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Introduction

Insurance does not exist in a vacuum. Effective insurance risk transfer
requires a thorough understanding of both the risks to be transferred and
applicable insurance products. This is no less true for construction than for
any other commercial venture. Every construction project, regardless of size
or scope, carries risks for interested parties, including owners, architects, engi-
neers, construction managers, general contractors, subcontractors, and suppli-
ers. Just as life is uncertain, there is simply no way to foresee exactly what
will happen on a project, so it is crucial for each interested party to clearly
understand the risks it faces, determine what and how much risk it is willing
to tolerate, and analyze the strategies available to manage and finance those
risks. Some of these multiple risks are insurable and some are not. This chap-
ter provides an overview of the exposures inherent to the key players on any
construction project and introduces the basics of insurance and risk transfer
for construction projects.

Risk Management, Risk Transfer, and Risk Financing

The inherent uncertainty of events is commonly described in terms of risk.
As Robert Jerry, dean of the University of Florida Levin College of Law, notes,
“One of the great stories of humankind is how people developed a capacity
to appreciate risk and measure it, and then used this information to make
choices among competing alternative behaviors.”! In making those choices,
we typically speak of managing the risk, transferring the risk (where appro-
priate), and financing the risk.
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Risk Management

Risk management is generally defined as the practice of identifying and ana-
lyzing loss exposures and taking steps to minimize the financial impact of
the risks they impose.? In some organizations, risk management is little more
than the implementation and oversight of the corporate insurance program,
but in a more sophisticated sense it is the ongoing process of identifying, ana-
lyzing, and minimizing all risks—insurable, contractual, retained, and finan-
cial. Some organizations house risk management responsibilities within the
finance or legal department. Other organizations have a separate and distinct
risk management department.

Regardless of the form it takes, all good risk management programs start
with a risk assessment. The purpose of the risk assessment is to ensure that all
material risks faced by an organization are identified and treated in the most
comprehensive and cost-effective way. From a philosophical standpoint, the
purpose of risk management within any organization is to develop optimal
risk prevention, mitigation, servicing, and financing strategies. Risk identifi-
cation has been called the most important part of a risk assessment program,
and it can also be the most difficult as “there is no sure-fire method to identify
and classify all project risks.”?

There are a number of tools and techniques used to identify and quantify
the risks an organization faces. For example, risk assessment surveys and risk
maps are mechanisms by which organizations identify risks that could affect
their ability to achieve business objectives. Once a risk is identified, it is then
evaluated based on the likelihood it will actually occur and if it does, the sig-
nificance. The results of that assessment are then charted in a “risk map” and
shared and relied upon by members of the organization. Ideally, a risk map or
risk register will tabulate a description of the risk, the type of risk, the likeli-
hood of occurrence, the severity of the risk, risk consequences, and mitiga-
tion techniques.* This process can be used at a macro level, to identify risks
commonly faced by the organization, but it can also be done on a project-by-
project basis.?

Once a risk is identified, it is important to understand the potential impact
that risk will have on an organization, both in terms of its financial conse-
quence and its organizational effect. Treatment of risks will vary depending
on a multitude of external factors (e.g., industry, regulatory, environmental,
and reputational) as well as internal factors such as the company’s best prac-
tices, risk philosophy, and culture. Many organizations look to outside attor-
neys, brokers, and other consultants to help assess how the organization will
best transfer, finance, or retain these risks.

Risk Transfer

A commonly employed method of managing risk is to transfer it to some-
one else. An organization’s risk can be transferred through contracts, such
as insurance contracts, vendor contracts, leases, and subcontracts. Generally,
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the goal is to allocate the risk fairly within the contract to each party so that
the responsible party retains the risks it can control and, if possible, insures
the risk at a reasonable cost. There are circumstances, however, where a party
other than the one who controls a risk assumes it, by reason of economic
imperatives, because it has the ability to insure it most inexpensively, or other-
wise. The procurement of builders risk coverage by an owner or general con-
tractor by paying a premium to a third-party insurer to cover damage to the
work caused by any project participant is a simple example.

