by each entity should be
more accurate regarding the future than would otherwise be the case, such as
where one party is forced to accept all the risk entailed by a particular project.
Quite incidentally, therefore, the owner’s bond requirement provides a general
economic benefit to the construction industry as a whole.

Finally, in determining whether to bond the owner’s selection of the contractor,
the surety acts as a pre-screen.?? The surety will not authorize bonding until a
threshold determination has been made that a particular contractor has sufficient
bonding capacity for the project in question together with all other projects on
which the contractor is simultaneously engaged. The implicit sine qua non to the
excution of a bond is, therefore, a judgment that the contractor’s bonding capacity
and his character are sufficient to assure recovery in case of default; that judgment
should be made after examining the net worth of the contractor, the contractor’s
historical success, and the scope of the project involved.?®> The pre-screening con-
ducted by the surety is an indispensable and salutary function of bonding in con-
struction. As a caveat, however, it should be noted that practical considerations
frequently intrude into this theoretical evaluation, and the surety either does not
examine the bonding capacity of the contractor or does so very inadequately.
Indeed, at least one commentator has remarked lamentably that

{t]he surety must, or should, be aware of the terms and provisions of the contract. 1 am
sure, however, that we who handle contract surety losses know full well that not too many
underwriters have ever seen the underlying contract or even know generally what it pro-
vides other than the fact that it covers the construction of some structure.?*
To be sure, the surety provides an indispensable function: spreading the risk. It is
axiomatic that without the performance guaranteed by the surety, only owners
with virtually an immeasurable net worth and a rare gambling instinct would be
inclined to accept the costly uncertainty intrinsic to construction. As a necessary

22. C.A. Foster, supra note 5, § 31.2; J. SWEET, supra note 5, at 366.
23. Milana, supra note 12, at 188. With respect to the surety’s duty of inquiry and investigation, the
courts have uniformly held
The obligee is not under an obligation to disclose to a surety information of which the surety has
knowledge readily to [sic] hand. A surety cannot ‘rest supinely, close his eyes, and fail to seek impor-
tant information’ and then seek to avoid liability under the guaranty by claiming he was not supplied
with such information.
Marine Midland Bank v. Smith, 482 F. Supp. 1279, 1287 (S.D.N.Y. 1979) (quoting Mohasco Indus. Inc. v.
Groffen Indus. Inc., 335 F. Supp. 493, 497 (§.D.N.Y. 1971)). The Supreme Court held as early as 1875 that
“[i}f the surety desires information, he must ask for it. The creditor is not bound to volunteer it. An
undisclosed prior debt will not affect the validity of the contract.” Magee v. Manhattan Life Ins. Co., 92
U.S. 93, 99 (1875). Manifestly, the duty to obtain bonding information has been placed squarely on the
surety.
24. Milana, supra note 12, at 188.
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consequence, the viewpoint of the surety regarding the CM and design-build/fast
track construction is of great concern to those who are either intentionally or reluc-
tantly woven into the immense and complex patchwork of the construction
industry.

With the purpose of the surety now in mind, it is necessary to review tradi-
tional construction contract alignments and the position of the surety therein, to
demonstrate the differences and problems inherent with the introduction of the
agency CM and design-build/fast track construction.

111
TRADITIONAL CONSTRUCTION CONTRACT ALIGNMENTS

A. Owner-Architect

The first element of the traditional construction contract alignment is a con-
tract between the owner and the architect. This contract is frequently based on
standard forms prepared by the American Institute of Architects (AIA)?> and
“typically makes the architect the agent of the owner and defines the specific
responsibilities of the architect during the design and construction of a given
project.”’26

Under this contract, the architect obligates himself to develop a schematic
design based on the owner’s needs and budget.?” In accordance with this sche-
matic design, the architect prepares design documents for the entire project.?®. He
next proceeds to develop construction documents setting out project specifications
as well as bidding and regulatory information.?® Based upon the construction doc-
uments, the architect assists the owner in obtaining bids and awarding the con-
tracts for construction.3® Thereafter, the architect begins perhaps the largest part
of his job by assuming responsibility for the administration of the construction
contract entered into by the owner,3! including: the responsiblity to visit the pro-
ject at intervals “to become generally familiar with the progress and quality of the
work,”’3? the task of certifying payments to the contractor,3? the role of interpreting
the contract documents,3* the authority to reject nonconforming work,3> and the

25. Telephone interview with Dale R. Ellickson, Director of Documents, American Institute of Archi-
tects, Washington, D.C. (Jan. 5, 1983). Mr. Ellickson stated that AIA documents are “extensively used” in
the private sector of the construction industry.

26. Note, The Roles of Architect and Contractor in Construction Management, 6 U. MICH. J.L. REF., 447, 449
(1973). See generally American Institute of Architects, Standard Form Agreement Between Owner and
Architect, Doc. B141 (July 1977) [hereinafter cited as AIA Owner-Architect Agreement], reprinted in H.M.
HoHns, DEsk Book oF CONSTRUCTION CONTRACT Law — WITH FOrMs 184 (1981).

27. AIA Owner-Architect Agreement, supra note 26, art. 1.1.

28. /[d art. 1.2.2.

29. /M art. 1.3

30. /4 art 14.1.

31. /d art. 1.5.2.

32. /d art. 1.5.4.

33. /d arts. 1.5.7, 1.5.8.

34. /d arts. 1.5.1, 1.5.9.

35. /Jd. art. 1.5.12.
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task of determining final and substantial completion.36

Despite the architect’s wide variety of functions, his two overriding roles in the
traditional contract model are that of design professional, a role in which the
architect provides the owner with the product-design documents, and of agent for
the owner in the construction phase of the project. In the latter role, the architect
is primarily providing the owner with a service, employing his expertise and
knowledge to evaluate the progress and quality of construction on the project.
The architect is generally compensated for both functions on a fee basis.3’

B. Owner-Contractor

The next addition to the traditional alignment is the general contractor who,
having been normally selected on the basis of his low bid or negotiated price on
the project, contracts directly with the owner.3® In the typical form of contract
between owner and general contractor, the latter agrees to construct the project for
a stipulated sum.3° In this contractual arrangement, the entrepreneurial risk and
benefits are placed upon the general contractor. He has given his price; if he com-
pletes the project for more or less, he absorbs the corresponding loss or profit.
With respect to payment of the stipulated sum, the owner typically agrees to var-
ious progress payments when different stages of the work are completed,*® as well
as a final payment when the project is complete.*!

