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HOW TO DETERMINE WHAT KIND OF “CONTRACT STRUCTURE” WILL BEST FIT YOUR PROJECT NEEDS.

by Chris Burch
You have just purchased a lot and may have even engaged an architect to design your dream beach home!
The next step will be to hire a trusted builder and shortly thereafter sign a contract to begin to bring those dreams to life.

But before signing on the dotted line with your builder, one of most important things to know is what kind of contract agreement will be used.
Like most things in life there are pros and cons to different contract structures. Here are a few of the most common construction agreements to
help equip you to make an informed decision.

Fixed Price
Contract
Using a fixed price contract, the owner and builder
agree before the project begins and construct it for an
agreed-upon price.

Pros

- The owner is fairly confident about the
overall project price from the beginning. However, it is
crucial for the owner to stick to the already-established
specs during construction in order to avoid budget
overruns.

Cons

- The builder will likely inflate some
costs to insulate themselves against market risks such
as material or labor price increases or other unforeseen
expense.
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- The builder will likely charge a higher premium on
any changes to the original contract agreement. That
said, it is important from the beginning to ensure that the contract
language includes a clause that specifies the agreed-upon builder overhead
and profit fee for changes to the contract. Also, be sure that any changes
to the project detail both total cost & time, and both parties should agree
in writing for the changes to be valid.
- The relationship between the owner and the builder may become more
adversarial compared to a team approach because there is a possibility
for discrepancy in the communication of the owner’s expectations and
interpretation of those expectations by the builder. Keep in mind that
the owner often has the expectation that all materials utilized will be
“top of the line”, while the builder is looking for ways to cut project
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costs in addition to any savings they can
find through buying cheaper materials or
hiring less-expensive (and often less-skilled)
subcontractors.
For example: During an initial meeting
between the home owner and builder, the
home owner may ask for crown molding
throughout the home, which the builder
agrees to. As the project comes to a close, the
home owner may notify the builder that the
molding is a single piece crown instead of a
three piece they expected, yet may not have
specifically asked for. The builder may respond
by saying “It was never specified, so we did
what we always do”. Without very detailed
specifications, communication errors can be
all too common.
In order to determine an overall “tight” budget
where the builder feels comfortable signing a “fixed price contract”, the
level of details will need to be quite specific. This involves very detailed
plans and specifications from the architect, or specific planning from
the owner. It also means a close review of what material or material
allowances should be included in the contract. For example, if a builder
provides an owner with a $3,500 decorative light fixture allowance for the
entire home, but the owner’s preference is for $2,500 be spent on a single
fixture for the dining room, there is likely going to be a disconnect. To
avoid feeling frustrated that the builder-established owner allowances are
too low or unrealistic, take the time to ensure possible allowance items
like flooring, tile, appliances, countertops, plumbing & light fixtures line
up with your expectations before going to contract.
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Cost + Fixed
Fee Contract
The second type contract structure is a cost + fixed fee contract. In
this contract, the builder has a fixed management fee (profit) plus
reimbursable costs for the actual cost to construct the project; it
includes all labor, materials, and other negotiated allowable expenses.

Pros -

The owner pays only the exact cost of estimated labor
or materials. Let’s say the builder estimates a site would require 50
dump truck loads of dirt to fill in a site and only 42 actual truck loads
were required, then the owner would realize the savings (that is, actual
cost: the savings in not providing 8 additional loads of dirt). The
owner stands to benefit from potential cost savings if the builder has
overestimated any budget items.
- Since the builder is not bearing the risk of cost overruns and is
making a fixed fee, they are less likely to build contingency allowances
into the contract cost and the overall cost may come in lower compared
to the “fixed price contract” above.
- The owner and builder are more likely to be on same team and the
potential of an adversarial relationship is less likely. The builder should
know and disclose his “fixed fee” as part of the overall construction
price. He should provide the owner with detailed back up invoices
to review for the costs to be reimbursed and to increase transparency.
The builder will not have an incentive to use lower cost material or
labor at the sacrifice of quality because there is no added benefit to
using them.
- Finally, this option provides more flexibility in not having all the
material specs outlined before a project breaks ground. The owner has
more control to make changes and decisions without worrying what it
will do to the builder’s fees.

Possible Contract
Addition
- A win-win contract structure could be described as “Cost plus + fixed
fee with incentive”. In this scenario, the contract is just like the “cost
plus + fixed fee” above, but with a savings clause added. This provides
a potential for both the owner and builder to benefit. The savings
clause could be described as so: the owner and builder sign a cost
plus + fixed fee with an incentive contract for, let’s say, $1,000,000.
The builder is now inclined to disclose their fixed fee and the owner
is pleased because to pay only actual material quantity and price at
the time of purchase. The owner also has the potential to gain savings
beyond what was originally quoted. As an example: The owner and
builder agree to a 70%-30% savings split. Perhaps the owner and
builder are able to find areas for savings, and the overall cost comes in
at $980,000. This equates to a $20,000 savings and the owner keeps
70%; the builder 30%. This savings clause incentivizes the builder to
be more efficient in order to earn additional profit above their fixed
fee. Most importantly, the owner also wins because the project comes
in under the original budget!
- Construction “time” can also be used as an incentive or a penalty
to the builder. For example, the contract may state that the project
must be completed in 12 months after the building permit is issued.
The builder must provide the owner a “Certificate of Occupancy.”
For every week the builder delivers the project ahead of the agreed
completion date, the owner pays the builder a $500 bonus. However,
for every week the builder does not complete the project, he pays the
owner $500!

Cons

- It will be more difficult for the owner to know from
the beginning what the true cost of the overall project will be. Also,
the builder will not have the same incentive to watch building costs
as closely as they would with a “fixed price contract”. In this contract
scenario potential cost over runs are passed onto the owner.

Chris Burch is owner of Grand Bay Construction, LLC, and has been building on
the Emerald Coast since 2005. Grand Bay Construction seeks to not only set the
standard in the Gulf Coast’s construction industry but to surpass our customer’s
expectations. www.grandbayconstruction.com
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