Given every party’s inherent bias to pass on as much risk as possible, it is
difficult at times for the parties involved in a construction project to agree on
the risk allocation. On a construction project, the owner typically transfers
many risks arising from the work (other than design) to the general or prime
contractor by means of indemnification clauses in the construction agree-
ment.® Take, for example, Section 3.18.1 of the American Institute of Architects
(AIA) Document 201:

To the fullest extent permitted by the law the Contractor shall indem-
nify and hold harmless the Owner, Architect, Architect’s consultants,
and agents and employees of any of them from and against claims,
damages, losses and expenses, including but not limited to attor-
neys’ fees, arising out of or resulting from performance of the Work;
provided that such claim, damage, loss or expense is attributable to
bodily injury, sickness, disease or death, or to injury to or destruction
of tangible property (other than the Work itself) but only to the extent
caused by the negligent acts or omissions of the Contractor, a Subcon-
tractor, anyone directly or indirectly employed by them or anyone for
whose acts they may be liable, regardless of whether or not such claim,
damage, loss or expense is caused in part by a party indemnified
hereunder. Such obligation shall not be construed to negate, abridge,
or reduce other rights or obligations of indemnity which would other-
wise exist as a party or person described in this Section 3.18.

General or prime contractors, in turn, usually transfer risk to the subcon-
tractors responsible for individual scopes of work.” Despite these efforts,
all risks transferred can seldom be transferred downstream in this fashion.
The details of what risks are retained by each entity (such as consequential
damages flowing from defective work) are a frequent source of controversy.?
Indeed, this flow-down concept does not always make practical sense, as
small players may not be as well situated to handle larger risks.

Although there is some overlap, there are differences between transfer of
risk by contract and transfer of risk by insurance. As noted above, the various
participants in a construction project can transfer risk among themselves con-
tractually. Again, a common example is an owner transferring certain risks of
loss from defective workmanship to a general contractor, who in turn transfers
the risks to the individual subcontractors responsible for each scope of work.
Indemnification provisions and other contract clauses are utilized for this
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purpose. (The relationship between contractual risk transfer and other limita-
tion provisions is addressed throughout this book, in particular in chapter 2).
Risk allocation in this sense is priced by project participants in their contracts.’

Insurance, on the other hand, involves the transfer of defined project risks
to insurance carriers, who specialize in the pooling of such risks, rather than
to other project participants.l® Of course, there is a cost to such risk transfer,
typically in the form of a premium. The insured pays a premium to the car-
rier to assume the risk and to reimburse the insured(s) for loss suffered to the
covered interest. The insurer uses a portion of the premium and invests it.
Warren Buffet, “the oracle of Omaha,” describes the financial upside of this
model for insurers:

Insurers receive premiums upfront and pay claims later. In extreme
cases, such as those arising from certain workers” compensation acci-
dents, payments can stretch over decades. This collect-now, pay-later
model leaves us holding large sums—money we call “float”—that
will eventually go to others. Meanwhile, we get to invest this float for
Berkshire’s benefit. Though individual policies and claims come and
go, the amount of float we hold remains remarkably stable in relation
to premium volume. Consequently, as our business grows, so does
our float.

If premiums exceed the total of expenses and eventual losses, we
register an underwriting profit that adds to the investment income
produced from the float. This combination allows us to enjoy the use
of free money—and, better yet, get paid for holding it. Alas, the hope
of this happy result attracts intense competition, so vigorous in most
years as to cause the P/C [property-casualty] industry as a whole to
operate at a significant underwriting loss. This loss, in effect, is what
the industry pays to hold its float. Usually this cost is fairly low, but
in some catastrophe-ridden years the cost from underwriting losses
more than eats up the income derived from use of float.!

For this model to work, the greater the level of risk transferred to insurance
carriers, the higher the premiums that will be paid by project participants.
Construction industry participants must always balance their appetite for risk
with the cost of insurance, and consider what benefit they enjoy by financing
their cost of risk with a third party.

