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The terms of the construction contract dictate the allocation of risks between the contracting par-
ties. Even when standard form construction contracts are used, modifications are virtually always
made to various contract provisions. This session examines key risk allocation and insurance pro-
visions, including indemnity provisions, insurance requirements, and waivers of damages, with
emphasis on the negotiation process. Hear construction company, project owner, and subcontrac-
tor representatives discuss their positions with respect to these contract provisions, their argu-
ments supporting their preferred position, where they are willing to bend, what they expect in re-
turn, and what constitutes a deal breaker.
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J. William Ernstrom

Partner
Ernstrom & Dreste, LLP

Mr. Ernstrom is panel moderator for Workshop M, “Construction Contract Negotiation,” on Wednesday
morning. He is a founding partner of the law firm of Ernstrom & Dreste, LLP, located in Rochester, New
York. For over 25 years, he has focused his practice on the construction industry. He is General Counsel
of Alberici Corporation and Counsel to the Contract Documents Program of the American General Con-
tractors of America.

In 1998, Mr. Ernstrom was selected by the AGC as “Chairman of the Year” for his work in representing
contractors’ interests in contract documents. He has been awarded the AGC President’s Coin for exem-
plifying skill, responsibility, and integrity as well as unlimited motivation on behalf of the Association. At
the 23rd IRMI Construction Risk Conference in Chicago, Mr. Ernstrom was presented with the Words of
Wisdom (WOW) award, which recognizes speakers who have made outstanding contributions to the
Conference.

Mr. Ernstrom coedited the AGC Contractor Documents Handbook, published by Aspen Publishers, Inc.,
in 2003, and contributed a chapter to that book on AGC Document No. 200. He has authored numerous
articles on surety and construction law topics. In particular, he has written about construction manage-
ment and the American Institute of Architects A201 General Conditions for the Wiley Construction Law
Update, as well as on the topic of design-build for the Aspen Construction Law Update. He frequently
lectures throughout the country for the Associated General Contractors, the National Association of
Surety Bond Producers, the American Arbitration Association, the Design Build Institute of America, and
the Construction Financial Management Association. Mr. Ernstrom is a member of the ABA Fidelity &
Surety Committee, the Surety Claims Institute, and the National Bond Claims Association. He has spo-
ken at the Fidelity & Surety Law Committee Mid-Winter Meeting and the ABA’s Forum on the Construc-
tion Industry.

David B. Dolnick
Risk Manager
The Brady Companies

Mr. Dolnick, one of the panelists for Workshop M, “"Construction Contract Negotiation,” on Wednesday, is
risk manager for The Brady Companies, a multifaceted construction firm headquartered in La Mesa,
California. He has been involved in the risk management field for more than 18 years, prior to which he
served in underwriting, loss control, and marketing capacities with several insurers. Mr. Dolnick is a
deputy member of the Risk and Insurance Management Society. He was honored as that organization’s
“Heart of RIMS” in 1998 and as the San Diego Chapter’s “"Risk Manager of the Year” for 1997. He served
as president of the San Diego Chapter for 2001 and again for 2002, and he also served as a mentor to
various RIMS Chapters across the country. He is a member of the Society’s Nominating Committee and
he serves on the Member & Chapter Services committee and on the Steering Committee for the RIMS
Western Regional Conference. He was chair of the 2004 RIMS Western Regional Conference in Newport
Beach.

Mr. Dolnick is also a member of the Risk Management Committee of the Associated General Contractors
of America and was active with its Mold Litigation Taskforce, helping the AGC to write a widely recog-
nized and nationally honored document on mold in construction. He currently chairs the AGC’s Gap Task
Force, which is helping to develop risk management solutions for small and midsized contractors and
the insurance brokers and agents who serve them.




Mr. Dolnick is a professional member of the American Society of Safety Engineers, and served as presi-
dent of the San Diego Chapter of ASSE in 1985-86. He also served on the Board of Directors of the Pa-
cific Safety Council from 1984 through 1987. He has been a frequent speaker at national, regional, and
local seminars, including the IRMI Construction Risk Conference in 2003 and the 2002 and 2003 RIMS
Annual Conference and Exhibition. He has also served as the moderator and coordinator for the Con-
struction Industry Session at the RIMS Annual Conference and Exhibition since 2003.

