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Mr. Katz is co-presenting Workshop M1, "Contractual Risk Transfer," on Monday. He is a partner in the
law firm of Katz & Stone, L.L.P., with offices in Vienna, Virginia; Washington, D.C.; and Rockville, Mary-
land, and specializes in resolving complex construction disputes. He has extensive experience in repre-
senting owners, contractors, sureties, and designers in construction litigation.

In addition to his practice, Mr. Katz lectures and speaks frequently to owners, contractors, public build-
ing officials, subcontractors, suppliers, design professionals, sureties, and others involved in construc-
tion, on such topics as construction risk management, negotiating construction contracts, construction
claims and claims prevention, liability of the design professional, and construction insurance issues.

Mr. Katz has conducted seminars for such construction trade associations as Construction Specifications
Institute; Associated Builders and Contractors; National Electrical Contractors Association; National
Utility Contractors Association; American Subcontractors Association; Institute of Bermuda Architects;
World of Concrete; National Pavement Exposition; Associated General Contractors of America; Virginia
Building Material Association; Maryland General Contractors Association; Construction Management As-
sociation of America; National Association of Surety Bond Producers; Reliance Insurance; The St. Paul
Companies; Bermuda Contractors Association; American Contractors Insurance Group; Barbados Asso-
ciation of Quantity Surveyors; Korean Contract Management Association; China National Petroleum
Corporation; and the Institute of Chartered Quantity Surveyors of Trinidad and Tobago.

Mr. Katz is a frequent speaker at the IRMI Construction Risk Conference on contractual risk transfer,
surety bonds, and other construction risk topics. He is a recipient of IRMI's Words of Wisdom (WOW)
award.

Mr. Katz received both a bachelor of arts with distinction and a juris doctor degree from the University
of Virginia. Mr. Katz is a member of the Bars of the District of Columbia, Virginia, Maryland, United
States Supreme Court, and United States Court of Federal Claims. He also serves as an arbitrator on
the American Arbitration Association’s Construction Industry Arbitration Panel, and is an Associate
Member of The Chartered Institute of Arbitrators, United Kingdom.
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CONTRACTUAL RISK TRANSFER:
MANAGING CONTRACT RISKS*

l. INTRODUCTION

In order to effectively manage, if not avoid, contract risks a party must have a
complete understanding of the construction contract. The importance of the contract
cannot be overemphasized. ldeally, the parties, in their contract, will assign the risks
and liabilities to the party best-equipped to manage and minimize them. However, in
reality, the more experienced and savvy party will shift the risks and liabilities associated
with the project to the other parties in the construction project.

The contracting process provides the vehicle for each party to negotiate, define
and limit its rights in accordance with its goals. The risks and responsibilities associated
with a specific project must be clearly allocated within the contract. In the end, the
contract serves as a framework of the law between the parties and will establish which
party has assumed or negated a particular risk in connection with the project.
Accordingly, we explore below the most common contractual provisions which transfer
risk between parties in a construction contract.

Parties to a construction contract have two opportunities to avoid, or at least
manage, risks. The first, and by far the best, opportunity is in the contract
negotiation/preparation process. Here, the parties should identify potential risks in the
contract documents they are asked to accept, and in the negotiation, seek to either
transfer these risks or at least mitigate them, i.e., to achieve a “level playing field.” The
parties should understand that once they sign the contract, they have bought into, i.e.,
they have accepted, those risks which the contract has allocated to them.

The second opportunity to manage contract risks is in the performance of the
contract. Many risks that a party has accepted (knowingly or unknowingly) can still be
avoided, or at least managed, in administration of the contract during performance.
Indeed, certain contract clauses which the parties may have to accept, for example,
notice clauses, virtually dictate that risk management continue during contract
performance. For example, if a party is forced to accept a notice requirement which
includes a waiver of claim provision for failure to give timely notice, then during contract
performance, the party must be diligent about giving timely notice or otherwise it will
suffer the loss of a claim.

Hence, both opportunities to avoid and manage contract risks should be
exploited to the maximum allowed by a parties' leverage during negotiations and then in
diligent risk management during performance.

As will be seen from the materials presented below, certain risk-creating clauses
typically found in construction contracts require different approaches to risk
management. Some clauses are best addressed through contract negotiation. Other
clauses are best addressed through diligent and vigilant contract administration during
performance. Yet other clauses require attention during the bidding process. What is
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important is that the parties take advantage of all opportunities to identify and manage
the risks inherent in every construction contract.

Il. TYPICAL CONTRACT RISK PROVISIONS
A. Condition Precedent Clauses
SAMPLE CONTRACT PROVISION:

. Payment to the Contractor by the Owner shall be a condition
precedent to the right of the Subcontractor to payment from the
Contractor, unless failure of the Contractor to receive payment is
solely the fault of Contractor. Payment shall be made ten days
after receipt of same by the Contractor from the Owner.

TIPS:
o Know the difference between pay “when” paid and pay “if’ paid.
o Look for condition precedent payment language throughout the
contract. Such language may be contained in provisions dealing
with progress payments, final payment, change orders, claims,
extras, and delays.
o Know your options:
> Just say no.
> Use a “covenant not to sue.”
> Variations in state law.
> Add language to preserve lien rights.
> Is there a bond?
> The implied duty of good faith.
. At the end of these materials, you will find a chart which

summarizes the law regarding the enforceability of condition
precedent payment clauses in each of the states. This chart is
believed to be accurate, however, you should consult your legal
advisor to ensure that there have been no new cases or statutory
changes in your state, or where the project is located, since the
chart was prepared.
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CASE EXAMPLES:

o The U.S. Court of Appeals for the Second Circuit certified a
question to the New York State Court of Appeals of whether the
provision of the New York lien law providing that any contract
waiving the right to file or enforce a lien is void against public policy
prohibits a clause in a subcontract that makes payment by the
owner a condition precedent to the subcontractor's payment. The
effect of this case is to illustrate that the federal law, at least in the
Second Circuit, is in flux regarding the enforceability of condition
precedent payment clauses. See West-Fair Electrical
Contractors v. Aetna Cas. & Sur., 49 F.3d 48 (2d Cir. 1995).