In this traditional contract alignment, the general contractor is saddled with
both management and production responsibilities. These dual obligations are best
illlustrated in AIA Document A201, General Conditions of the Contract for Con-
struction (General Conditions), which states: “[T]he Contractor shall supervise
and direct the Work . . . . He shall be solely responsible for all construction
means, methods, techniques, sequences and procedures and for coordinating all
portions of the Work under the Contract.”#2 The General Conditions further rein-
force the general contractor’s management duties by placing upon him the obliga-
tion to keep “a competent superintendent . . . in attendance at the Project site”*3
and to prepare a proper schedule providing for “‘expeditious and practicable exe-
cution of the Work.”’#

While general contractors often perform at least a portion of the actual con-
struction work with their own labor and supplies, the vast majority of the work
done on a project site is undertaken by various subcontractors who contract

36. /d art. 1.5.15.

37. See J. SWEET, supra note 5, at 104.

38. American Institute of Architects, Standard Form Agreement Between Owner and Contractor
(stipulated sum), Doc. A101 (June 1977) [hereinafter cited as AIA Owner-Contractor Agreement], reprinted
i K. COHLER, CONSTRUCTION CONTRACTS 307 (1979).

39. X
40. /d art. 5.
41. /d art 6.

42. American Institute of Architects, General Conditions of the Contract for Construction, Doc.
A201, art. 4.3.1 [hereinafier cited as AIA General Conditions), reprinted in K. COHLER, supra note 38, at 311.

43. /d art. 49.1.

44, /d art. 4.10.1.
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directly with the general contractor.*> It is in directing the subcontractors, espe-
cially in scheduling and coordinating their work, that the general contractor
encounters his heaviest managerial burden.

C. The Surety and the Traditional Contract Alignment

To obtain further assurance that a general contractor’s obligations on a project
will be properly performed, owners turn to the surety’s bond as an effective means
of risk shifting. On the benefits of bonding, one commentator has stated:

Both in theory and in practice, the use of bonding in . . . construction contracts is highly
advantageous. The bond affords maximum protection to the owner for contract comple-
tion . . . . In addition, it causes little difficulty to the conscientious prime contractor who

. . completes his contract since the additional costs involved are passed on to the owner.*6

In the traditional contract alignment, sureties typically write four kinds of
bonds: first, a performance bond guaranteeing the performance of the general
contractor’s contract with the owner;*” second, a payment bond guaranteeing the
general contractor’s obligation to pay his workmen, subcontractors, and suppliers
for labor and materials used in the performance of his contract with the owner;*®
third, a series of performance bonds guaranteeing the subcontractors’ performance
and their contracts with the general contractor; and finally, payment bonds guar-
anteeing that various subcontractors will pay for all materials and labor used in
the performance of their contracts with the general contractor.*® Irrespective of
the type of bond, the surety’s bond is a guarantee of the underlying contract. The
penal amount of the bond is based on the contract price.

Focusing on the performance bond guaranteeing the general contractor’s con-
tract with the owner, the surety is bonding both the general contractor’s manage-
ment and production duties under the contract. The bond is for performance of
the contract,®® ‘and the general contractor’s performance includes both of these
responsibilities.>!

As previously mentioned,?2 upon a default by the general contractor, the surety
may (1) step in and complete the contract; or (2) allow the owner to contract with
another contractor and make available to the owner “sufficient funds to pay the
cost of completion less the balance of the contract price, but not exceeding” the

45, [d art. 5.1.1; see also Executive House Building Inc. v. Demarest, 248 So. 2d 405, 411 (La. Ct. App.
1971).

46. Comment, supra note 19, at 458.

47. American Institute of Architects, Performance Bond, Doc. A311 (Feb. 1970) [hereinafter cited as
AIA Performance Bond], reprinted in H. HAUF, BUILDING CONTRACTS FOR DESIGN AND CONSTRUCTION
191 (1976).

48. American Institute of Architects, Labor and Material Bond, Doc. A311 (Feb. 1970) [hereinafter
cited as AIA Labor and Material Bond], reprinted in H. HAUF, supra note 47, at 193.

49. It is significant to note that the architect’s contract with the owner is unbonded, reflecting the fact
that the architect assumes no responsibility for the production or management of the actual construction
work. His professional function extends only to the production of design documents and the evaluation of
the work. The owner is at least partially protected in these two areas by the architect’s professional liability
insurance, which covers negligent acts or omissions of the architect.

50. AIA Performance Bond, supra note 47.

51. AIA General Conditions, supra note 42, art. 4.3.1.

52. See supra note 18 and accompanying text.
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penal amount of the bond.>® Under the first option, once the surety decides to
complete, he becomes liable for the entire cost of completion less only the unpaid
contract price. Thus, under this option, it is possible for the net cost to the surety
for performance to exceed the penal amount of the bond.>* For this reason, sure-
ties are often reluctant to assume responsibility for completion.>>

Even with a bonded contract, an owner is not entirely protected from a general
contractor’s default; if the damages caused by the default exceed the penal amount
of the bond, these additional costs fall upon the owner. On balance, however, a
surety does provide an owner with substantial protection® at a relatively insignifi-
cant cost.>” The general contractor’s performance bond guarantees the overall
management and production of the project. It also allows the owner a single and
indentifiable place to seek recovery for a default in the performance of his contract
with the general contractor. Through a surety bond, an owner is assured that his
contract with the general contractor will be performed. Thus, the owner obtains
an additional guarantee that his project will be delivered in accord with the design
documents, on time, and within the contract price. Obviously, the surety benefits
from writing bonds because of the fee obtained for each bond that is written—the
larger the contract, the larger the bond, the larger the fee.>8 In theory, the surety
should face little or no risk under a bond. On this notion, one author recently
stated:

The concept of suretyship in the underwriting of surety bonds for the construction industry
theoretically presupposes the surety will suffer no loss. The surety underwriting is merely
viewed as extending a form of credit for a fee under which the principal and indemnitors
have joint and several qualifications of integrity and financial responsibility to perform all
their obligations.”®

From a practical standpoint, however, the surety does accept some risk in

53. AIA Performance Bond, supra note 47. “Balance of the contract price” is defined as the total
amount of the contract between owner and general contractor less that already paid to the general con-
tractor. /4. Thus, the surety is only liable for any amount by which the default causes the total outlay by
the owner to exceed the original contract price. As a practical matter, if the penal sum of the bond is equal
to the contract price, the surety is never liable for more than the “balance of the contract price.”

