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Title

• text

The views and opinions expressed are mine 
and do not necessarily represent official 
policy, position, or views of the North 
Carolina Department of Justice.

Nothing in this presentation constitutes the 
provision of legal advice or services, and no 
attorney-client relationship is formed.
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Key Topics

2022 State Construction Conference

• Documentation is important.
• Respect the automatic stay.
• Know what needs to be done and 

the cost.
• Be flexible.
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Disagreements ensue.
The parties butt heads, 
frustrations grow, and the 
project becomes a dumpster 
fire!

At the start of a project, 
everyone is excited and 
shares a common goal:  
deliver the project on time 
and on budget. 

But something goes wrong!
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And a contractor or a 
subcontractor runs out 
of money!
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The “B” 
word!
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Bankrupt
cy

• Chapter 7 
• Chapter 9
• Chapter 11
• Chapter 12
• Chapter 13
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Chapter 7 – Liquidation

Chapter 11 – Restructuring 

• Referred to as “complete bankruptcy,” “straight bankruptcy,” or “liquidation.”
• The entity that files this ceases to exist, stops business operations.

• Mainly applicable to companies that prefer continuing with 
their business operations through reimbursing creditors by acting 
upon a court-permitted restructuring plan.

• Some debts are paid, others wiped clean.

Presenter Notes
Presentation Notes
Chapter 9 - Adjustment of Municipality DebtsChapter 12 - A Family Farmer Debt Adjustment with Regular IncomeChapter 13 - Modification of an Individual’s Debts as per Regular IncomeChapter 15 - provides debtors, creditors, and other parties in interest involved in insolvency cases in foreign countries
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What are the owner’s options?
Can the project be completed?
Should the owner terminate?

No options are a “clean break”.

Each require time, effort, and planning.

Presenter Notes
Presentation Notes
The push the contractor.  You make documented requests.  We increase meeting frequency and oversight.  In some situations, perhaps the Designer or Owner withhold payments.When these efforts fail, its reasonable to take a closer look at the contract.
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Can an owner terminate a 
contractor because of a 
bankruptcy filing?

NO!
…it is well-established that ipso facto clauses are unenforceable as a 
matter of law under the Bankruptcy Code. … This is because the whole 
purpose of filing for bankruptcy is to provide the debtor with a "fresh 
start," and enforcement of ipso facto clauses would punish debtors by 
negating this central purpose.

In re W.R. Grace & Co., 475 B.R. 34, 152 (D. Del. 2012)(internal citations omitted)
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First – Do Nothing!

An automatic stay took effect with the filing of 
the bankruptcy.

Do not do anything to end or negatively effect 
the contract. 
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The contract is an asset of the 
bankruptcy estate.

• An automatic stay applies upon the contractor’s filing of its bankruptcy petition. 
The stay precludes the project owner from terminating the contract with the 
contractor.

• The owner cannot take any steps that may affect the contractor’s interest in the 
project.

• The automatic stay will prevent the owner from initiating or continuing a claim 
against the general contractor’s performance bond, its surety.

• The stay prevents the owner from disbursing funds under the contract with the 
debtor.

• The stay prevents the owner from completing the work under the debtor’s 
contract.

• Must seek court approval to take action under the contract. 
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Ramifications of violating the 
automatic stay?

• Any action taken in violation of the stay is void as a matter of law. 
• Violation of the automatic stay by a party who is aware of the bankruptcy filing can 

be extremely costly, potentially subjecting the party to assessment of attorneys’ fees 
and other compensatory damages sustained by the debtor as well as punitive 
damages. CONNER GWYN SCHENCK PLLC, NORTH CAROLINA CONSTRUCTION LAW
§ 12:5 (2022)

• Other creditors may be entitled to damages as well, especially due to the 
confiscation of property on which they have an interest. 

Presenter Notes
Presentation Notes
Similarly, when the violation is purely technical in nature, such as when bankruptcy has been filed, but notice of the stay has not yet been received, courts have been reluctant to award damages. In other words, the debtor typically may only recover damages based on a willful violation of the stay. Willful violations are those done deliberately and intentionally with knowledge of the automatic stay. A creditor gains knowledge of the automatic stay by oral or written notice of the stay or, since the stay begins automatically upon the filing of a petition for bankruptcy, upon notice of those proceedings. In the event that a creditor inadvertently violates the stay, the creditor must return the property immediately upon notice of the stay. Failure to do so will likely be held a violation of the stay.
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Can a subcontractor stop working or 
delay?
Can a supplier cancel an order?

