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Although the content changes from year to year, this workshop is consis-
tently one of our most popular sessions. This year’s program explores
core areas of concern for construction risk managers, including the terms
of payment, changes to the work, differing site conditions, notice of
claims, change order pricing, delay damages, suspension of the work, ter-
mination, dispute resolution, limitation of liability, insurance, and indem-
nity. A significant amount of time will be devoted to contract insurance re-
quirements and the challenges that must be met in drafting them
effectively. This workshop will define the challenges in effectively drafting
contract insurance requirements; address the impact of an indemnitee’s
risk management philosophy and insurance market conditions on contract
provisions; and identify practical difficulties of documenting and monitor-
ing compliance with insurance requirements.
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MANAGING RISKS THROUGH EFFECTIVE
CONTRACT NEGOTIATION

David T. Dekker
Thelen Reid & Priest LLP

I. Introduction
A. Focusing on general contracts and subcontracts
B. Construction contracts general contents
C. Interpreting contracts
D. Integration clauses
II. Payment Provisions
A. Payment schemes
1. Fixed price
2. Time and material (cost reimbursable)
3. Time and material with a guaranteed maximum price
B. Pay if paid vs. pay when paid clauses
1. Clark v. Safeco
2. Mega Construction
3. Pay when paid clauses are still valid:
4

When does a pay when paid clause become a pay if paid clause
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a. Question is currently unanswered
b. Subcontract provisions that are critical to general contractors
III. Changes to the Work
A. Owner requested change orders
B. Changed conditions
C. Notice provisions

1. Change order pricing



IV.

VI.

Schedule- and Time-Related Clauses

A. No damage for delay clauses
1. As a general rule, such clauses are strictly construed against owners
2. Public Contract Code Section 7102

B. Liquidated damages provisions

1. Basic elements of common provisions to protect owners from delays on a
project

2. Liquidated damage provisions and their applicability to damages for delays to
the contractor

C. Suspension provisions
1. Owner’s right to suspend the work for cause and for convenience
2. Contractor does not usually have a right to suspend the work
Termination Provisions
A. Two types of termination
1. Termination for cause
2. Termination for convenience
B. Termination for cause by owner
C. Termination for convenience by owner
D. Termination by contractor
Dispute Resolution
A. Arbitration
1. Should the contract contain an arbitration clause
2. Considerations for an arbitration provision
a. American Arbitration Association
b. Custom procedure establishment
c. Arbitration costs
d. Rights of appeal

3. Consolidated proceedings for potential related claims



B. Mediation

1. AIA contracts and mandatory mediations

C. Dispute review boards

1. Public works projects

D. Complex dispute resolution procedures

1. Complicated procedures of public works contracts

a.
b.
C.
d.

e.

Submission of the claim to the project team or architect
An appeal to the owner’s representatives not on site

An appeal to the DRB

Mediation

Arbitration or an action in court

2. Contractor’s time limits

E. Attorney’s fees

F. Limitation of liability clauses

1. Design contracts vs. general contracts

2. The 1997 AIA A201 General Conditions

a.

b.

Owner

Contractor

VII. Insurance and Indemnity Provisions

A. Insurance provisions

1. Allocation of responsibilities

a.

b.

General liability
Property insurance
Workers compensation
Auto

Pollution

Errors and omissions
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2. Items that provisions should address
a. Deductibles
b. Restrictions
c. Types of policies and specific forms of coverage required
d. Minimal limits requirements
3. Property insurance
Risk assessment
. Additional insured coverage on general liability policy
1. Contract provisions
a. Use of the proper endorsement
b. Coverage requirements of an admitted carrier
c. Policy forms and inclusions
d. Primary and excess policy coverages and additional named insureds
e. Responsibilities of party providing coverage
. Limits on insurance coverage for public entities
1. Insurance Code § 11580.4
2. Public Contract Code § 7104
Indemnity clauses

1. Three general forms:

a. Typel
b. Type Il
c. Typelll

2. Civil Code § 2782

3. Indemnitor obligations and contract provisions



MANAGING RISKS
THROUGH EFFECTIVE
CONTRACT NEGOTIATION

2 Presented by:
& David T. Dekker

[. Introduction
Contract Delivery Systems

y 4
i }z;?