It also should be remembered the surety always has the third option of financing the existing contractor
until completion. Ses supra text accompanying note 18. The exercise of such an option by a surety is an
effort to cure a default by the contractor. Such financing, however, is a high risk option because “sums
advanced . . . do not result in credit against the penal sum of the bond.” Cochrane, Obligations of the
Principal’s Subcontractors and Suppliers at Default and Takeover by the Surety, 14 FORUM 869, 870 (1979).

54. Cochrane, supra note 53, at 871.

55. C.A. FOSTER, supra note 5, § 31.7.

56. The two primary areas of owner risk are (1) overcertification by the architect or design profes-
sional (in which case he has an action against the architect or design professional), see J. SWEET, supra note
5, § 24.08, and (2) claims for delay by other prime or subcontractors resulting from failure of the general
contractor in his management functions.

57. Rodimer, Use of Bonds in Private Construction, 7 FORUM, 235, 238 (1972).

58. It should be noted, however, that the effective fee rate charged for bonding, which is based on
percentages of the contract price, decreases as the contract price increases. A typical fee schedule used by
the surety industry for building contracts spanning less than 24 months includes the following rates: $12
per $1,000 for the first $500,000 of contract price; $7.25 per $1,000 of an additional $2,000,000 of contract
price; $5.75 per $1,000 of an additional $2,500,000 of contract price; $5.25 per $1,000 of an additional
$2,500,000 of contract price; and $4.80 per $1,000 of contract price over $7,500,000. Telephone interview
with Richard C. Charles, Aetna Life and Casualty Co., Charlotte, N.C. (Jan. 5, 1983).

59. Meeker, Surety’s Right to Specific Perfor ¢ of Indemnity Ag ts, 3 CONST. Law., Spring 1982, at

1.



104 Law AND CONTEMPORARY PROBLEMS (Vol. 46: No. 1

bonding construction contracts. This risk is, however, clearly minimized by the
surety’s review of the financial condition, experience, and character of those he
bonds; the surety’s right to indemnity from the principal or his indemnitor;%° and
the surety’s ability to maintain almost any defense from liability or claim against
others that could be asserted by the principal ! Bonding contracts in the tradi-
tional contract alignment is an advantageous risk avoidance mechanism for the
owner and the source of substantial profit for the surety.

v
THE AGENCY CM CONTRACT ALIGNMENT

A. Changes in the Traditional Contract Alignment

When a CM is injected into the owner-contractor-design professional regime,
the question arises whether from the standpoint of the surety and the goals of
suretyship the modification is an equally beneficial construction alignment as com-
pared to the traditional arrangement. Logic teaches even the reluctant construc-
tion pupil that in terms of these objectives it is not as beneficial an arrangement as
one might initially conclude.

The first step in reaching this conclusion is an understanding of the contract
position and function of a CM. There is no set contract alignment for construction
management projects. A CM can contract to perform a variety of services in a
variety of ways for an owner.62 This article, however, focuses on the CM in his
purest form, that of an agent managing a project for the owner from design to
delivery for a set fee.6?

The introduction of a CM as an agent of the owner with reference to the pro-
Ject greatly alters the traditional contract alignment. The first alteration occurs in
the relationship between the owner and the architect. While the owner still con-
tracts with the architect (assuming the CM does not provide design services), at
least a portion of the duties once solely in the province of the architect are now
shared with the CM. Most of these shared responsibilities occur during the con-
struction phase of the project,®* including inspections of the work to ensure con-
formance with the contract documents,$5 the duty to reject nonconforming work,56
and an obligation to report the percentage of work completed for the purpose of

60. Pearlman v. Reliance Ins. Co., 371 U.S. 132, 136-37 (1962); Cross, supra note 8.

61. Cochrane, supra note 53.

62. See generally Hart, supra note 2, at 211-13.

63. For a schematic comparison between the traditional and the agency CM alignments, see Barry &
Paulsen, Professional Construction Management, AM. Soc. Civ. ENG. J. CONsTR. Div., 425, 429 (Fig. A and E)
(1976). ¢f Dekalb County v. PMS Constr. Co., 148 Ga. App. 413, 251 S.E. 2d 334 (1978).

64. The CM does, however, assume some rcsponsibility over design, an aréa solely the function of the
architect in the traditional contract alignment. The most significant of these design responsibilities is a
review of design drawings and specifications in preparation of a project budget. American Institute of
Architects, Standard Form Agreement Between Owner and Construction Manager, Doc. B801 (1980}, arts.
L1.1, .13, 1.1.4 (1980) [hereinafter cited as AIA CM Agreement}, reprinted in H.M. HOHNS, supra note 26,
at 185.