o In a bankruptcy action, a secured creditor supplier sought funds
retained by the project owner and due the bankrupt debtor
contractor. The surety who provided the contractor's performance
bond prevented the turnover of funds by demonstrating that the
contractor's failure to pay its subcontractors/suppliers breached the
contract with the owner and precluded the contractors' entitlement
to the funds. The contract between the owner and the contractor
contained a final payment clause that stated "neither final payment
nor any remaining retained percentage shall become due until the
Contractor submits to the Architect (1) an affidavit that payrolls, bills
for materials and equipment, and other indebtedness connected
with the work . . . have been paid or otherwise satisfied," in addition
to a provision that provided for contract termination if the contractor
"failed to make payment to subcontractors for materials or labor in
accordance with the respective agreements between the Contractor
and the Subcontractors." See In Re Modular Structures, Inc., 27
F.3d 72 (3d Cir. 1994).

. Construction contractors sued the owner for breach of contract
under various theories, and the owner defended based on a
release clause which stated: "In consideration of payments made
heretofore, or to be made based upon this invoice for labor,
material, equipment, subcontract work, and any and all costs
incurred for the performance of the contract work thus far, the
contractor hereby unconditionally and without reservation releases
and indemnifies [the owner] . . . from any and all liens, claims,
demands, penalties, losses, costs, damages and liability in any
manner whatsoever." The court held that this provision applied to
all work, including extra work and work not invoiced, and that the
waiver defeated the contractor's claim for additional compensation.
See Galin Corp. v. MCI Telecommunications Corp., 12 F.3d 465
(5th Cir. 1994).
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B. No Damages for Delay

SAMPLE CONTRACT PROVISION:

TIPS:

Notwithstanding anything to the contrary in the Contract
Documents, an extension in the Contract Times, to the extent
permitted under Paragraph 12.1, shall be the sole and exclusive
remedy of the Contractor for any: (1) delay in the commencement,
prosecution or completion of the Work; (2) hindrance or obstruction
in the performance of the Work; (3) loss of productivity; or (4) other
similar claims (collectively referred to in this paragraph as Delays)
whether or not such Delays are foreseeable. In no event shall the
Contractor be entitled to any compensation or recovery of any
damages, in connection with any Delay, including, without
limitation, consequential damages, lost opportunity costs, impact
damages, or other similar remuneration. The Owner's exercise of
any of its rights or remedies under the Contract Documents
(including, without limitation, ordering changes in the Work, or
directing suspension, rescheduling or correction of the Work or
terminating this agreement for its convenience), regardless of the
extent or frequency of the Owner's exercise of such rights or
remedies, shall not be construed as active interference to the
Contractor's performance of the Work. If the Contractor submits a
progress report indicating, or otherwise expressing an intention to
achieve, completion of the Work prior to any completion date
required by the Contract Documents or expiration of the Contract
Times, no liability of the Owner to the Contractor for any failure of
the Contractor to so complete the Work shall be created or
implied.”

In contract review and negotiation, be careful to identify and try to
remove “no damage for delay” clauses.

Know the exceptions, state-by-state.
Be familiar with the generally-recognized exceptions: active

interference, bad faith, beyond contemplation at the time of
contracting and abandonment.

' 9A.14, Stephenson, James E., Esquire, ALTERNATIVE CLAUSES TO STANDARD CONSTRUCTION
CONTRACTS, Wiley (Supp. 1994).

Katz
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o Give notice of delay in the context of one or more of the recognized
exceptions and avoid use of the word “delay.”

o Understand the difference between delay damages and damages
due to disruption, lost productivity and/or inefficiencies.

o Remember, if the no damage for delay clause limits your remedy to
a time extension, the time extension must be timely requested.

o If you are using the 1997 AIA General Conditions, note that Article
4.3.10 provides for a waiver of consequential damages.

CASE EXAMPLES:

o Under lllinois law, exceptions to "no damages for delay" clauses
exist for delays caused by bad faith, delays that were not in the
contemplation of the parties, delays of unreasonable duration or
delays attributable to the inexcusable ignorance or incompetence of
the engineer. Thus, where the contract as a whole obligated the
contractor to coordinate and work with the subcontractors, the
general contractor could not prevail on summary judgment based
on a "no damages for delay" clause when the subcontractors
alleged the contractor's fault as the cause of the delay. See J&B
Steel Contractors v. C. Iber & Sons, Inc., 642 N.E.2d 1215 (llI.
1994).

) The United States Court of Appeals for the Eleventh Circuit refused
to grant the contractor relief even though evidence showed the
owner had been responsible for delays, because the contract
contained a "no damages for delay" clause which stated "to the
fullest extent permitted by law, Owner . . . shall not be held
responsible for any loss or damage sustained by Contractor, or
additional costs incurred by Contractor, through delay caused by
Owner . . . or [its] agents or employees, or any other Contractor or
Subcontractor, or by abnormal weather conditions, or by any other
cause, and Contractor agrees that the sole right and remedy
therefor shall be an extension of time." The general contractor's
failure to request an extension of time constituted breach of
contract which barred recovery against the owner. See Marriott
Corp. v. Dasta Constr. Co., 26 F.3d 1057 (11th Cir. 1994)
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C. Indemnification

SAMPLE CONTRACT PROVISION:

TIPS:

The Subcontractor shall indemnify and hold the Contractor, Owner,
Architect, their agents, consultants and employees harmless from
and against all claims, losses, costs and damages, including but
not limited to attorneys' fees, pertaining to the performance of the
Subcontract and involving personal injury, sickness, disease, death
or property damage, including loss of use of property resulting
therefrom but not damage to the work itself, but only to the extent
caused in whole or in part by the negligent acts or omissions of the
Subcontractor, or any of the Subcontractors' subcontractors,
suppliers, manufacturers, or other persons or entities for whose
acts the Subcontractor may be liable. This indemnification
agreement is binding on the Subcontractor, to the fullest extent
permitted by law, regardless of whether any or all of the persons
and entities indemnified hereunder are responsible in part for the
claims, damages, losses or expenses for which the Subcontractor
is obligated to provide indemnification. This indemnification
provision does not negate, abridge or reduce any other rights or
obligations of the persons and entities described herein with
respect to indemnity. 2

Beware of “sole” negligence indemnity clauses.
Understand the scope of broad-form indemnity clauses.