NO!
• A subcontractor to the GC or a lower tier contractor cannot stop or slow down 

its performance. 
• A supplier cannot refuse to supply materials.
• The GC can assume or reject contracts. 
• Until a contract is rejected, the GC still has contract rights that it can enforce 

against others under the respective contracts and agreements. The same goes for 
subs and their contractors and suppliers.

• The subcontractor should provide a claim/notice to the payment bond company 
showing what has been paid, what invoices were submitted but not paid, and the 
balance to finish.  
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Second – Get help.

The deadlines and impacts of the bankruptcy depends on 
• The type of bankruptcy,
• Who filed for bankruptcy (known as the debtor), and
• The status of the project.

You should contact legal counsel for assistance. 
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How does bankruptcy by a contractor 
impact a project?

Chapter 7
In most cases, a contractor will liquidate 
the company and will not continue 
performance under its construction 
contract. The contract is over.
In some circumstances, the trustee may 
complete the construction contract 
when it is determined by the bankruptcy 
court that it is in the best interests of the 
creditors to do so. The contract 
continues.

Chapter 11
A contractor may continue to operate 
during the bankruptcy. It and/or the 
Trustee may choose to complete current 
construction contracts, with oversight 
from the bankruptcy court and subject 
to the rights of its creditors, including 
the other parties on the construction 
projects.
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Executory Construction 
Contract

Chapter 7
The Contractor/Trustee must assume 
the contract within 60 days after the 
bankruptcy filing. If not, the 
contract is rejected. 11 U.S.C.A. §
365(d)(1)

Chapter 11
The Contractor/Trustee may assume or reject 
the construction contract any time before 
confirmation of a plan of reorganization. 11 
U.S.C.A. § 365(d)(2)
The owner can file an application to require 
the Contractor/Trustee to either assume or 
reject the contact within a deadline. 
Owner will need to support its asserted 
deadline, why that deadline is reasonable.

The work is in a state of uncertainty until the decision is made to assume 
or reject the construction contract.

Presenter Notes
Presentation Notes
The specific impact of a bankruptcy filing will depend upon which party has filed, the stage of construction at the time of the filing, the nature of the bankruptcy relief sought, and how the various parties react to the bankruptcy filing. For the purpose of this presentation, I’m only presenting the Owner’s perspective, and a broad overview of on Chapters 7 and 11
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What if the contract is 
rejected?

Then the contractor is in breach and the owner may proceed with 
Articles 28, 29, or 54. 

NC SCO General Conditions (OC-15) 24th Edition, January 2013
• Article 54 – Termination for Convenience
• Article 29 – Termination for Default (Annulment of Contract)
• Article 28 – Owner’s Right to do Work
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Completing the Work under 
Rejection.

• Demand on Surety
• Surety would have a claim 

against the debtor in 
bankruptcy

• Surety would want to protect 
the contract balance

• Self-Performance/Replacement 
Contractor

• The owner may use the 
remaining unpaid balance of 
the contract to pay for 
completion. 

• BUT:
• The Court may require an 

accounting of the completion.
• Any surplus funds must be paid 

to the bankruptcy estate.
• Any excess expense, would be 

an unsecured non-priority claim.
• Must comply with Articles 28 

and 29. 

Presenter Notes
Presentation Notes
I will discuss these articles in a bit.
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How about amounts owed under a 
contract?
• Amounts owed to the owner can be deducted from retainage and amounts 

owed to the contractor, but the owner will not be able to recoup beyond the 
funds it currently holds. 

• I.E.: 
• Costs to complete work or the project
• Costs to fix deficient work
• Costs resulting from violations of law/regulations
• Liquidated Damages
• Other alleged damages

• Unless secured, an amount owed pursuant to a contract is an unsecured non-
priority claim.

• Be sure to file a Proof of Claim, with support, within the deadline!