65. Jd art 1.1.12.

66. /d
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certifying payments.6”

Perhaps the most striking change in the traditional alignment brought about
by the introduction of the agency CM is the removal of the general contractor as
the manager of the work. Under an agency CM regime, the owner contracts
directly with multiple prime contractors. These prime contractors are essentially
the subcontractors who contracted with the general contractor in the traditional
format. They serve the same functions as subcontractors—performing the actual
construction work—but now, as a result of direct contract with the owner, they
have new names and new characteristics.5®

The deletion of the general contractor by the CM arrangement brings about
more changes from the traditional contract alignment than just a new name for
subcontractors. Most significant among these changes is a shifting of “the man-
agement function previously performed by [the] general contractors.”6® The CM
assumes the duty to “[c]oordinate the Work of the Contractors . . . to complete
the project in accordance with the Owner’s objectives on cost, time, and qual-
ity.”’® The CM obligates himself to “provide a detailed schedule for the opera-
tions of the contractor,””! and to monitor this schedule as production progresses.’?
Finally, the CM takes on the duty to “[i]nspect the work of the Contractors to
assure that the Work is being performed in accordance with the requirements of
the contract documents.””3 While this language defining the CM’s management
duties is not as direct and specific as that defining the management role of the
general contractor,’ it is readily apparent that the CM is contracting to perform
the same functions as the general contractor in the traditional alignment—to
manage those who are performing the construction. But, unlike the general con-
tractor, the CM in the private sector typically carries no performance bond on his
contract with the owner.”>

B. The Effects of the Agency CM Alignment on the Surety and the Goals of
Bonding

The most immediate and obvious effect upon the surety brought about by the
introduction of the agency CM is a reduction in the bonding fees which the surety
collects. The surety no longer has the opportunity to write a performance bond
based upon the general contractor’s entire contract with the owner. This effect is

67. /d art. 1.1.15.

68. These new characteristics stem from the prime contractor’s direct contract with the owner and
include the right to have a mechanics’, laborers’, or materialmen’s lien against the project, see, e.g., N.C.
GEN. STAT. § 44A-8 (1981); Gateway Erectors Div. of Imoco-Gateway Corp. v. Lutheran Gen. Hosp., 102
IIl. App. 3d 300, 301, 430 N.E.2d 20, 21 (1981), and the right to go against the owner or his agent for
improper scheduling. See Foster, Presenting/Defending the Claim for Delay, Disruption, or Interference, in WIN-
NING AND NOT LOSING at IV-28 (1983).

69. K. COHLER, supra note 38, at 43.

70. AJA CM Agreement, supra note 64, art. 1.1.18.

71. /[d art. 1.1.8.2.

72. Id art. 1.1.8.3.

73. ld art. 1.1.12.

74. In the traditional agreement between owner and general contractor, the contractor agrees to
“supervise and direct the work.” See supra note 42 and accompanying text.

75. Telephone interview with Richard C. Charles, supra note 58.
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especially significant because the general contractor’s performance bond is the
largest bond written by the surety in the traditional arrangement. While the
surety may still write performance bonds on each of the prime contractors’ con-
tracts with the owner, the aggregate amount of these bonds is no more than that of
the subcontractors’ performance bonds on their contracts with the general con-
tractor in the traditional arrangement. Thus, from the perspective of the overall
project, sureties have less to bond and, correspondingly, absent an adjusted rate
schedule, smaller fees to collect.

Smaller fees for the surety, however, are not the only significant developments
brought on by the functional disappearance of the general contractor and his per-
formance bond. Viewing the CM alignment from an industry-wide perspective, it
is clear that the protection given the owner through suretyship has been substan-
tially reduced by the introduction of the CM. While one commentator has stated
that a benefit of having multiprime contractors, as opposed to a traditional general
contractor, has been to do away with unneeded “double layers” of bonding,”®
properly analyzed, this change is not actually a benefit.

The two levels of bonding are different, and both are needed to give the owner
proper protection. Admittedly, performance bonds on both the subcontractors
and the general contractor necessarily result in an overlap in bonding the produc-
tion aspects of a project. Nevertheless, this double level of bonding serves a very
important and often overlooked purpose. At the first level, the subcontractors’
bonds on their contracts with the general contractor guarantee only segmented
areas of production. Such segmented bonding is necessary to ensure the perform-
ance of the subcontractors and to give the general contractor an easily identifiable
party from whom to seek indemnity in the case of default. The second level of
bonding—the bond between the general contractor and the owner—offers an
entirely different shield of protection to the owner. First, the bond guarantees the
management function of the general contractor. Second, it guarantees the produc-
tion of the project as a whole. Finally, the general contractor’s performance bond
places the separate areas of production and management under one bond. Thus,
in the case of a default the general contractor’s single, aggregate performance bond
also gives the owner one target for the satisfaction of his construction contract,
rather than having to face the obvious problems of dealing with a large number of
separately bonded prime contractors.”’

Accordingly, while each level of bonding in the traditional contract alignment
serves a unique and needed function, the introduction of the agency CM danger-
ously removes the second level of bonding. Because the CM is not bonded,’® the
owner no longer has a bond guaranteeing the management of the project. Put
another way, the management of a project has been shifted to the CM, but the
bond assuring the performance of this management function has not followed.
Nor does the owner have a single bond which guarantees production as a whole.
Finally, overall production and overall management are never guaranteed

76. Hapke, supra note 4, at 250 & n.2.
77. Hart, supra note 2, at 223.
78. Telephone Interview with Richard C. Charles, supra note 58.
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together. As a consequence, upon a default the owner faces the risk that each
party will point the finger at someone else because no one bonded entity has the
ultimate responsibility for guaranteeing overall performance.

Thus, with the introduction of the CM, the bond guarantees accruing to the
owner on a given project are drastically reduced. The size of the project has not
changed, nor has the actual work required to complete the project diminished. In
carving the traditional contract alignment into different pieces, the CM has, how-
ever, left the owner with larger risk exposure than he faced under the traditional
contract scheme. The sum total of the project cost is precisely the same, yet the
sum total of bond protection has been reduced by nearly one-half.” More impor-
tant, this enormous reduction in the owner’s bonding protection has gone largely
unnoticed by the industry since the welcomed arrival of the CM.

Vv
INHERENT PROBLEMS INVOLVED IN BONDING THE AGENCY CM

The question that immediately comes to mind is why not resolve at least part
of this problem by bonding the CM? To a very small extent, such a measure
would fill the bonding void created by the agency CM; however, bonding the CM
to the point where the entire void is filled is an impractical and economically inef-
ficient solution to the problem of a diminished guarantee or augmentation in risk
to the owner.