William Scott Trethewey

Senior Vice President
Moss & Associates

Mr. Trethewey is a panelist for Workshop M, “Construction Contract Negotiation,” on Wednesday morn-
ing. He joins Moss & Associates as Senior Vice President of Risk Management. He will have overall re-
sponsibility for Moss’s risk management, surety, and insurance programs. He will draw upon the rela-
tionships and knowledge gained during his 17 years of experience in the construction and risk
management communities.

Prior to joining Moss, Mr. Trethewey spent 5 years with Centex Construction Group where he had overall
responsibility for the company’s initiatives in risk management and insurance. Before joining Centex, he
spent 11 years with Willis where he held the title of senior vice president and ran the Risk Management
Practice Group in the Washington, DC, region. Mr. Trethewey began his career in public accounting with
the firm of Johnson, Lambert & Company.

Mr. Trethewey earned a BBA in Accounting from the College of William and Mary. He is a member of the
AGC Surety Bonding Committee, AGC Risk Management Committee, and the Design Build Institute of
America’s Risk Management, Insurance, and Safety Committee.

Millicent W. Workman, CPCU
Risk Management Consultant

Ms. Workman is copresenting Workshop M, “Construction Contract Negotiation,” on Wednesday morn-
ing. She is a risk management consultant from Memphis, Tennessee.

Ms. Workman has an extensive background in the risk management and insurance industry. In addition to
consulting on risk management issues since 1986, she served as Director of Risk Financing for Baptist
Memorial Health Care Corporation, one of the largest not-for-profit health care systems in the nation, and
as Director of Risk Management for Mueller Industries, Inc., a leading fabricator of copper, brass, alumi-
num, and plastic products. She was also formerly Director of Corporate Risk Management for Belz Enter-
prises, a real estate development and hotel company based in Memphis, Tennessee.

Ms. Workman graduated magna cum laude, first in class, from Union University, with a B.S. in biology.
She received her Chartered Property Casualty Underwriter (CPCU) designation in 1975, the Associate in
Underwriting designation in 1979, and has completed two parts of the Associate in Risk Management
designation.

Ms. Workman is a nationally recognized speaker on risk management and business continuation issues,
having spoken for groups such as CPCU Society, RIMS, ASSE, and the National Coordinating Council of
Emergency Managers. She was cofounder of the Business Emergency Preparedness Council and the
Memphis Disaster Recovery Business Alliance, coalitions of business and government for business con-



tinuation planning. Ms. Workman served as the first non-alum chair of the Ole Miss Insurance Advisory
Board.

Ms. Workman is active in CPCU and RIMS and is an at-large member of NAIW. She currently serves as
President-Elect of The CPCU Society and assumes the Presidency of the Society in October 2005.

She was named Risk Manager of the Year by Business Insurance in 1992, was named one of the 100
Leading Women in the Insurance Industry by Business Insurance in 2000, and was inducted into The
Robert E. Musto Tennessee Insurance Hall of Fame in August 2002.
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CONSTRUCTION CONTRACT NEGOTIATION

The terms of the construction contract dictate the allocation of risks between the contracting
parties. Even when standard form construction contracts are used, modifications are virtually
always made to various contract provisions. This session examines key risk allocation and in-
surance provisions, including indemnity provisions, insurance requirements, and waivers of
damages, with an emphasis on the negotiation process.

In this session, a distinguished panel representing a cross-section of the construction insur-
ance industry will discuss a variety of current issues, some of which are controversial, with
the goal of increasing awareness, opening dialogues, and improving cooperation among
project participants, such as the owner, contractor, and subcontractor.

In Their Words ...

In preparation for this discussion, we asked each of our panelists to summarize, from their
unique perspective, the key areas they look for, or are concerned about, when negotiating
construction contracts.

Negotiating Construction Contracts:
An Owner’s Perspective

Millicent W. Workman, CPCU
Risk Management Consultant

As construction contracting has become more complex, structuring the agreements requires
more extensive review of interrelated terms and conditions and balancing the possibilities of
risk against overall obligations. From the perspective of the risk manager, there are certain
key areas that take priority in contract negotiations.