Presenter Notes
Presentation Notes
A claim is a claim backed by an interest in the property either through a title document or a lien on property giving the creditor the right to take the property upon a default. Examples are car loans, mortgages, and UCC filings.
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How do you know what work has 
been done and its cost?

Every project must have a schedule 
of values! (Art. 31)
The SOV is how the designer or 
architect of the project determines 
the progress and completion of the 
work in conformity with the 
Contract. 

Presenter Notes
Presentation Notes
Article 31 (Request for Payment) - Prior to submitting the first request, the contractor shall prepare for the designer a schedule showing a breakdown of the contract price into values of the various parts of the work.
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Order of Claims
• Secured claims are paid from the proceeds of the collateral; if 

the collateral is insufficient to pay the claim in full, the balance 
becomes an unsecured claim.

• Unsecured Claims are paid according to their priority as listed in 11 
U.S.C. § 507. Claims in the higher priority are paid in full before 
claims in a lower priority receive anything.

• Within a class of claims, unsecured creditors share the available funds 
in proportion to the size of their claim.



2023 State Construction Conference

2022 State Construction Conference

Priority of Claims @ 11 U.S.C. § 507
1. Claims for debts to spouse or children for court ordered support
2. Administrative expenses of the bankruptcy
3. Unsecured, post petition claims in an involuntary case
4. Wage claims of employees and independent salespersons up to $10,000 per claim
5. Contributions to employee benefit plans up to $10,000 per employee
6. Claims of farmers and fishermen against debtors operating storage or processing 

facilities.
7. Layaway claims of individuals who didn’t get the item they made the deposit on
8. Recent income, sales, employment or gross receipts taxes

Presenter Notes
Presentation Notes
Admin expenses include paying for the trustee, real estate agents, accountants, and other experts



2023 State Construction Conference

2022 State Construction Conference

Mechanics’ Liens
• A bankruptcy petition filed by a general contractor will not affect the rights 

of its subcontractors and material suppliers to assert their rights under the 
North Carolina mechanics’ lien law against the real property which is the 
subject of the improvements, or against any funds owing from the owner 
to the general contractor. CONNER GWYN SCHENCK PLLC, NORTH
CAROLINA CONSTRUCTION LAW § 12:3 (2022)

• See N.C. Gen. Stat. Ann. Ch. 44A, Article 2
• This does NOT apply to public bodies or buildings. 
• N.C. Gen. Stat. § 44A-34 expressly excludes public bodies and public 

buildings from the operation of North Carolina’s mechanics lien laws in 
Article 2 of Chapter 44A

Presenter Notes
Presentation Notes
A full discussion of Mechanics’ Liens is outside the scope of my presentation, which focuses on the Owner’s point of view. However, it is important that any attorney representing a party in a construction contract to understand the mechanics liens law.
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What if the contract is 
assumed?

• The Contractor/Trustee takes over performance of the work (i.e. 
continues performing) and must comply with the contract provisions 
and schedule going forward. 

• But if the contractor is in default (11 U.S.C.A. § 365(b)(1)) :
• The Contractor/Trustee must cure the default within 60 days or provide 

adequate assurance that it will be cured. 
• Compensate owner for pecuniary loss caused by the default
• Provide adequate assurance of future performance under the contract

Presenter Notes
Presentation Notes
The existence of default is often an obstacle to assumption of the contract. Paying Liquidated Damages? 
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Working with an assumed 
contract.

• Establish the SOV
• Establish the remaining 

work
• Establish a schedule 

with firm deadlines
• Establish deadlines to 

report to the court.
It is important to always have a schedule in place. If the owner does not think that the 
contractor can meet its own proposed schedule, document the disagreement and 
accept the contractor's schedule. With a schedule in place, the stage is set for default 
for failing to meet a deadline.
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Add milestones to the 
schedule to track and 
monitor progress.
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What are the owner’s 
options if the debtor 
fails to perform?

• Contract Terms apply, but
• the owner must now seek 

permission from the court.
• A hearing will be needed.
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Available 
Options?
• Negotiate changes to the schedule, 

work, or costs with the Trustee.
• Seek permission to terminate the 

contract for convenience under 
Article 54.

• Seek permission from the Court to 
take over the work under Article 28. 