4 * Traditional arrangement: design-bid-build.
1z, \73

"« More recently: design-build. Limits on
which public entities and projects can be
design-build.
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)+ CM at risk or CM agency?




S

# « Elements of typical construction contract
A

Essential elements

The contract

General conditions
Special conditions

Design documents
Incorporation by reference
Other

- | * Interpreting contracts
#‘1 ‘\i — Courts generally try to apply the agreement as
" intended by the parties

— Intent is determined from the plain language of
the contract

— Extrinsic evidence can be used to resolve
ambiguities

— Integration clauses — an integrated document
contains the entire agreement in writing

10




* Resolving ambiguities
— Extrinsic evidence of intent of parties
— Course of conduct
— Specific language preferred over general
language
— Additional verbiage added to printed forms
— Evidence of trade practice and custom

— Ambiguities are construed against the drafter
of the contract

— Equitable construction

[I. Payment Provisions

.||+ Payment schemes
P,

A — Fixed price (lump sum)
» Use allowances
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 Use of unit prices

— Time and material (cost reimbursable or “cost plus™)

— Time and material with a guaranteed maximum price
» Eliminates some risks of pure cost plus

» Retainage

11



 Pay if paid clauses
— In a majority of states, a pay if paid clause is valid and
enforceable if it expressly creates a true condition
precedent

— In a minority of states, judicial decisions or legislation
voids pay if paid clauses as against public policy
» Examples:
California
New York
North Carolina

Wisconsin

Pay if paid (California)

—Clark v. Safeco — Pay if paid provisions are
unconstitutional and unenforceable in
California on private works of improvement

—Mega Construction — Pay if paid provisions are
unconstitutional and unenforceable on public
works of improvement

12




» Pay when paid clauses are still valid:

— Prompt payment statutes specify the time for
payment

— General contractor can specify a different
payment time if in a written subcontract

* When does a pay when paid clause become
a pay if paid clause?

' ] — Question is currently unanswered

— Important subcontract provisions:
* Flow down provisions

* Tie the subcontractor into the dispute resolution
process with the owner for pass-through claims

» Bind the subcontractor to the outcome with the owner

* Require the subcontractor to exhaust all owner
remedies before bringing a claim against the general
contractor

13
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 Require the subcontractor to participate with the
general contractor in any claims against the owner

 Subcontractor to stay actions against general
contractor

* General incorporation clause may not be sufficient

III. Changes To The Work

« AIA A201
— 7.2.1 Change Order

* Mutual agreement of owner, contractor and architect
concerning changes in work, and changes to price and
time, if any

— 7.3.1 Construction Change Directive

* Duty to perform work prior to agreement on terms

14




* Owner requested change orders.

— Must come within the general purpose of the
project and not fundamentally change the
character of the work

— Cardinal change

* Contracts generally provide that:

A=
= 7t

— Change orders and change directives must be in writing

— Contractors should be cautious not to perform work
unless there is a written change or directive

— Constructive changes

15
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» Notice provisions

1 €=
“ 5
— Contracts usually contain a notice provision to
give the owner and/or general contractor fair
warning of potential extra work claims

* Change Order Pricing

— Change order work can be priced on a time and material basis or a
fixed price basis
*Usually follows contract scheme
— AIA A201 7.3.3. Pricing of Construction Change Directive

.1 mutual acceptance of a lump sum properly itemized and supported by
sufficient substantiating date to permit evaluation;

.2 unit prices stated in the Contract Documents or subsequently agreed
upon;

.3 cost to be determined in a manner agreed upon by the parties and a
mutually acceptable fixed or percentage of fee; or

4 as provided in Subparagraph 7.3.6.