Try to add language providing for indemnity, but only “to the extent”
as used in the AIA and AGC standard form documents.

Is the indemnity clause overbroad and void as a matter of public
policy and, therefore, unenforceable?

What work is covered by the indemnity clause?

Revise the indemnity clause to state that you will not be responsible
for OSHA violations by others.

Beware of the arbitration of indemnity claims.

2 AGC Document No. 640, Standard Form Construction Subcontract, 1994. (emphasis added).

Katz
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. Be sure that the indemnity provisions in your contracts are
reciprocal.

o Understand the differences between a duty to indemnify and a duty
to defend.

CASE EXAMPLES:

o Although Tennessee law permits a party to be contractually
indemnified for its own negligence, it must be clear and
unambiguous from the language of the contract that this was the
intention of the parties. The court found that the parties did not
clearly and unequivocally express an intent that the contractor
would indemnify the owner for the owner’s own negligence and the
court would not impose its opinion as to the proper interpretation of
the indemnity agreement. The court noted that express language
such as “including indemnitee’s acts of negligence” would have
been sufficient under Tennessee law. See Olin Corp. v. Yeargin,
Inc., 146 F.3d 398 (6th Cir. 1998), reh’g denied, 1998 U.S. App.
LEXIS 21516 (6th Cir. 1998).

. An injured worker brought an action for negligence against the
construction manager. The construction manager in turn brought a
third-party action against the subcontractor who supplied the steel
beams involved in the accident, and claimed that AIA A201 Article
3.18.1 entitled it to "full" indemnification. The court stated that
indemnity contracts should be construed to give effect to the
parties' intentions, and that the words "to the extent caused in
whole or in part" obligated the subcontractor to indemnify the
construction manager only to the extent that the award was
attributable to its own negligence. See Frank v. MSI Constr.
Managers, Inc., 208 Mich. App. 340, 527 N.W.2d 79 (Mich. Ct.
App. 1995), app. denied, 451 Mich. 851, 546 N.W.2d 254 (Mich.
1996). Accord Brown v. Boyer-Washington Boulevard
Assocs., 856 P.2d 352 (Utah 1993).

o The court found that the indemnification clause in a service
agreement between the railroad and an electrical contractor
violated the lllinois Construction Contract Indemnification for
Negligence Act because it required the contractor to indemnify the
railroad for its own negligence. Moreover, the court found that the
savings clause portion of the indemnification provision, which
required the contractor to indemnify the railroad for damages
attributable to its own fault, was not indemnity but rather
contribution, and thus violated the lllinois Contribution Act. See

13 Katz




Field v. Norfolk & W. Ry. Co., 1998 U.S. Dist. LEXIS 19261 (N.D.
Ill. 1998).

Waiver of Liens

SAMPLE CONTRACT PROVISION:

TIPS:

Subcontractor hereby waives and releases all liens or right of liens
now existing or that may hereafter arise for any and all work or
labor performed or material furnished under this Subcontract upon
said facility, or monies due or to become due to Contractor, and
agrees to furnish a good and sufficient waiver of lien in proper form
for filing from every person or entity furnishing labor or materials for
this Project under Subcontractor.

Be sure you understand the required waiver and release form
before you sign it.

What is the extent of the waiver/release?

> For money paid to-date?

> For work performed to-date?

> For all work to be performed?

> Does it include claims and causes of action?
> Does it include the surety?

Be familiar with state law regarding waivers in the subcontract itself.

Is the waiver form in the contract documents different from the one
you are asked to sign?

The first waiver could be the deadly one C read it carefully and
modify it if necessary.

CASE EXAMPLES:

Subcontractor executed a waiver of liens that stated, in part, that it
would "look to and hold Contractor personally liable for all
subcontracts, materials, furnished work and labor done so that
there shall not be any legal or lawful claim of any kind whatever

Katz
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against Owner for any work done or labor or materials furnished
under the contract . . . or any under contract for extra work or for
work supplement thereto . . . ." The subcontractor sought to avoid
the waiver of liens on the ground that the contractor was "one in the
same" as the owner. The court held that the owner and the
contractor had observed all required formalities between related
corporations, and the court gave the lien waiver was full effect. See
B&B Builders, Inc. v. TCR Byberry Creek LP, 27 Phila. 556, 1994
Phila. Cty. Rptr. LEXIS 52 (Com. PI. Phila. Cty. 1994).

o A lien waiver stated "This agreement waiving the right of lien shall
be an independent covenant . . . and shall be enforceable by
Owner and such other owners, or any of them, and their respective
successors and assigns." In addition, the integration clause of the
contract stated that all oral representations were superseded by the
final contract. The general contractor sought to avoid the lien
waiver on the ground that the owner had promised the general
contractor that it would not transfer its interest to any new owners.
The court held that the lien waiver was complete and binding, and
that the parol evidence rule barred the general contractor from
presenting any additional evidence of "false representations.” See
HCB Contractors v. Liberty Place Hotel Associates, 652 A.2d
1278 (Pa. 1995).

E. Scheduling
SAMPLE CONTRACT PROVISION:

o Schedules. It is agreed that time is of the essence in the
performance under this Subcontract. Subcontractor shall prosecute
and complete the Work timely, diligently, efficiently, and without
hindering the work of Contractor or other subcontractors in
accordance with the Contractor’s schedule as amended by the
Contractor from time to time. Subcontractors shall be liable to
Contractor for failure to adhere to Contractor’s schedules, including
amendments, even if such schedules differ from the schedule set
forth in the Contract Documents, the Subcontractor’s proposed
scheduled set forth in the Subcontractor’s proposal to Contractor,
or in the time of completion called for by the Contract Documents.