Insurance carriers commonly insist that project participants retain some
significant share of the risk, to ensure that they have an incentive to act safely
and avoid loss. This is to avoid what is called a “moral hazard”—the problem
where the party insulated from a risk “has less incentive to take precautions
to prevent damage to its property if it has insurance to cover the damage.”12
Deductibles, self-insured retentions, and co-insurance requirements are the
most obvious examples of ensuring that some risk remains with project par-
ticipants. Of course, there are often uninsured exposures that accompany a
covered loss, which provide an additional incentive for project participants to
conduct their operations in a safe manner.
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All interested parties in a construction project must understand not only
their own particular risks but also those of the other parties. This understand-
ing will help the parties deliver the project in the most cost-effective manner
by negotiating risk transfer in project agreements before work commences,
determining what insurance to purchase for the project, dealing with losses
throughout the project term, and managing third-party claims during and
after the project is complete. Intuitively, this makes sense. For example, if
an owner fails, the contractor will likely not get paid; or if an owner with-
out builders risk coverage works with a contractor with limited assets and the
project is damaged, that owner is in a similar predicament.

Thoughtful risk management involves much more than just insurance pro-
curement. The type and scope of insurance coverage that make sense for a
project or an organization depend on its role in an individual project, as does
any analysis of appropriate insurance limits and cost. As a simple example,
architects and engineers are typically responsible for design services, and more
commonly face third-party damage claims resulting from design errors, actual
or alleged. As a consequence, a design professional will typically consider pro-
fessional liability coverage whereas a contractor with no design responsibili-
ties may not. While this basic proposition is rather obvious, it is important to
note that an analysis of the organization itself and its particular project risks
should be undertaken to determine the appropriate level of insurance and the
type and scope of the coverage procured. For example, many contractors do
face some design or other “professional” risk because they must have engi-
neers stamp plans, or they provide design-assistance services. (These issues
are discussed in chapter 6.) And an architect or engineer who must drive to
visit a construction site for supervision purposes may face auto liability and
some “premises” or operational risk by being present during the course of
construction. Again, every organization must carefully evaluate, consider, and
quantify its own unique exposures. One-size-fits-all rules do not work, and (as
further discussed in chapter 2) talismanic reliance on form insurance procure-
ment provisions can cause unintended and, sometimes, costly problems.

Placing insurance can be an intricate process even after an organization’s
risk assessment and determination of the appropriate insurance. At that time,
an insurance agent or broker then presents those needs to various carriers
who respond by offering a program of coverage at a particular price. Ideally
the organization then negotiates with each carrier until it gets the broadest
coverage at the lowest price. This process can be performed on a term basis,
typically annually, where insurance is purchased to cover risks arising out
of all of the organization’s ongoing activities during that term. It can also be
performed on a project-specific basis, where insurance coverage is procured
to cover a single project or several discrete projects only.

Risk Financing

Risk financing refers to different types of funding mechanisms used by orga-
nizations (and individuals) to plan for the payment of possible future losses.



6 CHAPTER 1: INSURANCE AND RISK TRANSFER BASICS

Insurance is a form of risk financing in which (as Warren Buffet describes
above) an insurance company takes other people’s money, invests it, and then
uses that combined pool of capital to pay losses in the future. In addition to
insurance, risk can be financed using insurance-like products such as deduct-
ible insurance programs, self-insured retentions, captive insurers, alterna-
tive risk financing techniques, or self-insurance. Each of these approaches is
described below.

In a deductible insurance program, a portion of a covered loss is paid by
the insured. Typically, the deductible in an insurance policy is paid on each
loss, often called “per occurrence” or “per claim” deductibles, at least until
some total (“aggregate”) level of loss is reached. Organizations routinely must
assess and select the appropriate deductible level. Lower deductibles provide
more cost stability and a higher degree of protection against losses, but the
premiums charged will typically be higher than those insurance programs
with larger deductibles. Programs with larger deductibles have lower fixed
costs and offer a higher potential for savings, but have greater volatility.

Much like a deductible, a self-insured retention (SIR) is an amount speci-
fied on an insurance policy paid by the insured before the insurance policy
will respond to a loss. A typical SIR program differs from a deductible pro-
gram in several ways. 13 First, the policy’s insurance limits stack on top of a
SIR, while the amount of a deductible is subtracted from the policy’s limit.14
In other words, insurance coverage (including defense costs) may not apply
until the insured has paid the SIR. Second, the insured pays the SIR directly
to the claimant, while in a deductible program the insurance carrier will often
pay the claimant and seek reimbursement of the deductible amount from the
insured.’> Some insurance programs utilize a hybrid approach, adopting ele-
ments of each. It should be clearly understood whether the deductible effec-
tively reduces limits. As an illustration, if a policy has a per occurrence limit
of $2 million and a $500,000 deductible, the true risk transfer from the insured
to the carrier is only $1.5 million if payment of the deductible reduces the lim-
its of liability.