16




» Compile Necessary Documentation

— AIA A201 7.3.3.3, the Contractor shall keep and present, in such
form as the Architect may prescribe, an itemized accounting
together with appropriate supporting data. Unless otherwise
provided in the Contract Documents, costs for the purposes of
this Subparagraph shall be limited to the following:

.1 costs of labor, including social security, old age and unemployment
insurance, fringe benefits required by agreement or custom, and
workers’ compensation insurance;

.2 costs of materials, supplies and equipment, including cost of
transportation, whether incorporated or consumed;

.3 rental costs of machinery and equipment, exclusive of hand tools,
whether rented from the Contractor or others;

4 costs of premiums for all bonds and insurance, permit fees, and
sales, use or similar taxes related to the Work; and

.5 additional costs of supervision and field office personnel directly
attributable to the change.

.|+ Changed conditions
(&

— Generally a contractor is entitled to additional
compensation for unknown conditions

* physical conditions that differ from that shown in the
contract documents (Type I DSC); or

* conditions that were unusual and differing from that
ordinarily encountered or inherent in the work to be
performed (Type 11 DSC)

17
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— Owner can shift the burden of unknown
conditions to the contractor

* Contract should use explicit language

* Does shifting the costs for unknown conditions help
or hurt the owner?

IV. Schedule and Time Related

b=, § Clauses
| B

* No damage for delay clauses

A=
- 7t

— Time not money

— Use in prime and subcontracts

18




* No damage for delay clauses
Majority view
No damage for delay clauses are not against public policy
No damage for delay clauses are enforceable if they are

“unambiguous.” As a general rule, such clauses are strictly
construed against owners.
Even if the no damage for delay clause is “unambiguous,” it will
not be enforced if the cause of the delay is:

The bad faith of the party seeking to enforce the clause;

So long in duration as to amount to abandonment of the contract;

Not one contemplated by the parties at the time of entering into the
contract; or

One created by the active interference of the party seeking to
enforce the clause

» No damage for delay clauses

Minority view
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— No damage for delay clauses in public
contracts are void and unenforceable (at least
nine states)

— No damage for delay clauses are
unenforceable in both public and private
contracts (two states?)

19



/|l Liquidated damages provisions

— Common provision to protect owners from
delays on a project

— Basic elements are:

» Contemplated that the owner will incur damages for
delay

» Actual damages are difficult to ascertain

* Must not be a penalty

* Owner does not need to demonstrate actual damages to invoke a
liquidated damages provision

— Common in subcontracts

— Liquidated damage provisions can also protect
contractors
» Use as cap on liability
* Insurable?

20




Limitation of Liability Clauses

i * The 1997 AIA A201 General Conditions provide
4 for a mutual waiver of consequential damages.

4.3.10.1 Claims for Consequential Damages. The
Contractor and Owner waive Claims against each other for
consequential damages arising out of or relating to this
Contract. This mutual waiver includes:

.1 damages incurred by the Owner for rental expenses, for losses of
use, income, profit, financing, business and reputation, and for loss
of management or employee productivity or of the services of such
persons; and

N

.2 damages incurred by the Contractor for principal office
expenses including the compensation of personnel stationed
there, for losses of financing, business and reputation, and for
loss of profit except anticipated profit arising directly from the
Work.
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This mutual waiver is applicable, without limitation, to
all consequential damages due to either party’s
termination in accordance with Article 14. Nothing
contained in this Subparagraph 4.3.10 shall be deemed
to preclude an award of liquidated direct damages, when
applicable, in accordance with the requirements of the
Contract Documents.