A. The Inadequacy of Protection Given by Bonding the CM Under Current
Standard Contract Documents

Presently, bonding the CM under the typical CM contract does not accomplish
the underlying purpose of bonding, namely, the shifting of risk. This conclusion,
contrary to the intuitive reaction, is logically required because the risk of negligent
error is not substantially affected by the surety bond insofar as professional errors
and omissions insurance already adequately covers negligent error,%° and the risk
of nonnegligent or contractual error by the CM cannot be completely reached by a
normal performance bond.

79. Sec app. A.

80. To the extent that negligent error affects contractual performance, the coverage of the typical
performance bond will include the risk of such negligent error. When, however, the specific negligent act
or error of the principal-contractor does not affect contractual performance, the scope of the performance
bond will not include and protect against this type of negligence. Thus, the performance bond does not
cover personal injuries and other similar torts. Franklin, Problems of the Performance Bond Surety Witk Casualty
Insurance Exposures, 16 FORUM, 567, 568-69 (1980). This result obtains because

[i]f a tort claimant were to be able to look to the surety bond for funding his remedy, the class of
persons whom the bond was intended to protect would not be protected. The bond would be depleted
by tort claims. . . . .

If tort claimants were allowed to recover on a contract surety bond, or if the owner or obligee were
entitled to recover from his surety company any judgment rendered against him or in favor of a third
party tort claimant, it is quite conceivable that there would be no money left out of the surety bond
for the payment of claims . . . . [T]o hold that a tort claimant has a cause of action on a performance
bond or that the surety is a tort insurer would be to exclude that class of persons a surety bond is
intended to protect.

/4 at 568-69.
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The risk of negligent error by the CM has historically been and is presently
covered by professional errors and omissions liability insurance. The coverage of a
typical liability insurance policy for a CM includes “liability arising out of any
negligent act, error, mistake or omission in rendering or failing to render profes-
sional services of the type described . . . [excluding] liability . . . assumed by the
Insured by agreement under any contract, whether oral or in writing, unless such
liability would have attached to the Insured even in the absence of such agreement
. 2’81 At least in theory, the risk of negligent error committed by the CM is
spread efficiently throughout the industry primarily by professional liability
insurance.®?

The more serious and indeed the more perplexing problem with spreading the
risk of error caused by the CM lies in the remedy available to the owner upon
contractual breach or error. The CM is a professional and therefore the nature of
the agreement between the CM and the owner is that of a service contact.?> The
CM becomes the agent for the owner and he is paid a professional fee as considera-
tion for his managerial services.8* Not surprisingly, the professional fee negotiated
by the CM is only a small percentage of the total contract price.8> It follows that a
surety bond guaranteeing performance by the CM of his managerial function up
to the amount of the contract or professional fee will be wholly inadequate both to
protect the owner and to achieve the goal of spreading the risk of managerial error.
Further, the owner as a result of his agency relationship with the CM is initially
liable for the negligence of the CM within the scope of his agency relationship.8¢

81. Imperial Casualty and Indemnity Co., Architects, Engineers and Construction Managers Profes-
sional Liability Insurance Policy No. AE, Form No. 4-02 574 [hereinafter cited as Insurance Policy].

82. It should be cautioned, however, that in the practical world of construction management, it is
often extremely difficult to prove negligence. Each construction project is unquestionably unique, making
it difficult to develop a priori pre-construction standards of care of which the CM can take cognizance and
to which he can conform his conduct. Furthermore, experience sadly reveals that

the concept of insurance is a very large cause of construction litigation. The idea of a source of real
money (someone else’s) being available to pay for error, omission or act of negligence is a lawyer’s
dream. When everyone on a jury thinks that insurors make money on top of money, the idea of going
to court to recover losses increases in appeal.
H.M. HOHNS, supra note 26, at 31. Of even greater concern and practical importance, the deductibles for
professional liability insurance have increased so astronomically in recent years that architects and CMs
are essentially self-insured. Thus, professional liability insurance does not cover all the damages directly
and proximately caused by the negligence of the design professional or CM. Due to the large deductible,
therefore, the risk of negligent error is spread neither completely nor optimally. /& As a consequence,
“[sJome have contended that the trend toward imposing liability without fault for defective products
should be expanded to those who perform design services. Adoption of such a standard would relieve the
plaintiff from the burden of showing that the design professional was negligent.” J. SWEET, supra note 3, at
755. Nevertheless, the courts have not yet extended the strict liability principle to those who perform
services, such as architects, engineers, and CMs. /4.

83. Sneed, sugra note 2, at 329 & n.62.

84. /4 at 307-08. For the principle that the CM is the agent of the owner, see sugpra notes 63-75 and
accompanying text.

85. The CM'’s fee is generally only about 2% to 3% of the total direct project cost. Telephone inter-
view with Richard D. Conner, General Counsel to Construction Management Association of America,
Inc., and various specialty trade associations (Jan. 10, 1983). But see BUSINESSMAN’S GUIDE TO CON-
STRUCTION 164 (1980) (the typical CM fee is stated to range from 3% to 6% of the total contract price).
My experience in dealing professionally with CM’s has been that the former estimate more closely approxi-
mates the “average” CM fee.

86. “A principal is bound by all that a general agent does within the scope of the business in which he
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In addition, although the fee represents only a small amount of the entire project
cost, and the coverage of the bond is limited to that amount, the ultimate liability
arising from nonnegligent error by the CM may easily have a cost impact far in
excess of the bond limitation.8? Thus, the surety can bond an agency CM; how-
ever, the protection given the owner by doing so is effectively de minimis88 and the
bonding of such a service contract fails to effect a distribution of the risk of non-
negligent error throughout the industry.

Writing a performance bond based on the CM’s contract with the owner has
the added shortcoming, almost paradoxically, that it bonds too much. A bond on
a CM contract would provide guarantees on services that have not required
bonding in the past, such as those services formerly provided by the architect and
now undertaken by the CM.8 Assuming again that the CM carries errors and
omissions insurance similar to that carried by design professionals, there is no need
to bond these services. Bonding the CM is therefore not the best solution because
it overinclusively guarantees some services that are protected elsewhere.