Another risk financing tool used by many large contractors, owners, and
developers is what is known as a “captive.” A captive insurer is “a special kind
of insurance company established by a parent company, trade association, or
group of companies to insure the risks of its owners.”1¢ In other words, cap-
tives are typically created and controlled by a single business or by multiple
organizations with similar risk characteristics, the purpose of which is to pro-
vide insurance coverage for that business or those organizations. Common
advantages of forming and using a captive include less dependence on the
cycles of the commercial insurance marketplace, greater access to insurance
and reinsurance, more control over managing risks, broader coverage, tax
benefits, and more efficient use of financial resources.”” Of course, the orga-
nization’s own resources fund the captive, so there is no real risk transfer
to a third party, except to the extent that the captive’s losses are reinsured.
Captives, however, are expensive to form, and subject to state regulation and
approval.18
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Captives are most effective when created and managed by a sophisticated
risk management team and when the organization requires less immediate
policyholder protection than what is granted through traditional insurance
policies. Since passage of the Terrorism Risk Insurance Act (TRIA), some
larger insureds have created “TRIA captives” that are able to benefit from
what is in effect federal reinsurance for 85 percent of the cost of reimbursing
losses caused by designated acts of terrorism, and seek reinsurance from com-
mercial insurers for the balance of that amount.!® Cost, capital, and manage-
ment requirements, however, are such that economic benefits may inure only
to larger insureds, with greater risk to finance.

Alternative risk financing options are also available when traditional pro-
grams are not utilized. It is impossible to describe all alternative risk financ-
ing options because the market is evolving and new techniques are created on
a regular basis. A few examples, however, follow: (1) capital market funding
sources such as catastrophe bonds, credit derivatives, risk-linked securities,
and special purpose entities; (2) finite risk programs that span over several
years to incorporate investment income projections and include the time value
of money; and (3) integrated risk programs that spread coverage over several
risks in a single bundled arrangement to reduce cost and increase efficiency
in handling claims.20

Lastly, risk financing can occur through self-insurance. Any exposure that
is not addressed by some strategy is, by default, self-insured. When the risk is
not addressed by the establishment of a reserve, this type of risk retention is
better categorized as “doing nothing” because either the organization is not
aware of the risk or has chosen to ignore it. 2! However, where an organization
has truly evaluated a risk and decided not to finance or transfer the exposure,
the company has deliberately chosen to retain the risk or self-insure.

Key Players on Any Construction Project

The key parties with direct involvement in a construction project are typically
the owner, construction manager, general contractor, design professionals
such as the architect and engineers, and subcontractors. (Sureties and lenders
have important behind-the-scenes roles and have very real financial risks, but
their risks depend on the parties whom they stand behind and of course may
be affected by personal guarantees, security interests, and other commercial
protections, not directly related to the construction process). As noted below,
each has distinct risks on a project that must be analyzed and addressed either
contractually or through insurance.

Owner

The owner of a construction project could be a developer, private business,
private individual, or government entity whose role on the project is, gener-
ally speaking, to finance the construction. While some owners may have some
limited oversight of construction-related activities, owners do not typically



8 CHAPTER 1: INSURANCE AND RISK TRANSFER BASICS

self-perform any of the construction. Nonetheless, the owner is at risk for
all damage to the project and faces liability for third-party injuries or dam-
ages resulting from construction activities, the quantum of which can differ
depending on the state where the construction takes place.