21



* Possible modifications to limit but not bar all
consequential damages
— Fixed monetary cap
— Liquidated damages
— Anticipated profit or fee on the project
— Available insurance proceeds
— Other

* Scope of persons, actions and risks covered
» Enforceability issues

* Suspension provisions

A=
= 7t

— Owner usually has the right to suspend the work
for cause and for convenience

» Suspensions for convenience: contractor
compensated for delay

+ Suspensions for cause: contractor generally is not
entitled to compensation

22




— Contractor typically does not have a right to
suspend the work

* Contractor may want to address suspension issues

V. Termination Provisions

» Termination for Cause by Owner.
—AIA A201 14.2.1

The Owner may terminate the Contract if the
Contractor:

.1 persistently or repeatedly refuses or fails to supply enough
properly skilled workers or proper materials;
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.2 fails to make payment to Subcontractors for materials or
labor in accordance with the respective agreements between the
Contractor and the Subcontractors;

.3 persistently disregards laws, ordinances, or rules, regulations
or orders of a public authority having jurisdiction; or

4 otherwise is guilty of a substantial breach of a provision of
the Contract Documents.

23



— Is this clause even needed?

— What grounds for termination are listed in
alternative versions of termination clauses?

— Does clause allow termination for an
immaterial breach?

— What damages are recoverable?

— Notice and opportunity to cure

— Improper termination for cause converted to
termination for convenience

* Termination for Convenience by Owner.
—AIA A201 14.4.1
The Owner may, at any time, terminate the Contract for the Owner’s
convenience and without cause.
—AIA A201 14.4.2
Upon receipt of written notice from the Owner of such termination
for the Owner’s convenience, the Contractor shall:
.1 cease operations as directed by the Owner in the notice;

.2 take actions necessary, or that the Owner may direct, for the
protection and preservation of the Work; and

.3 except for Work directed to be performed prior to the effective
date of termination stated in the notice, terminate all existing
subcontracts and purchase orders and enter into no further
subcontracts and purchase orders.

24




—Often allows Owner to terminate for any reason

*Some case law exceptions

—What compensation is Contractor entitled to?

*ATA A201 14.4.3

In case of such termination for the Owner’s convenience, the
Contractor shall be entitled to receive payment for Work
executed, and costs incurred by reason of such termination,
along with reasonable overhead and profit on the Work not
executed.

_ |+ Open compensation issues in many contracts

Al y — Recovery of overhead and profit on work not
- executed

— Fees and costs, including attorneys fees, incurred
terminating subcontractors and suppliers

— Costs incurred to purchase material not yet used in the
project, which cannot be resold or returned

— Others

25
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» Termination by the contractor

Al

— Some contracts give the contractor a limited
right if the owner fails to make payment, or for
indefinite work stoppage

 Stop work, but no right to terminate

» Terminate the contract after proper notice

— Many contracts require the contractor to continue
working even if there is a dispute

— Cal. Civil Code 3260.2 gives contractor rights to
stop work on private works of improvement

26




e Arbitration.

— Should the contract contain an arbitration clause?

— Considerations for an arbitration provision:

e Adopt the rules of the AAA

¢ Alternative arbitration services and rules

 Establish procedures in contract (timing, discovery, trial, etc.)

* How many arbitrators will hear the case?

» Who pays for the costs of the arbitrators?

» What rights of appeal will the parties have?

— Assure that all potentially related claims are subject to a
consolidated proceeding

27
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 Mediation

— The AIA contracts now have mandatory
mediation clauses

 Dispute review boards

— Common on public works projects. Rulings of
the DRB are generally advisory.

— Public works contracts can contain complicated
procedures that require some or all of the
following steps:

» Submission of the claim to the project team or
architect

* An appeal to the owner’s representatives not on site

28




* An appeal to the DRB
* Mediation

e Arbitration or an action in court

— Contractor needs to be cognizant of time limits
to pursue each step

— Private contracts may contain similar
requirements
* Need for strict compliance

A=
- 7t

» Attorney’s fees

— American Rule

— Exceptions:
* Where authorized by contract
* Where authorized by statute

29
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i B

— Unilateral clauses sometimes construed to act
bilaterally

— Making a statutory offer of settlement can shift
responsibility for fees

— Insurability if statute treats attorneys fees as
“costs”

30