If requested by Contractor, Subcontractor shall submit detailed
written schedules for performance of the Subcontract, in a form
acceptable to Contractor, which shall comply with all scheduling
requirements of the Contract Documents and schedules issued by
Contractor on the Project. Contractor may declare Subcontractor in
default if Subcontractor fails to furnish Contractor said detailed
written schedules in a timely manner or if Subcontractor’s detailed
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TIPS:

written schedules are not acceptable to Contractor. All requested
changes to the schedule as a result of change orders submitted to
Contractor by Subcontractor must contain a detailed request
regarding the reasons for such changes, and are subject to the
approval and modification of Contractor. Any claims made against
Contractor by Subcontractor shall in no way modify the schedule or
completion of the Work.

Scheduling clauses need to be evaluated in the context of the
implied duties to schedule and coordinate the work, and other
implied duties, which the courts will read into a contract. These
other duties include the duty to act in good faith, the duty to
cooperate, the duty to not interfere with the contractor’s
performance and the duty to provide access to the site.

Often, the implied duties trump written scheduling clauses where
the contractor can show that the other party breached an implied
duty.

Add the work “reasonable” to any reference to the process
schedule or updated schedule. “Mutually accepted” is another
acceptable adjective to insert.

Qualify your proposal/bid to state that it is based on a “mutually
acceptable schedule.”

CASE EXAMPLE:

A masonry subcontractor sued the general contractor for delay
damages and acceleration costs based on the general contractor's
breach of its duty to cooperate with the subcontractor and avoid
delay to the project. The contract contained a paragraph which
stated "Subcontractor shall proceed with the work according to a
progress schedule furnished by the Contractor, without interference
of the work of Contractor . . . so that the Contractor . . . can
complete the work in accordance with the project schedule . . . .
Subcontractor acknowledges that it has been informed that the
Contractor must complete the general contract [by a date certain]
and it is therefore, understood and agreed that the work shall be
entirely completed on or before . . . CPM schedule. Time is of the
essence in this subcontract." This schedule of work provision
obligated the general contractor to properly schedule and
coordinate the subcontractor's work, and its failure to do so
supported a judgment in favor of the subcontractor. See Bat

Katz
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Masonry Company, Inc. v. Pike - Paschen Joint Venture lll, 842
F. Supp. 174 (D. Md. 1993).

F. Changes
SAMPLE CONTRACT PROVISION:

. 7.1.1 Changes in the Work may be accomplished after execution
of the Contract, and without invalidating the Contract, by Change
Order, Construction Change Directive or order for a minor change
in the Work, subject to the limitations stated in this Article 7 and
elsewhere in the Contract Documents.®

TIPS:
. Changes and change orders present a number of potential legal
problems which should be considered and addressed if possible in
the contract review and negotiation stage. However, in practice,
change order problems can only be resolved in contract
performance. These problems include the following:
> Duty to proceed with disputed work;
> Change order as an “accord and satisfaction” of price, time
and impact issues;

> Reservation of rights regarding impact costs in change order
proposals;

> Quoting proposal language in the change order itself; and

> Ensuring that that change orders are signed by the other
party’s authorized representative who is empowered to sign
the change order.

o Always look for the word “waiver” in clauses dealing with change

orders and extra work. If the word “waiver” appears in such
clauses, then in the event of a dispute this will make it harder to
recover if you did not receive written authorization for the extra
work.

3 AIA Document A201, General Conditions of the Contract for Construction, 1987.
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Beware of “tickets” signed in the field.
> Tickets might be considered as separate contracts

> Tickets might contain harmful, boiler-plate language on the
back such as an indemnification clause.

> Tickets might be signed by field personnel who are not
concerned with risk management.

> Adopt a policy for field personnel when they are asked to
sign someone else’s ticket, such that their signature merely
verifies quantities or hours. Further, field personnel should
be instructed to cross-out all other language on the ticket.

> Develop your own ticket which makes the work subject to the
terms of your contract.

CASE EXAMPLE:

A contract for the erection of various site buildings stated "[Owner]
reserves the right to make any changes in the specifications and
plans which may be deemed necessary either before or after
beginning any work under this contract, without invalidating this
contract; provided that if alterations are made, the general
character of the work as a whole is not changed thereby. If such
alterations increase the quantity of work to be done, where unit
prices are specified, such increase shall be paid for according to
the quantity of work actually done at the unit price specified under
this contract . . . ." It was held that notwithstanding numerous
changes and alterations made by the owner which greatly
increased the general contractor’s cost in completion of the project,
since the end product of the project had not changed, the
alterations and changes were permitted, and did not constitute
breach of contract. See Mellon Stuart Constr., Inc. v.
Metropolitan Water Reclamation District, 1995 U.S. Dist. LEXIS
5376 (N.D. lll. 1995).

G. Claims and Disputes

SAMPLE CONTRACT PROVISIONS:

4.3.1 Definition. A Claim is a demand or assertion by one of the
parties seeking, as a matter of right, adjustment or interpretation of
Contract terms, payment of money, extension of time or other relief
with respect to the terms of the Contract. The term "Claim" also

Katz
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includes other disputes and matters in question between the Owner
and Contractor arising out of or relating to the Contract. Claims
must be made by written notice. The responsibility to substantiate
Claims shall rest with the party making the Claim.

4.3.2 Decision of Architect. Claims, including those alleging an
error or omission by the Architect, shall be referred initially to the
Architect for action as provided in Paragraph 4.4. A decision by the
Architect, as provided in Subparagraph 4.4.4, shall be required as a
condition precedent to arbitration or litigation of a Claim between
the Contractor and Owner as to all such matters arising prior to the
date final payment is due, regardless of (1) whether such matters
relate to execution and progress of the Work or (2) the extent to
which the Work has been completed. The decision by the Architect
in response to a Claim shall not be a condition precedent to
arbitration or litigation in the event (1) the position of Architect is
vacant, (2) the Architect has not received evidence or has failed to
render a decision within agreed time limits, (3) the Architect has
failed to take action required under Subparagraph 4.4.4 within 30
days after the Claim is made, (4) 45 days have passed after the
Claim has been referred to the Architect or (5) the Claim relates to
a mechanic's lien.