Risk managers are often presented with the “insurance language” for review. While assessing
individual clauses is important, a comprehensive review of all terms and conditions is re-
quired. Only with the complete contract can risk transfer, risk allocation, and risk shifting is-
sues be evaluated, and indemnification issues, including any exculpatory language, be as-
sessed accurately. Consequently, often the first and most basic concern is to have the entire
contract available for review.

Having the opportunity to review the complete contract facilitates consideration of critical is-
sues. Knowing if the contract a standardized form, the contractor’s proprietary form, the
owner’s proprietary form, or a hodgepodge of clauses from several sources provides a frame-
work for the review and for identifying critical negotiation points. If working with known or
previously negotiated language, only proposed revisions will require scrutiny, provided the
existing language adequately addresses any interrelated condition concerns.




The entire contract also provides essential considerations in several areas. The type of agree-
ment (i.e., construction management agreement, owner-contractor agreement, owner-de-
sign professional agreement, etc.), the parties to the contract, and the scope of services cov-
ered by the contract have a direct impact on how risk is to be allocated and addressed and
can drive specific requirements during the negotiation process.

Ambiguities within the contract language are also a key area of concern. Different people can
give different meanings to the same term, and sometimes the language can be so ambiguous
that who actually bears the ultimate risk for an exposure is questionable. Therefore, the
contract must be written to leave no room for misinterpretation on basic issues.

For the risk manager, significant areas of concern must be the terms and conditions relating
to insurance requirements and indemnity provisions. Since in most cases the risks associated
with construction contracts are addressed through a combination of insurance, risk financing,
and contract indemnification provisions, a careful review of those provisions both individually
and collectively is critical to properly protecting the assets of the company.

Indemnification provisions can be fraught with problems, particularly when looking at the ex-
culpatory aspects. Further, requirements within these provisions can be counter to require-
ments in insurance and other provisions.

The type of indemnity clause is the first basic consideration and will impact provisions within
the insurance language. Beyond the type of indemnification clause, however, language re-
garding defense, the obligation of primary liability, and what is covered within liability must
be scrutinized to assure that it is consistent with the intent of the indemnity provisions and
with the requirements set forth in the insurance provisions.

The insurance provisions in contracts are often ambiguously or imprecisely written, making
these provisions of critical concern. The provisions often omit pertinent details or include
contradictory language. Clear, detailed requirements are crucial to avoid potential gaps and
assure proper protection for all parties. Such provisions must address not only what insur-
ance is required and what limits are to be provided, but also other pertinent details such as
clearly outlining who is responsible for what risk, what specific coverages are required by the
parties, and how interests are to be protected. In addition, the provisions should specify on
what forms coverage should be written, which carriers are reasonably acceptable, and other
conditions that must be met.

Considering these broad areas of concern is but the first step in bringing meaningful input to
the negotiation process. Within these broad areas of concern are many opportunities to con-
sider so that the final terms and conditions negotiated offer the best protection of all inter-
ests.



Negotiating Construction Contracts:
A Contractor’s Perspective

Scott Trethewey
Senior Vice President
Moss & Associates

According to Merriam-Webster’s Online Dictionary, the term contract is defined as follows:

con-tract ('kan-"trakt): noun 1 a: a binding agreement between two or more persons or
parties; especially : one legally enforceable b : a business arrangement for the supply of goods or
services at a fixed price <make parts on contract> c : the act of marriage or an agreement to
marry 2 : a document describing the terms of a contract 3 : the final bid to win a specified number
of tricks in bridge 4 : an order or arrangement for a hired assassin to kill someone

If asked to define the term contract, most of us in the construction industry would probably
recite some variation of the first two parts of the first definition. Howeuver, it is interesting to
note that Merriam-Webster also uses the terms “marriage” and “kill” in its definition. Alloca-
tion of risk is one of the principal drivers that determine whether a relationship between own-
er and contractor or contractor and subcontractor results in a beneficial partnership or possi-
ble death.

The conventional view of risk allocation focuses primarily on the contract. In the purest
sense, the contract attempts to allocate risk to the parties who are in the best position to
control the risk and who are compensated accordingly to assume the risk. As evidence of this
view, construction industry contract standards have been developed by a number of reputa-
ble organizations. The contract standards oftentimes serve as the standard baseline upon
which most negotiations commence.