• Seek permission from the Court to 
terminate the contract under Article 
29.

This Photo by Unknown Author is licensed under CC BY-ND

Be prepared to defend your choice and 
explain how it benefits the debtor or 
bankruptcy estate.

http://www.evidentlycochrane.net/my-treatment-my-choice-what-do-i-need-to-know/
https://creativecommons.org/licenses/by-nd/3.0/
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Contemporaneous 
Documentation is 

key!

• Contract Specifications Schedule of Values 

• Schedules Schedule Updates Recovery Schedules 
• Daily Reports Expense Reports Regular Meetings

• Meeting Minutes Payment Applications PCOs

• RFIs Change Orders Weather Reports
• Letters Emails Etc.
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Article 54 – Termination for Convenience

Owner may at any time and for any reason terminate Contractor’s services and work at 
Owner's convenience. Upon receipt of such notice, Contractor shall, unless the notice 
directs otherwise, immediately discontinue the work and placing of orders for materials, 
facilities and supplies in connection with the performance of this Agreement. 
Upon such termination, Contractor shall be entitled to payment only as follows: (1) the 
actual cost of the work completed in conformity with this Agreement; plus, (2) such 
other costs actually incurred by Contractor as are permitted by the prime contract and 
approved by Owner; (3) plus ten percent (10%) of the cost of the work referred to in 
subparagraph (1) above for overhead and profit. There shall be deducted from such 
sums as provided in this subparagraph the amount of any payments made to Contractor 
prior to the date of the termination of this Agreement. Contractor shall not be entitled 
to any claim or claim of lien against Owner for any additional compensation or damages 
in the event of such termination and payment.

Presenter Notes
Presentation Notes
I’ll begin by taking a closer look at Article 54.  Termination for Convenience allows the Owner to end a contract for any reason.Without termination for Convenience, a contract may only end when: 1) The contract is fully executed 2) Breach of contract 3) Default.
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Requirements for termination of 
convenience in bankruptcy.

The owner must 
• Move the Court for permission, provide justification, 

obtain permission, then:
• Give Written Notice
• Define in the notice the work, if any, to be finished before 

termination.
• If there is no additional work, say so in the notice! 
• Be clear in the written notice. Do not make assumptions!

• The notice will likely need to be submitted to the court with the 
motion.
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No Reason Needed – Without Cause

•A reason for termination should not be 
in the written notice. 

•Do not blame the contractor/debtor.
• It is economical for debtor and owner 
to terminate rather than continue.

•The debtor does not have to do any 
more work.This is not a default termination. 

Presenter Notes
Presentation Notes
Maybe it’s the contractor’s fault - Contractor’s inexperience or incapacity, Contractor fails to perform the work, maybe the contactor does or says something during the precon meeting where the Owner knows “this guys is obviously unqualified, and this could be a disaster”. Maybe there’s a blatant disregard for Article 38 dealing with use of premises, alcohol use or disruptive behavior outside of the work area.  These last three are contractual breaches but perhaps Article 54 the easier path forward to avoid potential litigation.Maybe it has nothing to do with the contractor at all - Project is no longer needed, Excessive unforeseen conditions, Price volatility within Owner purchases, or product delays. Funding issues. I could name dozens more because Article 54 is available “AT ANY TIME AND FOR ANY REASON.The only time you’ll run into trouble is if your actions are not in good faith.   Tortious Interference for example.Regardless of the reason, it does not have to be named in the written notice.  In fact, a good approach is to give neutral reasons if any. Pandemic for example.  Why?  Because blaming the contractor could result in a fight.
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“No Fault” Divorce 
The Owner and Trustee agree that 
this construction relationship is 
not going to work, and it is more 
economical if they should go their 
separate ways.
BUT, like a divorce, this will 
require money and compromise! 

The important questions: 
• How much will this cost me?
• What are my liabilities?
• Are there better options?