4.3.3 Time Limits on Claims. Claims by either party must be made
within 21 days after occurrence of the event giving rise to such
Claim or within 21 days after the claimant first recognizes the
condition giving rise to the Claim, whichever is later. Claims must
be made by written notice. An additional Claim made after the
initial Claim has been implemented by Change Order will not be
considered unless submitted in a timely manner.*

TIPS:

o Owners and general contractors often use claim notice and claim
submission requirements to defeat claims on technicalities. In
order to avoid such defenses, you must carefully comply with claim
notice and claim procedure requirements.

. Distinguish between timely notice of a claim and when your pricing
must be submitted. The two are not necessarily the same.

. Again, beware of the word “waiver.”

. If you are a subcontractor, keep in mind the difference between

claims which could be pass-thru’s to the owner (for example, an

4 AIA Document A201, General Conditions of the Contract for Construction, 1987.
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H.

error in the contract documents) versus claims that are the
responsibility of the general contractor (for example, failure to
manage and coordinate the other trades). Often, subcontract claim
provisions attempt to restrict subcontractor claims if they have their
origin in something done by the owner. You can avoid this
depending upon how you give notice of, and describe, the claim so
that it does not automatically become a pass-thru to the owner.

Even if the claim becomes a pass-thru to the owner, keep in mind
that the general contractor has the implied duty to act in good faith
in his prosecution of the claim on your behalf.

CASE EXAMPLE:

A contractor did not waive the right to arbitrate even though it failed
to bring its claims to the “architect” as required by the contract. The
contract contained a section which stated "the Architect will
interpret and decide matters concerning performance under and
requirements of the contract documents on written request of either
the Owner or the Contractor. The Architect will make initial
decisions on all claims, disputes, or other matters in question
between the Owner and the Contractor . . . all other decisions of the
Architect, except those which have been waived by making or
acceptance of final payment, shall be subject to arbitration upon
written demand of either party." The owner and the architect were
defined as the same entity, however, and the owner was not a
licensed architect. The court determined that submittal of change
orders to the owner and the owner's rejection of the change orders
fulfilled the contractor's requirement to bring claims to the attention
of the "architect" as condition precedent to arbitration. See Silver
Dollar City, Inc. v. Kitsmiller Constr. Co., Inc., 874 S.W.2d 526
(Mo. Ct. App. 1994).

Resolution of Claims and Disputes

SAMPLE CONTRACT PROVISION:

4.5.1 Controversies and Claims Subject to Arbitration. Any
controversy or Claim arising out of or related to the Contract, or the
breach thereof, shall be settled by arbitration in accordance with the
Construction Industry Arbitration Rules of the American Arbitration
Association, and judgment upon the award rendered by the
arbitrator or arbitrators may be entered in any court having
jurisdiction thereof, except controversies or Claims relating to
aesthetic effect and except those waived as provided for in
Subparagraph 4.3.5. Such controversies or Claims upon which the
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Architect has given notice and rendered a decision as provided in
Subparagraph 4.4.4 shall be subject to arbitration upon written
demand of either party. Arbitration may be commenced when 45
days have passed after a Claim has been referred to the Architect
as provided in Paragraph 4.3 and no decision has been rendered. °

TIPS:

o In reviewing language dealing with the resolution of claims and
disputes, look for the following:

> Arbitration versus litigation;

Forum selection clause;

Waiver of right to jury trial;

Controlling law clause;

Exhaustion of administrative remedies;
Notice requirements;

The architect’s decision as a condition precedent; and

YV Vv VY ¥V Vv VYV VY

Distinguish between claims which are pass-thrus and claims
which are not.

. Be aware of state laws which may trump forum selection clauses.

o Recognize that the 1997 AIA General Conditions contain a
mandatory mediation clause.

o For general contractors, ensure you have reciprocal remedies
provisions.

5 AIA Document A201, General Conditions of the Contract for Construction, 1987.
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CASE EXAMPLES:

A general contractor and owner executed a contract with a
claim/dispute resolution provision which stated "that the Engineer
shall in all cases decide every question of an engineering character
which may arise relative to the execution of the work under this
contract on the part of the Contractor, and his decision shall be final
and conclusive on both parties hereto: and such decision, in case
any question which may arise, shall be a condition precedent to the
right of the Contractor to receive any money or compensation for
anything done or furnished under this contract." In construing this
provision, the court held that the engineer had the power to
evaluate the sufficiency and quality of materials furnished and work
performed under the contract, that the engineer could determine all
questions of an engineering character relating to the general
contractor's performance, and that the engineer's decision was a
condition precedent to the contractor's right to receive payment.
Although the term "engineering character" was interpreted broadly,
the court said that the engineer did not have

authority to evaluate the owner's performance or lack of
performance and that the owner's performance was a jury question.
See Mellon Stuart Constr., Inc. v. Metropolitan Water
Reclamation District, 1995 U.S. Dist. LEXIS 5376 (N.D. lll. 1995).

A general contractor sued the owner for additional sums in
connection with change orders on a construction project. The
owner sought arbitration but the general contractor resisted on the
basis that it had never signed the standard AIA form contract
incorporating AIA Document A201 by reference. The court held
that notwithstanding the general contractor's failure to sign the
contract, arbitration could still be compelled since the general
contractor engaged in conduct which clearly evidenced its
willingness to be bound by the General Conditions contained in AIA
Document A201 which included the duty to arbitrate. See Liberty
Magmt. & Constr. Ltd. v. Fifth Ave. & Sixty-Sixth Street Corp.,
208 A.D.2d 73 (N.Y. App. Div. 1995).

The contract between the owner and the architect contained an
arbitration provision which stated in part "no arbitration arising out
of or relating to this agreement shall include, by consolidation,
joinder, or in any other manner, an additional person or entity not
party to this agreement, except by written consent containing a
specific reference to this agreement signed by the Owner,
Architect, and any other person or entity sought to be joined." In
partially overturning the arbitrator's award, the court held that the
provision prevented the arbitrator from considering the architect's
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. Differing Site Conditions

SAMPLE CONTRACT PROVISION:

TIPS:

subcontractor's claim. Additionally, the arbitrator did not have
authority to arbitrate the architect's claim for work performed under
a subsequent, unexecuted agreement for the "second phase" of the
same project. See Wild West Trading Co. v. gbs&h Architects,
881 P.2d 1070 (Wyo. 1994).