B. Possible Solutions to the Problems of Bonding the Agency CM

One solution to the problem of bonding a CM service contract that readily
suggests itself is to alter the terms of the underlying contract to increase the lia-
bility and thus raise the bond limitation on the new contract. On the surface, at
least, such a proposal is attractive, but upon a more searching analysis, the solution
is clearly inadequate, if not untenable.

First, the CM contract could be altered painlessly so that the CM would be
responsible for production (actual construction) and management.®® This
enhancement of the CM’s responsibility would give rise to a more traditional con-

is employed as such general agent . . . .” Butler v. Mapels, 76 U.S. (9 Wall) 766, 770 (1870); ¢f
RESTATEMENT, (SECOND) OF AGENCY § 3 (1957). See generally RESTATEMENT (SECOND) OF AGENCY §§ 7-
8 (1957). The classic statement on this subject by Evans, however, is that, “[a] principal is liable to third

parties for whatever the agent does or says; whatever contracts . . . he makes; . . . whatever negligence he
is guilty of . . . provided the agent acts within the scope of his apparent authority, and provided a liability
would attach to the principal if he was in the place of the agent. . . .” W. Evans, A TREATISE UPON THE

LAw OF PRINCIPAL AND AGENT IN CONTRACT AND TORT, 440 (Am. ed. 1879). More specifically, in the
more novel context of construction management, the courts have consistently held that “an agent {[CM] for
a disclosed principal is not liable for the nonperformance of the contract,” unless he takes an active part in
violating the contract or duty the principal owes to a third person. See e.g, Gateway Erectors Div. of
Imoco-Gateway Corp. v. Lutheran Gen. Hosp., 102 1ll. App. 3d 300, 302, 430 N.E.2d 20, 22 (1981). The
CM is, however, liable in tort to third parties. /4

87. Due to the interdependence of each party to a construction project, a managerial or coordinating
error by the CM may have an extraordinarily disproportionate impact on the costs incurred by all other
parties. To take only one hypothetical situation, a managerial decision causing the project to be delayed
could easily cause an unforeseen substantial cost escalation in an inflationary economy. Moreover, even in
a noninflationary economy, the cost of delay, especially field overhead and extended home office overhead,
can be enormous. Surprisingly enough, extended home office overhead can approach 1% of the total con-
tract sum per month of delay. Foster, supra note 68, at IV-77.

88. The protection is not only de minimis, but it is also uncertain as to what it covers. This fact was
strikingly revealed by Marvin L. Powell, Executive Vice President of Heery Program Management, Inc.,
who, in describing a bond written on an agency CM contract stated: “No one, including . . . the bonding
company . . . knows what has been bonded.” Letter from Marvin L. Powell to C. A. Foster (Nov. 8, 1982).

89. See supra notes 64-67 and accompanying text.

90. Under this type of CM contract, the CM would actually perform at least some of the construction
work. See generally Conner, Contracting for Construction Management Services, Law & CONTEMP. PROBS., Winter
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struction contract and thus permit bonding the entire cost of the project. With
this expansion of the CM’s responsibility and associated contractual liability, the
owner would be fully protected and the risk of nonnegligent error would be spread
throughout the industry. However, this “solution” merely turns the CM into a
hybrid form of a general contractor, eliminating the need for a CM as an agent of
the owner. This would deny the owner the typical benefits of utilizing a CM at
the project, namely the benefit of having an agent whose interests are identical to
those of the owner. When the risk of profit or loss is introduced into the CM-
owner relationship, it inevitably creates a deleterious conflict of interest. Once the
CM becomes the pecuinary adversary of the owner, the CM’s actions will be con-
trolled strictly by his own profit motive irrespective of the effect his actions have on
the owner. Merely molding a general contractor out of a reluctant CM destroys
the essential function of the CM, and is obviously no solution to the bonding
dilemma.

Second, the CM contract could be rewritten so that the CM has final responsi-
bility for completion of performance in accordance with the contract specifications
yet no responsibility for actually performing a significant amount of the construc-
tion work. More specifically, the CM under such a contract would be liable for
completion up to the entire cost of the project. Thus, the CM would be lable for
the entire contract even though he has no actual performance duty actually to
perform and no accompanying ability to exercise control over the work. With
such an expanded contract liability, the surety could write one large bond to cover
the production and managerial functions. Essentially, such a bond, in terms of the
size and scope of coverage, would be indistinguishable from the large bond previ-
ously secured by the general contractor. Undoubtedly, this form of a CM contract
would advance the broad industry policy concern of spreading the risk. Further,
the owner would be assured of quick indemnification for negligent and nonnegli-
gent errors from the professional liability insurer or the surety.

There is no rule of law and certainly no equitable principle which would
operate to prevent the owner and the CM from entering into an agreement of this
type.®! Nevertheless, firmly held economic principles and common law rules
counsel against such an extreme alteration in the CM contract.

Acceptance by the CM of liability up to the entire project sum, without control
over the means of production, would require the CM to have a net worth far in
excess of the normal capital requirements of a professional whose only function is
to provide managerial services.®? As a manager, the capital needs of the CM are
insignificant. Arguably, the most important assets the CM brings to the construc-

1983, at 13-16. In this respect, the CM would be virtually indistinguishable from the ordinary general
contractor in performing work, letting subcontracts, and managing the entire project.

91. It is important to recognize that there is no rule of law that would render such an agreement void
ab imttio. This is not to say, however, that many of the policy considerations which underlie contract and
tort law support the validity of such an unusual contractual arrangement.

In fact, many of these policy concerns actually cut against the desirability, if not the legality, of such a
contractual relationship. See inffa text accompanying notes 93-98.