Key areas of risk in the contract between the owner and the general contractor include: in-
demnity, insurance, limitation of liability for performance, schedule/delay, differing site con-
ditions, hazardous material, owner changes, design responsibility, warranty, force majeure,
payment, substantial completion, contingency, default/termination for cause/dispute resolu-
tion, and owner financing. Conversely, the key areas of risk in the contract between general
contractor and subcontractor include: indemnity, insurance, price, scope, schedule, changes
to the work, performance, payment, warranties and guarantees, and default/termination/dis-
pute resolution.

Traditionally, the challenge for the general contractor is to understand risks inherent in both
the owner contract and subcontract and how those risks can be properly aligned. Often over-
looked, but equally important to the contractual risk allocation process is the general con-
tractor’s ability to understand risk allocation in the context of its own operational drivers and
external influences that impact its business. Some of these factors include:

e Resource constraints

e Procurement strategies

e Market choices




Stage of the construction market cycle

Key historical risk factors impacting project outcomes

Quality or lack of relationship with owners and subcontractors

Availability of meaningful financial protection for low-frequency, high-severity issues

Each of these factors creates tension on the contracting process and ultimately impacts risk
allocation. The general contractor’s ability to look inward first and thoroughly understand
these drivers enables it to navigate the contract negotiation process. This process of self-un-
derstanding ultimately allows the general contractor to make disciplined decisions about risk
that hopefully produces beneficial partnerships and positive relationships throughout the
construction process.

Negotiating Construction Contracts:
A Subcontractor’s Perspective

David B. Dolnick
Risk Manager
The Brady Companies

In its purest, abstract form, a contract is a document that sets forth the identities, obliga-
tions, duties, and rights of the parties entering into the agreement. The allocation of the risks
between those parties is an inherent part of this process. As the contracts used in construc-
tion industry have become increasingly complex, however, many provisions previously
viewed as innocuous recitals or as merely formalities now often serve the less obvious pur-
pose of modifying or further defining the allocation of the risks between those parties.

I have heard on innumerable occasions that those closest to the work (i.e., the subcontrac-
tors or sub-subcontractors) should bear the risk of that work. The phrase has become almost
axiomatic, and is, I suspect, often repeated without thought or analysis. Much of the ver-
biage in the contracts I see is intended to bring this concept to fruition. The idea has become
so pervasive and so all-encompassing that few today challenge its veracity. It is, however, far
too simplistic a view. I would propose that challenging this oft-proclaimed reality, however, is
something that we all must embrace.

First, a truth: despite the view held by many subcontractors, the majority of general contrac-
tors do not have the ability to impose their own custom-selected and -written contractual
terms on their clients, especially not where those clients are the sophisticated owners of larg-
er projects. Most often, however, at the initial bargaining stage of a project there appears to
be some effort to balance the risks and the rewards in the prime agreement. Risk, it would
appear however, rolls downhill, and, like it or not, most subcontractors draft even less of the
contractual terms by which they are bound than do their upper-tier clients. Far too frequent-
ly, I encounter or hear of a “take it or leave it” approach being taken by general contractors
toward their lower-tier “partners.” This approach, despite its obvious appeal to at least one
party in the equation, does not properly allocate risk in proportion to fault, but rather forces

10



allocation of risk away from a partially responsible party toward one with lesser negotiating
strength. In so doing, it creates inequity, increases the frictional costs of claims, forces litiga-
tion where none need exist, and supports a cottage industry of experts, attorneys, and con-
sultants that help their clients prepare for either the prosecution or the defense of construc-
tion claims of varying scope and nature. I know of no other industry that routinely feeds on
itself in such a manner. The response I typically hear when raising this viewpoint? Simply
that we should either not bid the project, price the risks into our bid, or cover those risks
with insurance. Often, no real attempt to level the playing field is considered.