4.3.6 Claims for Concealed or Unknown Conditions. If conditions
are encountered at the site which are (1) subsurface or otherwise
concealed physical conditions which differ materially from those
indicated in the Contract Documents or (2) unknown physical
conditions of an unusual nature, which differ materially from those
ordinarily found to exist and generally recognized as inherent in
construction activities of the character provided for in the Contract
Documents, then notice by the observing party shall be given to the
other party promptly before conditions are disturbed and in no
event later than 21 days after first observance of the conditions.
The Architect will promptly investigate such conditions and, if they
differ materially and cause an increase or decrease in the
Contractor's cost of, or time required for, performance of any part of
the Work, will recommend an equitable adjustment in the Contract
Sum or Contract Time, or both. [f the Architect determines that the
conditions at the site are not materially different from those
indicated in the Contract Documents and that no change in the
terms of the Contract is justified, the Architect shall so notify the
Owner and Contractor in writing, stating the reasons. Claims by
either party in opposition to such determination must be made
within 21 days after the Architect has given notice of the decision.
If the Owner and Contractor cannot agree on an adjustment in the
Contract Sum or Contract Time, the adjustment shall be referred to
the Architect for initial determination, subject to further proceedings
pursuant to Paragraph 4.4.°

Distinguish between a Type 1 and Type 2 condition.

Is the unknown condition a subsurface condition or found
elsewhere?

Is there a remedy clause in the prime contract?

6 AIA Document A201, General Conditions of the Contract for Construction, 1987.
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Written notice is essential.

Look for disclaimers throughout the contract documents, including
the geotechnical reports, technical specifications, etc.

Look throughout the contract documents (e.g., the drawings) for
references to the geotechnical report which, it can be argued,
overcome a disclaimer.

Consider “superior knowledge” and/or misrepresentation.

Remember, for a differing site condition claim to have any chance
of success, you must have conducted a pre-bid site inspection.

CASE EXAMPLE:

The contractor contracted to perform certain work with the
Department of the U.S. Navy. After work had commenced on the
project, the contractor sued the Government for various claims
including a differing site condition claim. The parties’ contract
contained both a differing site conditions provision and a pre-bid
site investigation provision. The Government argued that the
contractor was precluded from its differing site condition claim
because the contractor failed to make a pre-bid site inspection
pursuant to the contract. The court stated that in order for the
contractor to prevail on its differing site conditions claim, the
contractor must show “that the conditions actually encountered
were 'reasonably unforeseeable based on all the information
available to the contractor at the time of bidding.” In this case, the
court found that the actual differing site conditions were reasonably
foreseeable, for a reasonable contractor performing the requisite
pre-bid site inspections would have foreseen such conditions.
Accordingly, the contractor’s claim was denied. See Orlosky, Inc.
v. United States, 64 Fed Cl. 63, 2005 U.S. Claims LEXIS 28 (Fed
Cl. 2005).

A dredging subcontractor encountered subsurface conditions at
one of the sites which was substantially different from those
described in the contract documents provided by the Virginia
Department of Transportation (VDOT). These subsurface
conditions resulted in the subcontractor doing additional dredging,
which the contractor claimed caused additional expenses. In the
bid documents, VDOT had represented to the contractor through
boring logs that the material was consistent between the two sites.
However, VDOT actually knew that a ferry terminal had been
operated by the Commonwealth at one of the sites, and that the
remains of the terminal still existed in the area to be dredged.
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Despite its obligation to do so, VDOT made no mention of it in the
contract documents. The court remanded the case back to the trial
court to determine if VDOT was responsible for the additional costs.
See Tyger Construction Co., Inc. v. Commonwealth of
Virginia, 17 Va. App. 166, 435 S.E.2d 659 (Va. Ct. App. 1993).

J. Liquidated Damages
SAMPLE CONTRACT PROVISIONS:

o LIQUIDATED DAMAGES. For each calendar day by which
Substantial Completion of the Project (as adjusted by Change
Orders and Construction Change Directives) is delayed beyond the
date set for Substantial Completion of the Project as delineated in
the Contract Documents and Project Schedule (except to the extent
that such delay is caused by the Owner or delay that is expressly
excusable under this Agreement), the Contractor shall pay to the
Owner, as liquidated damages and not as a penalty, Three
Thousand and No/100 Dollars ($3,000.00). The Contractor and
Owner acknowledge that the damages that would be incurred by
the Owner in the event of a delay in Substantial Completion are
speculative and not susceptible of precise determination, and that
the foregoing amounts are the best estimates as the damages that
would actually be incurred and are agreed to be such amount.

o 13.3.3 LIQUIDATED DAMAGES. If the Contract provides for
liquidated or other damages for delay beyond the completion date
set forth in the Contract, and such damages are assessed by the
Owner against the Contractor, then the Contractor may assess
such damages against the Subcontractor in proportion to its share
of the responsibility for such delay and damage, but no more. The
amount of such assessment against the Subcontractor, if any, shall
not exceed the Subcontractor's proportionate share of the
responsibility for such delay and damage and shall never exceed
the amount assessed against the Contractor by the Owner.

Nothing in Subparagraph 13.3.3 shall limit the Contractor's right to
claim all actual damages sustained by the Contractor as a result of
Subcontractor delay.’

TIPS:

. Utilize a liquidated damages clause if actual delay damages cannot
be ascertained easily.

7 AGC Document No. 640, Standard Form Construction Subcontract, 1994.
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Ensure that the liquidated damage amount is a reasonable amount
and attempts to approximate the actual damages that would be
incurred; damage amounts which are in excess of a reasonable
estimate may be viewed as a penalty. Courts will strike down these
provisions.

Never refer to liquidated damages as a penalty.

Must some amount of actual damage due to delay be suffered in
order to reward liquidated damages?