92. Telephone Interview with Richard D. Conner, supra note 85.
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tion site are his experience, knowledge, and managerial expertise.®> As a result,
absent unusual circumstances, the capital stock of the CM would be entirely inad-
equate to support a surety bond for the entire project price. To obtain such
bonding capacity, the CM would be forced to overcapitalize his business, leaving
much capital idle.%*

Even assuming that, at the microeconomic level, the CM could survive such an
inefficient overallocation of resources by substantially increasing his fee, it is
apparent that macroeconomic concerns practically preclude such an option. More
succinctly, the economy would become unduly shackled by the effective paralyza-
tion of large amounts of crucial capital in order to increase artificially the bonding
capacity of the CM.?5 The economist would lament that such an unnatural con-
tract obligation would unnecessarily deplete scarce resources.

Because the services delivered by the agency CM represent a relatively small
percentage of the gross national product,® this altered CM contract would not
result in economic suicide.?” Neither would it, however, be inconsequential.9®

93. Hart, supra note 2, at 213-17.

94. Without doubt, the foregone opportunity cost of vital capital to the CM would not be insignifi-
cant. Overcapitalization is not consistent with efficient resource allocation and profit maximization,
because “[t]o maximize profits a firm [i.e., the CM] will continue to expand its investments until the
internal rate of return on the marginal dollar invested is equal to the interest rate . . . that prevails.” W.
PETERSON, PRINCIPLES OF Economics: MICRO 352 (3d ed. 1977). With overcapitalization, capital
investment is undertaken even after the marginal rate of return is exceeded by the prevailing rate of
interest. Accordingly, the CM can be expected to increase his fee to compensate for his imperfect resource
allocation and underutilization of capital.

95. In 1981, the amount of new construction in the United States was $237,087,000,000. BUREAU OF
THE CENsuUs, U.S. DEpP'T oF COMMERCE, CONSTRUCTION REPORTS-VALUE OF NEw CONSTRUCTION PuT
IN PLACE 3 (Apr. 1982). Assuming that CMs were liable for all new construction work and that sureties
required $.10 of net worth to support $1.00 of bonding, an immediate capital generation of
$28,000,000,000 would be required, which is approximately 10% of all fixed business capital generated per
year. See ECONOMIC REPORT OF THE PRESIDENT 124 (1979) (business and fixed investment since 1946 has
ranged between 8% and 11% of real GNP). In an economy with a GNP of over $3,000,000,000,000 (in
inflated dollars), a capital generation of $28,000,000,000 would represent nearly 1% of GNP. (In 1982 the
U.S. GNP was $3,057,500,000,000, although in constant 1972 dollars the GNP was only
$1,500,000,000,000.). Durham Morn. Herald, Jan. 23, 1983, at 9D, col. 5. For historical and estimated
future GNP values see BUREAU OF THE CENsuUS, U.S. DEP'T OF COMMERCE, STATISTICAL ABSTRACT OF
THE UNITED STATES 441 (1980); Pechman & Hartman, 7he /980 Budget and the Budget Outlook, in SETTING
NATIONAL PRIORITIES 23, 46 (J. Pechman ed. 1979). Even though many of us have unfortunately grown
accustomed to hearing large figures given by the federal government regarding many statistics of consider-
able concern, a number exceeding $28,000,000,000 is manifestly significant.

96. Assuming a 3% CM fee and that all construction work was performed under an agency CM
arrangement, the agency CM would represent only .0025% of the U.S. GNP.

97. Many economists contend that the United States suffers from a capital crisis. Moreover, many
also predict that the crisis will only grow worse unless the rate of capital investment increases drastically.
In describing the depth and urgency of the capital crisis one economist has explained:

Assuming that the American people desire continued economic growth, American firms must invest
an enormous amount in plant, equipment, and other forms of capital in the next decade. For
example, according to Roger Brinner and Allen Sinai of Data Resources, Inc., about $1.9 trillion will
have to be invested in machinery between 1975 and 1985, compared with about $670 billion invested
in this way between 1965 and 1975. This accelerated rate of investment is due partly to the fact that
our investment rate was not very high during the past decade, partly due to the increased capital
requirements to satisfy antipollution and safety regulations that recently have been enacted, and
partly to a variety of other factors.

If these estimates are at all reliable, the required investment is enormous by any standards. And
many people, particularly in industry and on Wall Street, are worried that we won’t be able to aug-
ment our capital stock at the required rate. One reason for this concern is inflation. According to
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More important, at the industry level, increasing the bonding capacity of the CM
would cause a commensurate increase in his professional fee. Due to the interde-
pendency of entities in construction, the increase in construction management
costs would quickly have a harmful ripple effect throughout the industry. Such
avoidable cost increases could be almost fatal in an industry operating at or near
the margin, such as construction, which has been plagued by inflation, high
interest rates, and insufficient demand.%®

Additionally, an examination of comparable professions displays by analogy
the economic impracticality of CM liability for performance. For example, doc-
tors, lawyers, and architects receive professional fees for their services, yet they
incur liability only when their services are rendered negligently.'® Were an
attorney required to guarantee the outcome of litigation, the architect to assure the
aesthetic acceptability of his design, and the doctor to warrant the success of an
operation, an overabundance of capital would be needed by these professionals to
protect themselves from inflated liability. The client of the attorney, the owner-
recipient of the design, and the patient of the doctor would soon find the fees for
the services they enjoyed prohibitively expensive. The very real constraints of our
economy in general, and of the construction industry in particular, dictate that
such a solution is economically unsound.

Leaving aside the economic considerations, deeply-embedded principles of con-
tract and tort law raise serious questions whether increased CM liability is consis-
tent with the purposes and policies underlying well settled rules of our
jurisprudence. Tort law imposes a duty of due care on an individual only when he

some economists, many companies will have trouble increasing their capital stock at the desired rate
because their allowances for depreciation will be too small to permit them to replace worn-out equip-
ment . . . . Moreover, they will have a difficult time borrowing money for this purpose, because they
already have amassed a very large amount of debt. According to some estimates, American firms in
1975 had about $2 of owner-provided capital per $1 of debt, whereas in 1965 they had about $§4 of
owner-provided capital per $1 of debt.

E. MANSFIELD, PRINCIPLES OF MACROECONOMICS 425 (2d. ed. 1977). It is clear, therefore, that the U.S.

economy can ill afford needless overcapitalization by construction management firms.