Presenter Notes
Presentation Notes
Think of Article 54 as a no fault divorce.  An amicable divorce is one where both sides are communicating and being reasonable.  Placing blame immediately puts one side on the defensive and could complicate the underlying goal of separating.In a bankruptcy, the goal is to maximize payment to the creditors, which includes minimizing cost to the Estate.The goal of the owner is to have the project completed.Money will be the driving factor for both sides.If we can avoid this potential pitfall, we can move forward as a team and look at three things:
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How much will it Cost?
The debtor is entitled to:
1. Actual cost of the work 

completed in conformity 
2. Other costs actually incurred … 

as are permitted
3. Ten percent (10%) of the cost of 

the work in place
4. Refunds of bond premiums go 

to the contactor and would not 
offset any payments from 
owner

Simplified Example:
• $50,000,000 project 

• $10,000,000 of work completed

• $50,000 in pending COs & GCs

• $6,000,000 paid to date 

The base termination payment to the 
contractor: $5,050,000.

• $4,000,000 (unpaid work and 
stored materials)

• $50,000 (for the “other costs 
actually incurred by Contractor”)

• 1,000,000 (10% of the $10 Mil.)
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How much will it Cost? Other Important 
Considerations.

Can the schedule 
tolerate it?

Just how much work has been 
done?

Is rebidding 
required?Are there other 

liabilities???

Presenter Notes
Presentation Notes
Article 54 can take time.  Even after termination, there’s wind-down, demobilization and other occurrences.  Final settlements can get dragged out if there are disagreements about cost.  All this might take longer than you think.  Important to consider if the project’s schedule can tolerate the termination.Installed work is black and white.Shop drawings, delegated design fees, material preorders, additional subcontractor expenses, restocking and many others will all be argued.Is rebidding required?  The project followed GS143-129 or GS143-131 complying with the State’s bidding laws.  If no physical work has been done before termination, it’s fair to move on to the next lowest bidder if they’re within budget or negotiate if their slightly over.  If work has been done, the drawings will need to be revised to communicate the revised project scope.  SCO then recommends the project be put back on the street to avoid potential bid disputes.Looking at the photograph.  If this project were terminated as shown, the drawings would have to now show existing footings, new grades, and partially complete utilities.  Through termination, this process could be simplified by defining a more logical stopping point in the written notice.  Perhaps 100% foundations and taking walls up to the first finished floor.
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What are the 
owner’s 
liabilities?
• Warranties
• Protection of the site 

and the public
• Utilities
• Compliance with 

environmental and 
other regulations

• Unknowns

Presenter Notes
Presentation Notes
Warranties will still apply but from the date of termination.  Warranty claims could be challenging.  For example, exposed anchor bolts rusting may be difficult to use.  Perhaps some materials degrade under UV exposure.  Equipment is not properly maintained.  All might be under warranty but a claim would be fervently opposed.Any pits or unsafe conditions.  Fencing.  Stabilization.Utilities costs if permanent connections have been made.Erosions control.  Pollution prevention measures.  Water Quality buffers. Re-permit if the construction is significantly delayed.Unknowns – things that we cannot consider.  Always something.
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What to Expect.
•Easier if executed before construction 
begins.

•Some degree of project wind-down.
•Disagreements on pending change 
orders and cost.

•Prolonged negotiations if 
disagreements are severe.

Presenter Notes
Presentation Notes
As stated before, it’s best suited before construction begins or early in a project.  The costs and liabilities are easier to manage.Project wind-down should be expected.  Be sure to delineate wind-down work if needed (i.e. site stabilization, permanent site security, finish important work such as roadway or utilities.)There will probably be disagreements about costs.  These disagreements will pertain to shop drawings, materials ordered, restocking, and other costs required by the construction but not easily varied in the field.It’s possible the disagreements will require informal mediation through SCO.  These negotiations could take some time if the parties have unyielding views of the situation.Failure to negotiate and compromise could leave to litigation which would obviously add another layer of expense.
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Art. 28: Owner’s Right to do Work
If, during the progress of the work or during the period of guarantee, the contractor fails 
to prosecute the work properly or to perform any provision of the contract, the owner, 
after seven (7) days' written notice sent by certified mail, return receipt requested, to 
the contractor from the designer, may perform or have performed that portion of the 
work. The cost of the work may be deducted from any amounts due or to become due 
to the contractor, such action and cost of same having been first approved by the 
designer. Should the cost of such action of the owner exceed the amount due or to 
become due the contractor, then the contractor or his surety, or both, shall be liable for 
and shall pay to the owner the amount of said excess.