Owners typically will attempt to transfer most of the risks related to con-
struction activities to the design professionals, general contractor, or con-
struction manager through contractual agreements, such as indemnity or
insurance.?? For example, and as explained in more detail below (and in chap-
ter 10), the owner may choose to insure construction means and methods
risks through a controlled insurance program (CIP), usually by purchasing
the general liability and workers” compensation insurance for all project par-
ticipants. Alternatively, if a CIP is not used, the owner may seek to transfer
risk by requiring that it be named as an additional insured on the general
contractor’s policies and those of all lower-tier contractors. The owner can also
procure builders risk insurance to cover losses to the project while it is under
construction, or contractually require that the general contractor purchase
builders risk insurance. In short, the owner will typically seek to transfer as
much of the risk as possible from construction-related activities, using a com-
bination of insurance and non-insurance risk transfer methods.

Construction Manager

Many people confuse a construction manager’s role with that of the general
contractor. Many companies perform both of these services but there is a dis-
tinction. A construction manager is an advisor to the owner on almost every
aspect of a project, including financing, design, general construction, sched-
uling, contract negotiations, contractor awards, purchasing, and budgeting.?
Further, a construction manager monitors the performance of the design and
construction teams.

There are two types of construction managers: agency and at risk.* An
agency construction manager is a fee-based advisor that works solely for
the owner and does not contract directly with any of the consultants or con-
tractors. Conversely, a construction manager at risk acts as an advisor to the
owner during the design phase of a project and acts as a general contractor
during the construction, although it may not self-perform any work.? Just as
an owner can procure a CIP, a construction manager at risk can also place
the CIP as it holds contracts with the general contractor and subcontractors.
Which hat—pure agency or at risk—the construction manager wears will
obviously result in divergent exposures to liability.

General Contractor

Also called the prime contractor on some projects, the general contractor is
responsible for scheduling, directing, and supervising the work. The gen-
eral contractor may self-perform work for some trades and subcontract other
work. On many projects, however, a general contractor hires subcontractors
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for all performed work. In any case, the general contractor is responsible for
injuries to its employees and damage to its equipment, tools, and materials.
The contractor is also at risk for damage to the project, third-party property
damages, and injuries caused by its employees or subcontractors, including
injuries to employees of subcontractors working on the project through third-
party actions. (See chapter 5.) In addition, the general contractor may become
contractually obligated for damage or injury incurred by the owner. Because
of this exposure, the general contractor frequently attempts to pass this risk to
its subcontractors through its subcontracts, including damages for failure to
timely complete the project.

Subcontractors

Subcontractors are most often hired by the general contractor or a higher-
tiered subcontractor to perform work in specific trades. Similar to the general
contractor, subcontractors are at risk for injury to their employees, damage to
their equipment, tools, and materials, to their own work or the work of others,
and for injury or damage to third parties caused by their activities. They may
be contractually liable to the general contractor or a higher-tiered subcontrac-
tor for injuries or damages caused by activities over which they have no real
control.

Architects, Engineers, and Other Design Professionals

Architects, engineers, and other design professionals generally perform
design work on a project. In addition, they can also perform environmental,
project management, and supervisory services. If a general contractor acts in
a design-build capacity, the architect, engineers, and design professionals are
hired as subcontractors. Traditionally, though, these professionals are hired
directly by the owner. Owners may also hire a project manager to oversee the
project, act as an owner representative, and give added direction to the gen-
eral contractor.

Architects, engineers, and other design professionals typically pro-
vide plans and specifications that guide the construction project but do not
provide/perform actual construction means and methods.?¢ Professional
errors and omissions, however, can expose project owners, as well as other
project participants, to enormous liabilities far in excess of the professional
practice policies of the individual design firms. Relying on these practice poli-
cies alone may lead to unwanted results, as those individual policies tend to
provide inadequate professional liability coverage for large projects. Among
other things, they tend to have relatively low limits, which are reduced by
defense costs and by claims on other projects.” Project-specific policies
designed to ensure that adequate coverage is in place may need to be consid-
ered. (These issues are discussed in chapter 6.)

Some inherent construction risks, however, may arise, such as injuries to
employees of the professionals when working at the project site in supervisory
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roles. Therefore, these professionals usually carry workers’ compensation,
general liability, and other lines of coverage for liabilities that are not neces-
sarily design-related.

Suppliers

While suppliers do not typically perform services or work at the project
site, they are still exposed to loss from third-party bodily injury and prop-
erty damage arising from their own operations, such as faulty fabrication
of materials. Moreover, a supplier may visit the project site for deliveries or
installment oversight, presenting limited construction exposure of their own
employees to jobsite injuries.