CASE EXAMPLE:

An owner contracted with a contractor construct a water line and
pumping station for a new acute care hospital. The contract
included a liquidated damages provision which stated that the
contractor must pay the owner $500 for each day that the
contractor was late in completing the project. The owner
counterclaimed under the liquidated damages clause for $27,250
as the contractor was 55 days late in completing the project. The
trial court struck down the liquidated damages claim of $500 per
day because the owner had not met its burden of proving that the
liquidated damages amounts were a reasonable estimate of the
requisite damages. The appellate court upheld the trial court’s
decision, and held that mere agreement between the parties on a
dollar value is not enough; the parties must actually perform some
minimal calculations or use some benchmark for determining
liquidated damages. The owner did not provide enough evidence
to demonstrate that the calculations used in creating the $500 per
day amount were based upon a reasonable estimate of the
damages to be sustained by the owner. As such, the Tennessee
Court of Appeals struck down the liquidated damages clause as an
illegal penalty clause which was void for public policy and
dismissed the owner’s claim. See Eatherly Construction Co. v.
HTI Owner, 2005 Tenn. App. LEXIS 575 (Tenn. Ct. App. 2005)

K. Termination for Convenience

SAMPLE CONTRACT PROVISION:

Contractor shall have the right to terminate this Subcontract for its
own convenience for any reason by giving notice of termination
effective upon receipt thereof by Subcontractor. Termination for
default under Paragraph 10, if wrongfully made, shall be treated as
a termination for convenience. Settlement of the Subcontract upon
termination shall be accomplished in accordance with a provision of
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the Termination for Convenience clause in the Contract
Documents. If no such clause exists, the Subcontractor shall be
paid only the actual cost for work and labor in place, plus fifteen
percent (15%), or a pro rata percentage of the Subcontract price
equal to the percentage of completion, whichever is less.
Subcontractor shall not be entitled to anticipated profits on
unperformed portions of the Work.

TIPS:
o Generally, profit on unperformed work is not recoverable.
. Termination for convenience may be voided if there is bad faith,

bad motive or failure to follow the requirements of the termination
for convenience clause.

CASE EXAMPLE:

o A city housing authority elected to terminate a contract with the
general contractor, although initially the housing authority did not
rely upon the termination for convenience clause in the contract.
The court held that the housing authority was entitled to the
benefits of the termination for convenience clause under the
doctrine of "constructive" termination for convenience, which arises
when the circumstances between the government and a contractor
change such that the original termination for cause is "converted" to
termination for convenience. In this case, changed circumstances
were found to result from the deterioration of the relationship
between the housing authority and the contractor. Absent proof of
bad faith or unfair dealing, the contractor was limited to
compensation for the value of "work performed" up to the point of
termination. See Linan-Faye Constr. Co., Inc. v. Housing Auth.,
49 F.3d 915 (3d Cir. 1995).

L. Flow-Down Clauses
SAMPLE CONTRACT PROVISION:

o Subcontractor is bound to the Contractor in the same way and to
the same extent Contractor is bound to Owner by the terms of the
Contract Documents and shall bear all rights and liabilities with
respect to the Contractor as the Contractor has with respect to the
Owner, except that the terms of this Subcontract shall govern any
inconsistent provision herein and in the Contract Documents.
Subcontractor shall not deal directly with or work directly for Owner,
Architect or Engineers.
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TIPS:

Often, flow-down clauses are interpreted to apply only to the
technical specifications of the contract documents which deal with
the contractor’s scope of work.

Forfeiture provisions found in the general conditions, such as
waiver of lien clauses or condition precedent payment clauses,
usually don’t “flow down” to the subcontractor.

CASE EXAMPLE:

In this case, the contractor attempted to enforce the prime
contract's forum selection clause against the subcontractor. The
subcontract stated that it would be "governed by and in strict
compliance with the terms of [the prime] contract . . . ." The court
found that a forum selection clause was similar to a clause
requiring arbitration, which had been previously held to flow down
to the subcontract. Thus, the court held that the subcontractor was
bound by the forum selection clause in the prime contract.

See Kessmann and Assoc., Inc. v. Barton-Aschman Assoc.,
Inc., 10 F. Supp. 2d 682 (S.D. Tex. 1997).

Site Inspection

SAMPLE CONTRACT PROVISIONS:

1.3 The Subcontractor represents and agrees that it has carefully
examined and understands this Agreement and the other
Subcontract Documents, has investigated the nature, locality and
site of the Work and the conditions and difficulties under which it is
to be performed, and that it enters into this Agreement on the basis
of its own examination, investigation and evaluation of all such
matters and not in reliance upon any opinions or representations of
the Contractor, or the Owner, or of any of their respective officers,
agents, or employees.®

(a) The Contractor acknowledges that it has taken steps
reasonably necessary to ascertain the nature and location of the
work, and that it has investigated and satisfied itself as to the
general and local conditions which can affect the work or its cost,
including but not limited to (1) conditions bearing upon
transportation, disposal, handling, and storage of materials; (2) the

8 16.2, Stephenson, James E., Esquire, ALTERNATIVE CLAUSES TO STANDARD CONSTRUCTION
CONTRACTS, Wiley (Supp. 1994).
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TIPS:

availability of labor, water, electric power, and roads; (3)
uncertainties of weather, river stages, tides, or similar physical
conditions at the site; (4) the conformation and conditions of the
ground; and (5) the character of equipment and facilities needed
preliminary to and during work performance. The Contractor also
acknowledges that it has satisfied itself as to the character, quality,
and quantity of surface and subsurface materials or obstacles to be
encountered insofar as this information is reasonably ascertainable
from an inspection of the site, including all exploratory work done
by the Government, as well as from the drawings and specifications
made a part of this contract. Any failure of the Contractor to take
the actions described and acknowledged in this paragraph will not
relieve the Contractor from responsibility for estimating properly the
difficulty and cost of successfully performing the work, or for
proceeding to successfully perform the work without additional
expense to the Government.®

It is essential that the contractor conduct a pre-bid site investigation
to protect his rights and a possible later claim in the face of site
investigation clauses. Without a site investigation, it will be very
difficult to challenge the risk allocation provisions of site
investigation disclaimer clauses.