Presenter Notes
Presentation Notes
Next we’ll take a look at Article 28 – Owner’s Right to do Work.  Unlike Article 54, it cannot be used for any reason.  It can be used if contractor fails to prosecute the work.  The critical parts of this Article are…
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Requirements for taking over a 
portion of the work in bankruptcy.

The owner must 
• Move the Court for permission, provide justification, 

obtain permission, then:
• Give Written Notice to the Contractor
• Send it by Certified mail, return receipt requested (sent by 

designer)
• Define the work being taken over.
• Giver the contractor the required time to prosecute the 

work (fix the default).
Send the written notice to the surety as well. It may be liable!

Presenter Notes
Presentation Notes
To reiterate.  The Owner Must…Give notice in writing via certified mail with return receipt of delivery.I recommend sending an electronic copy of the letter via email as well.  This does not remove the need for a certified letter but I believe it can serve as receipt if the address provided by the contractor is wrong or delivery of the letter is somehow refused.The letter needs to come from the Designer.It must define the work being taken over.  This must be explicit.  You can list items within the letter, attach punch-lists or past documents but the intent must be crystal clear.  Only the work identified is removed.  Future failures will require additional Article 28 letters.The contractor must be afforded the full 7-days to write his wrong.  The purpose of the 7-days is to allow the contract to right past wrongs and allow a final opportunity to prosecute the work properly.  If the contractor takes no action, the Owner’s response would be to formally take over the work via a follow-up written notice.  If the contractor does take action, it’s a judgement call.It’s a good idea to copy the surety on all Article 28 letters.   This is not required by the contract but is good practice since the bonding company is liable for cost overages if the Contractor cannot or will not pay.In fact, if the Article 28 relates to delays, the surety should have already been on notice.  Article 14.K reads in Part “The designer shall determine the contractor(s) who caused the delays and notify the bonding company of the responsible contractor(s) of the delays; and shall make a recommendation to the owner regarding further action.“This reiterates the importance of documentation throughout the entire project.
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Takeover 
Triggers

•Contractor fails to perform the work.
•Performs the work poorly or 
defectively.

•Contractor fails to comply with the 
contract.

•Using materials inferior to the 
specifications.

•Consistent failure to deliver a specific 
work item or items on schedule.

Presenter Notes
Presentation Notes
Remind them that documentation is key.
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Important Considerations
• Do you have ample documentation?
• Have you followed the contract?
• Does the contractor have remaining work?
• Is the remaining work clearly defined?
• The contractor must be given an opportunity to right past 

wrongs.
• Work taken over cannot interfere with the original 

contracted scope of work.

Presenter Notes
Presentation Notes
Take an impartial look at the situation!
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What to expect?
•Disagreements about the cost of the work.

•Disagreements about design.

•Disagreements about money withheld.

•Disagreements about who caused delays.

•Dispute escalation.  Time and money lost if it does.

•Regular reporting and accounting to the court.
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If the contractor fails to begin the work under the contract within the time 
specified, or the progress of the work is not maintained on schedule, or the work is 
not completed within the time above specified, or fails to perform the work with 
sufficient workmen and equipment or with sufficient materials to ensure the 
prompt completion of said work, or shall perform the work unsuitably or shall 
discontinue the prosecution of the work, or if the contractor shall become insolvent 
or be declared bankrupt or commit any act of bankruptcy or insolvency, or allow 
any final judgment to stand against him unsatisfied for a period of forty-eight (48) 
hours, or shall make an assignment for the benefit of creditors, or for any other 
cause whatsoever shall not carry on the work in an acceptable manner, the owner 
may give notice in writing, sent by certified mail, return receipt requested, to the 
contractor and his surety of such delay, neglect or default, specifying the same, and 
if the contractor within a period of seven (7) days after such notice shall not 
proceed in accordance therewith, then the owner shall, declare this contract in 
default, and, thereupon, the surety shall promptly take over the work and complete 
the performance of this contract in the manner and within the time frame 
specified.