98. Although the aggregate of all agency CM fees likely represents only about .0025% of the total U.S.
GNP, a needless economic waste of such an amount due to overcapitalization would have a major ripple
effect on the economy. Many economists probably agree that an increase in total output of .0025% of GNP
is significant, even if not a cause for immediate celebration. Productivity is the key 10 economic success. 4
Jfortiort any appreciable decrease in construction productivity regardless of the cause (especially if it is pre-
ventable), will have a substantial impact on the health of the economy in general and the construction
industry in particular.

99. The inflation rate in the construction sector has generally exceeded the price escalation rate for
the economy as a whole. U.S. DEP’T or COMMERCE, 1979 INDUSTRIAL OUTLOOK | (1979). The lack of
demand for new construction is reflected in the telling statistic that in 1979 the value of work put-in-place
based on constant dollars was 6% below the level of 1978 and 15% lower than the amount in 1973. /4, see
also U.S. DEP’T oF COMMERCE, 1980 U.S. INDUSTRIAL OUTLOOK 1-7 (1980).

100. An architect is under the duty to use the skill and diligence that is ordinarily exercised by archi-
tects in their profession. First Nat’l Bank of Akron v. Cann, 503 F. Supp. 419, 439 (N.D. Ohio, 1980):
Miller v. DeWitt, 37 111. 2d 273, 226 N.E.2d 630 (1967); Shoffner Indus., Inc. v. W.B. Lloyd Constr. Co.. 42
N.C. App. 259, 257 S.E.2d 50 (1979); Davidson & Jones, Inc. v. County of New Hanover, 41 N.C. App.
661, 255 S.E.2d 580 (1979); see also, Aetna Ins. Co. v. Hellmuth, Obata & Kassabaum, Inc., 392 F.2d 472
(8th Cir. 1968); City of Eveleth v. Ruble, 302 Minn. 249, 225 N.W.2d 521 (Minn. 1974); Huber, Hunt &
Nichols, Inc. v. Moore, 67 Cal. App. 3d 278, 136 Cal. Rptr. 603 (1977); Normoyle-Berg Assocs. v. Village
of Deer Creek, 39 Ill. App. 3d 744, 350 N.E.2d 559 (1976) (duty of reasonable care and diligence required
of construction engineers). J. SWEET, supra note 5, at 739.
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has the ability or control to conform his conduct to meet that standard of care.!0!
Absent special circumstances such as an agency or master-servant relationship, an
individual is not liable for the torts of another because it is presumed that he lacks
the requisite control to require that person to meet the appropriate standard of
care.'°2 The principal is not liable for the negligence of its independent contrac-
tors because there is an absence of control by the principal over the independent
contractor.!'°3 By analogy, tort law should not hold the CM accountable for per-
formance where he has no actual control over performance. (Multiple prime con-
tractors are independent contractors, so the doctrine of respondeat superior does not
apply.'*)

In contract law, the doctrine of impossibility of performance excuses a contrac-
tual duty where “an unforeseen event which makes impossible the performance of
a contractual duty occurs subsequent to the formation of the contract . . . .”’10°
Admittedly, making the CM contractually liable for performance without giving
him control over the actual construction work is not itself an unforeseen event
occurring subsequent to the formation of the contract. Under the altered CM
contract, the impossibility of performance is inherent in the terms of the agree-
ment and arises from the formation of the contract rather than its execution.
Quite clearly, then, the incongruity of having a CM responsible for performance,
but without the control to achieve it, fits only imperfectly under the principle of
impossibility of performance. Nevertheless, equity demands that an individual
should not be required to perform something that is impossible to perform,

101.  Until the Sixteenth century, English common law considered that a master should not be liable
for the tortious conduct of his servant unless he commanded the particular act. 1 BATY, Vicarious Lia-
BILITY (1916); Wigmore, Responsibility for Tortious Acts: Its History, 7 HARV. L. REV. 315, 383 (1894); sec also
3 W. HOLDSWORTH, A HISTORY OF ENGLISH Law 382-87 (3d ed. 1927); 8:4 at 472-82; PROSSER, Law OF
TorTs § 69 (1971). This doctrine was gradually eroded so that the fiction of a command was implied from
the employment itself. Brucker v. Fromont, 6 Term Rep. 659, 101 Eng. Rep. 758 (K.B. 1796); Hern v.
Nichols, 1 Salk 289, 91 Eng. Rep. 256 (K.B. 1708). See generally | W. BLACKSTONE, COMMENTARIES 429.
Nevertheless, without the necessary element of control, whether actual or implied, no liability arises for the
torts committed by another. See PROSSER, LAaw or TORTS § 69 (1971).

102. See PROSSER, supra note 101, § 69.

103. The courts have held:

In order [to impose liability], the employer must have retained at least some degree of contro/ over the
manner in which the work is done. It is not enough that he has merely a general right to order the
work stopped or resumed, to inspect its progress of [sic] to receive reports, to make suggestions or
recommendations which need not necessarily be followed, or to prescribe alterations and deviations.
Such a general right is usually reserved to employers, but it does not mean that the contractor is
controlled as to his methods of work, or as to operative detail. There must be such retention of a right of
supervision that the contractor is not entirely free to do the work his own way.
Brock v. Alaska Int’l Indus., Inc., 645 P.2d 188, 190 n.9 (Alaska 1982) (emphasis added); Moloso v. State
644 P.2d 205, 211 n.6 (Alaska 1982). Liability for the negligence of others is, therefore, premised on the
existence of control over those other individuals sufficient to ensure that their conduct rises to the appro-
priate standard of care. Se¢ PROSSER, supra note 101, § 69.

104. Everette v. Alyeska Pipeline Serv. Co., 614 P.2d 1341, 1348 (Alaska 1980). There the court held,
inter alia, that an insured worker could not recover from the pipeline project’s CM who, at the time of the
accident, did not retain any power to revise job specifications or to control safety procedures. The lack of
control, therefore, led the court to deny a claim for liability against the CM. See a/so Hammond v. Bechtel
Inc., 606 P.2d 1269 (Alaska 1980) (general contractor who retains control over work perfomed by