CASE EXAMPLE:

A subcontractor sued the general contractor for additional sums
expended after it encountered wet soil while sinking piers for a
foundation. The contract contained a provision in which the general
contractor "disclaim[s] any responsibility for the accuracy, true
location and extent of the soils investigation," including data
concerning "the presence, level and extent of underground water."
Additionally, the contract stated "the [soil] report is not a warranty of
subsurface conditions, nor is it a part of the contract documents."
The subcontractor chose not to investigate the site independently
but instead relied on the soil reports furnished by the contractor to
assist in bid preparation which did not reveal the wet soil condition.
The court held that the soil report disclaimer effectively barred the
subcontractor's ability to recover for the unforeseen conditions.

See Millgard Corp. v. McKee/Mays, 49 F.3d 1070 (5th Cir. 1995).

% (48 C.F.R. 52.263-3).
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N. Force Majeure

CONTRACT PROVISION:

TIPS:

Neither party shall be considered in default in the performance of its
obligations hereunder to the extent that the performance of any
such obligation is delayed, hindered or prevented by any cause
which is beyond the reasonable control of the party affected
thereby (hereinafter called “Force Majeure”). Force Majeure
includes but is not limited to any of the following if reasonably
beyond the control of the party claiming Force Majeure: war
(declared or undeclared), fire, riot, storm, hurricane, earthquake,
tornado, or any law, proclamation, order, regulation, or ordinance of
any government agency or any court, or any other cause similar to
those enumerated above, which is not reasonably within the control
of the party claiming Force Majeure. The party affected by any
Force Majeure shall give prompt written notice to the other party
advising of the nature and extent of any Force Majeure and
advising of the effects of the Force Majeure upon the completion
and cost of the work hereunder. The parties shall consult promptly
with each other concerning the Force Majeure and shall endeavor
to agree upon mutually acceptable corrective action. In the event of
a Force Majeure which prohibits performance by Contractor for
more than sixty (60) days, Owner may terminate this Contract for
convenience and shall have no further obligation to Contractor
hereunder.

Determine whether a party must give notice of a force majeure
event. Noncompliance with notice provisions may void the
protections encompassed with the force majeure clause.

List examples of force majeure events which will excuse
performance, such that the parties understand what does and does
not constitute a force majeure event.

Take special notice of provisions which require a party to take
certain steps to limit the effects of certain force majeure events.
Noncompliance may waive the benefits of this provision, and the
non-complying party could ultimately be held in default as a result
thereof.
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CASE EXAMPLE:

o The U.S. Supreme Court considered the ramifications of a force
majeure clause in a contract pertaining to the construction of levees
on the Mississippi River. The Supreme Court indicated that
unforeseeable causes "include, but are not restricted to, acts of
God, or the public enemy, acts of the Government, fires, floods,
epidemics, quarantine restrictions, strikes, freight embargoes, and
unusually severe weather, or delays of subcontractors due to such
causes." The Court explained that "[n]ot every fire or quarantine or
strike or freight embargo should be an excuse for delay under a
[force majeure clause.]" For example, "the contract might be one to
excavate for a building in an area where a coal mine had been on
fire for years, well known to everybody, including the contractor,
and where a large element of the contract price was attributable to
this known difficulty" or "a strike may be an old and chronic one
whose settlement within an early period is not expected." The
normally expected high water in a stream over the course of a year,
being foreseeable, is not an unforeseeable cause of delay, even
though it is an act of God. See United States v. Brooks-Callaway
Co., 318 U.S. 120 (1943).

il CONCLUSION

A successful project requires a good estimate, good supervision and productive
field labor. However, these ingredients, alone, will not enable the unprepared contractor
to effectively resolve construction problems. To be prepared, you must understand how
construction contracts operate; you must be able to recognize risk provisions and
negotiate, and then, manage them effectively.
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*This article was coauthored by the following:

Justin M. Ganderson, Esq.

Justin M. Ganderson is an associate with the law firm of Katz & Stone, L.L.P., where he specializes
in the representation of owners, contractors, subcontractors and sureties in construction related
disputes. He is a member of the Virginia Bar.

Mr. Ganderson received his Bachelor of Arts degree, cum laude in American Studies, and with
distinction in all subjects, from Cornell University in 2002. In 2005, Mr. Ganderson received his
Juris Doctor degree, magna cum laude, from the University of Miami School of Law, and was
inducted into The Order of the Coif. During law school, Mr. Ganderson served as Editor-in-Chief to
the University of Miami Business Law Review. Further his Comment, entitled “With the first pick in
the 2004 NFL Draft, the San Diego Chargers select ... ?: A rule of reason analysis of what the
National Football League should have argued in regards to a challenge of its Special Draft Eligibility
Rules under Section 1 of the Sherman Act,” was published in 2004 (12 U. Miami Bus. L. Rev. 1
(2004)). He also served as a Dean’s Fellow to the University of Miami School of Law Academic
Achievement Program.

Mr. Ganderson's prior work experience includes positions as a Law Clerk Intern to the Honorable
Charles E. Poston of the Norfolk Circuit Court, Norfolk, Virginia, and as a Summer Associate with
the Fort Lauderdale, Florida civil litigation firm Gordon, Hargrove & James, P.A.

Robert J. Dietz, Esq.

Robert J. Dietz is an associate with the law firm of Katz & Stone, L.L.P., where he specializes in the
representation of contractors, subcontractors, owners and sureties in construction-related disputes.
He received his Bachelor of Arts degree in Political Science from the University of Florida in 2000
and his Juris Doctor degree from Washington & Lee University School of Law in 2004. During law
school, Mr. Dietz served as a staffwriter on the Washington & Lee Law Review and as the Mock
Trial Administrator on the Moot Court Executive Board.

Prior to joining Katz & Stone, L.L.P., Mr. Dietz served as Law Clerk to the Honorable John H.
Tisdale of the Sixth Judicial Circuit of Maryland. Mr. Dietz is a member of the Bars of Virginia and
Maryland.
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Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left
blank. If you print this file, we suggest that you set your printer to duplex.
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