Article 29 – Termination for Default
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Continued:
In the event the surety shall fail to take over the work to be done under this contract within 
seven (7) days after being so notified and notify the owner in writing, sent by certified mail, 
return receipt requested, that he is taking the same over and stating that he will diligently 
pursue and complete the same, the owner shall have full power and authority, without 
violating the contract, to take the prosecution of the work out of the hands of said contractor, 
to appropriate or use any or all contract materials and equipment on the grounds as may be 
suitable and acceptable and may enter into an agreement, either by public letting or 
negotiation, for the completion of said contract according to the terms and provisions 
thereof or use such other methods as in his opinion shall be required for the completion of 
said contract in an acceptable manner. All costs and charges incurred by the owner, together 
with the costs of completing the work under contract, shall be deducted from any monies 
due or which may become due said contractor and surety. In case the expense so incurred by 
the owner shall be less than the sum which would have been payable under the contract, if it 
had been completed by said contractor, then the said contractor and surety shall be entitled 
to receive the difference, but in case such expense shall exceed the sum which would have 
been payable under the contract, then the contractor and the surety shall be liable and shall 
pay to the owner the amount of said excess.
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Failure to Work
1. If the contractor fails to begin the work under the 

contract within the time specified
2.If the contractor discontinues the prosecution of the 

work

Failure to Keep on Schedule
3. If the progress of the work is not maintained on 

schedule
4. If the contractor fails to perform the work with 

sufficient workmen, equipment, or materials to ensure 
the prompt completion of said work

Triggers for 
Termination
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Failure to Complete on Time
5. If the work is not completed within the time specified

Poor Quality of Work
6. If the contractor performs the work unsuitably
7. If the contractor fails to carry on the work in an 

acceptable manner for any other cause whatsoever
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Fiscal Status as a Trigger for 
Termination

Possible
• The contractor becomes insolvent.
• The contractor allows a final judgment to stand 

against him unsatisfied for a period of forty-eight 
(48) hours..

• The contractor makes an assignment for the 
benefit of creditors.

Not Allowed
• The contractor declares bankruptcy
• The contractor commits any act of bankruptcy or 

insolvency
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Requirements for termination for 
default in bankruptcy. 

The owner must 
• Move the Court for permission, provide 

justification, obtain permission, then:
• Give Written Notice
• Sent by Certified mail, return receipt requested,
• To the Contractor and its Surety, 
• Of the trigger of default, AND
• Give the contractor seven days to fix the issue.
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The surety must 
Promptly take over the work and 
complete the performance of the 
contract.

If the surety fails
• to take over the work within seven 

days, AND
• to notify the owner in writing by 

certified mail that it is taking over 
the work, AND

• state that it will diligently pursue 
and complete the same

Then the owner 
shall have full power and authority to:
• take the prosecution of the work 

away from the contractor, 
• use any or all contract materials and 

equipment on the grounds as may 
be suitable and acceptable and 

• may enter into an agreement, either 
by public letting or negotiation, for 
the completion of the contract or 
use such other methods as in his 
opinion shall be required for the 
completion of the contract in an 
acceptable manner.
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If the issue(s) are not fixed?

•The Owner Shall: 
• Declare the contract in default, and
• Notify the surety of default. 

• These are contract requirements, but 
the Court will also be involved.
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All costs and charges incurred by the owner, together 
with the costs of completing the work under contract, 
shall be deducted from any monies due or which may 
become due to said contractor and surety. 

Expenses

Expense ˂ Contract Balance
the contractor and surety shall be 
entitled to receive the difference.

Expense ˃ Contract Balance
the contractor and the surety 
shall be liable and shall pay to 
the owner the amount of said 
excess

Reporting and accounting to the court will be 
required.
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Were the defaults documented?
• Contemporaneous documentation
• Via email or other written notes
• Schedules, daily reports, mtg. 

minutes, correspondence

Were the defaults material?
• Was the issue considered or treated 

as minor?
• Did the issue appear urgent from 

the records?
• Was scheduling enforced?Was a schedule in place?

• Were regular CPM schedules 
required? With each pay app?

• Did deadlines pass without you 
noting or addressing them?

• Was a recovery schedule 
required? Enforced?

What were the causes of delay?
• Were RFIs and PCOs promptly addressed?
• Were requests for extensions promptly 

addressed?
• Were proposed schedules promptly reviewed 

and approved?
• Did the owner or architect issue any changes?
• Were there stop-work orders?
• Any other forms of possible owner delay?
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How do courts view default 
termination?