Thus, from the subcontractor’s perspective, the balance of risk to reward is most often per-
formed by others, others whose agendas and purposes are avowedly divergent from those of
the subcontracting community. In a few notable cases, the “risk equation” has become a
profit center to the general contractor, and the terms of that transfer and financing of risk are
neither negotiable nor open to discussion or question. In a pure world, of course, all subcon-
tractors bidding such a project would recognize that increased risk and would price their work
accordingly. In reality, however, the market plays an enormous role in determining the maxi-
mum price that a responsible subcontractor can charge, so the variable in the equation be-
comes not the price of the bid, but rather the margin a subcontractor makes. One can be the
“smart” subcontractor (avoiding excessive risk at too little reward) for only so long if one
hopes to remain in business, and from time to time unacceptable contractual risks must be
undertaken.

To illustrate my point, please consider that the terms of a contract I hold most likely to lead
to a dispute over the disproportionate allocation of risk is not the indemnity provision, but
rather the description of the work to be undertaken. The provisions of most indemnity and
hold harmless agreements have frequently been disputed and often litigated. Bushels of
scholarly articles and books have discussed the terms and conditions found therein. The lan-
guage of such clauses and provisions has, most often, assumed a boilerplate if not a routine
status. These risks are fairly clear, generally acknowledged, and usually well known to both
parties. While court cases still abound on the meaning of this or that phrase in the indemnity
provisions, the map is relatively clear absent legislative changes or new case law. The same
can be said of similar clauses, such as the “pay if paid/pay when paid” provisions, the gov-
erning law provisions, and similar terms. There are, however, some portions of the contract
that can have a major impact on the risk allocation, and their status is far less clear. Primary
among these is the description of the work itself. There are two reasons for this. First, the
sheer complexity of that provision is belied by the scant few lines allocated thereto in the
contract per se. Much of the description of work provisions are detailed in the specifications
and plans for the project and are incorporated by reference. Occupying often hundreds if not
thousands of pages of specifications, and anywhere from dozens to tens of thousands of
drawings, the risks of misinterpretation, misapplication, and misconstruction (pun intended)
within this body of information is immense. We have all seen flashings disappear, noted that
value engineering can prove costly in the long run, and read field directives that fail to pro-
vide much in the way of direction.

What? A tempest in a teapot, you say? Consider, then, an aphorism my attorneys tell me of-
ten, “"The indemnity provisions in a contract cannot generally reach beyond the ‘four corners’
of the contract!” At least one of those four corners is the description of the work, and it con-
tains, therefore, a far more dangerous balancing of risk than most other provisions within the
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agreement. In the most if not all jurisdictions, I cannot be held to indemnify for work not
within my scope, or to indemnify for completely unrelated aspects of the project. When fo-
cusing on the indemnity and hold harmless provisions, then, we all too often limit our view to
that artificial construct known as “insurable risk.” Some even mislabel insurance policies as a
“risk transfer” mechanism and limit their risk management perspective to a review of those
aspects of the contract for which they can purchase a policy of insurance. Parenthetically, an
insurance policy is actually a risk financing mechanism, as it only serves to provide a mecha-
nism for the contingent funding of certain events predicated on the triggering of a claim un-
der the policy; it does nothing to allocate the actual risk to another party.

I have seen contractors spend hours poring and debating over the placement of a single
comma within the indemnity provisions, blind to the gaping holes in the design of the very
work they undertake. Not convinced? Consider, then to whom we assign the responsibility for
reviewing the plans, specifications, and other documents describing the work itself. In most
organizations that responsibility lies with estimators, bidders, business development person-
nel, or similar functions. How are those vital members of our team compensated? Most typi-
cally, their pay is largely determined by how much business they successfully negotiate, oc-
casionally modified with some “accuracy” measure of actual versus budgeted performance.
Yet the cost of risk of a project will many times not be known until years after its completion,
long after we have closed the compensation books for our business development team. I
have seen far too many disasters strike in this area years after a project was completed.
While many of those claims may have aspects that can be insured, others have large gaps
where no insurance funding will ever be available, or for which no thought to the allocation of
risk was given. To paraphrase Doug Barlow, an icon of the risk management profession who
served as president of the Risk and Insurance Management Society in the early 1970s, “All
good management is fundamentally Risk Management.” Our industry must begin the applica-
tion of that principle to all portions of our contracts if we are to thrive into future. That appli-
cation begins with a fair, open, and honest allocation of risk within our contracts, an alloca-
tion spearheaded by complete and balanced definitions of the work being undertaken, and
the risks being born in that work.
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