• “Default-termination is a 'drastic sanction,' 
which should be imposed (or sustained) only for 
good grounds and on 'solid evidence.’”

• Termination is a draconian and drastic 
remedy, constituting a species of 
forfeiture warranting strict judicial construction 
and enforcement of the breaching party's 
pretermination rights to notice and an 
opportunity to cure breaches deemed 
sufficiently material to warrant contract 
termination by the nonbreaching party
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Drawbacks to Default Termination

Wrongful termination is heavily penalized.
1. Termination becomes a breach of contract by the owner,
2. Anticipatory repudiation,
3. May convert to termination for convenience,
4. May discharge both the contractor and its performance bond surety 
from all performance obligations,
5. Exposes the owner to liability to the contractor for lost profits and 
other damages due to wrongful breach, plus possible pass-through 
expenses, 
6. Extra-contractual damages where the termination decision is found 
not only to have been wrongful but made in bad faith, and
7. The owner may be liable for expenses and cost to the contractor and 
without the ability to offset its completion costs.

Numerous interdependent subcontractors and suppliers 
may be damaged, compounding the economic impact.
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Terminating the contract for default may allow the trustee to 
proceed with the verified complaint process and suit under NCGS 
143-135.3(c)

The trustee may seek to bring an adverse proceeding within the 
bankruptcy.

The owner will be defending a suit while trying to complete its 
project.

The trustee may seek to prevent further work or expenses, in order 
to mitigate the Estate’s exposure or to maximize its recovery.

Drawbacks to Default Termination Cont.
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Final thoughts on default termination 
in bankruptcy.

•It cannot be used without the court’s 
permission.

•It should not be used unless the 
conditions are right,

•You can accept the risks, and
•There are no other viable options.
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How does bankruptcy by a 
subcontractor or supplier impact a 
project?
• Same Issues as when a contractor is the 

debtor.
• Cannot terminate the contract.
• The contract must be assumed or 

rejected contract.
• The contract between the GC and Owner 

is NOT affected. 
• GC is responsible for on time delivery 

within budget, BUT
• GC work may not be able to continue 

until the sub assumes or rejects.
• GC may be subject to claims for delay 

and damages by owner and other 
subs

• The debtor’s subcontractors also cannot 
terminate

• Subcontractors and suppliers may assert 
claims against the payment bond 
provided by the debtor or the GC.

Presenter Notes
Presentation Notes
A payment bond does not require termination of the debtor before making a claim upon the payment bond. 
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Should the owner terminate before 
bankruptcy is filed?
• A contract that is validly terminated prior to the filing of the bankruptcy petition 

may not be assumed by the Trustee in the bankruptcy.
• If the cost to finish the work exceeds amounts withheld, then those costs will 

likely be an unsecured non-priority claim, and won’t be paid. 
• The owner is protected to some degree because there is a surety. If the contract is 

terminated before the Bankruptcy filing, and a demand is made upon the surety, 
the risk of completion is now on the surety.

• With monitoring of the project and the contract requirements, the ground for 
termination would have likely presented itself before well before the filing of the 
bankruptcy. But a well performing contractor may still find itself in bankruptcy. 
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Final Thoughts on Bankruptcy
•Actively monitor contract performance.
•Take action when and where needed.
•Respect the automatic stay.
•Know which Chapter it is.
•Determine work to be completed and the 
costs.

•Determine if the contract will be rejected or 
assumed.

•To communicate up and down the chain.
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Questions?

• James Bernier, Jr.
• JBernier@ncdoj.gov

*This is not an opinion of the NC Attorney 
General’s Office, formal or otherwise. It has 
not been reviewed and approved in 
accordance with the procedures for issuing 
a formal Attorney General’s Opinion.

Special thanks to:
The Attorneys at Conner Gwyn Schenck PLLC, 
authors of North Carolina Construction Law Treatise 
Available at: Westlaw and at https://cgspllc.com/north-
carolina-construction-law-treatise/

mailto:Jbernier@ncdoj.gov
https://cgspllc.com/north-carolina-construction-law-treatise/
https://cgspllc.com/north-carolina-construction-law-treatise/
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