Project Delivery Methods

Each of the key players on a construction project plays a role based on the
agreed-upon project delivery method. The most commonly employed meth-
ods of delivery are described below and each chosen method dictates the rela-
tionship between the owner, design professionals, construction manager, and
general contractor. Each of these project delivery methods brings a new risk
strategy and requires a risk transfer technique unique to the project. This book
is not a treatise on construction contract delivery mechanisms, and there are
many other excellent resources available for the construction lawyer on these
subjects (including several prepared under the aegis of the ABA Construction
Forum). However, a theme throughout is that insurance must be understood
by referring to the risk that it covers. One simply cannot determine the type
of insurance needed for a construction project or professional without under-
standing the basic risks that are presented. To that end, a summary discussion
of project delivery methods is set forth below, along with some thoughts on
the insurance issues that they may raise.

Design-Bid-Build

The most traditional and most commonly used type of delivery method in the
United States is design-bid-build.?8 In this method, an architect retained by
the owner prepares plans and specifications and a contractor reviews those
plans and specifications and prepares a bid to perform the job.?? Contractors
are to bid and construct the project as designed, and typically the lowest, most
responsible bidder is awarded the work. The architect and contractor each
have separate contracts with, and report directly to, the owner who maintains
control over the design.

Design errors may result in substantial liability, both for economic and
noneconomic losses. Because the owner under this method retains design
risk, it may seek to transfer some or all of that risk to the design profession-
als through contractual indemnity provisions and insurance requirements.30
It may also seek its own independent insurance coverage using methods
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discussed in greater detail in chapters 2 and 6. At the same time, the owner
will seek to transfer liability to its construction manager and/or general con-
tractor as to substantial construction-related liabilities arising out of execution
of owner-provided plans and specifications.

Design-Build

In the design-build model, the owner develops a conceptual plan for the proj-
ect and then hires one entity to both design and construct the project. The
owner benefits by this method by having a single point of responsibility. For
the contractor, however, there is both design and construction risk that must
be protected against through contractual indemnity and insurance require-
ments. This project delivery method facilitates fast-tracking the project, as the
design phase and construction phase can be executed simultaneously and
overlap each other. Because of this, design-build is preferred for projects with
a tight schedule and/or budgets, and has seen tremendous growth as a deliv-
ery system over the last few years.3!

Design-Build-Bridge

The design-build-bridge method is similar to the design-build project delivery
method except that the owner hires both an architect and a design-builder.3?
The owner assigns the architectural agreement to the design-builder once the
project design documents are sufficiently developed to allow the owner to
better understand the project’s scope and/or budget (e.g., schematic design or
design development stages). At that point, the design-builder becomes respon-
sible for both design and construction.3® This project delivery method pres-
ents unique issues with respect to the terms of the architectural agreement,
as the owner and the design-builder each have an interest in those terms and
will need to find them mutually acceptable.

Design-Build-Operate-Maintain

The design-build-operate-maintain method is most commonly used in heavy
construction projects such as road construction.3* This method is also similar
to design-build, except it requires the design-builder to operate and maintain
the project upon its completion. To compensate the design-builder for operat-
ing and maintaining the project, the design-builder often receives a portion
of the operating revenues generated by the project (e.g., toll proceeds or lease
proceeds).?> Therefore, a single contractual relationship governs design, con-
struction, operation, and maintenance.

Design-Build-Operate-Transfer

The design-build-operate-transfer method is similar to design-build-operate-
maintain, but goes one step further by including the financing of the project in
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the arrangement.3¢ Specifically, the design-builder obtains the financing and
is responsible for the construction loan, and typically the design-builder is
paid from project proceeds after the project is complete. The project is turned
over to the owner after the design-builder recovers its initial investment in the
project, along with a negotiated amount of profit and interest.

Construction Manager at Risk

The construction manager at risk delivery method is typically divided into
two phases: preconstruction and construction.” During the preconstruc-
tion phase, the construction manager reviews the owner-retained architect’s
design as it is being developed. As substantial portions of the design become
complete, the construction manager solicits bids from trade contractors for
those portions of the work. This project delivery method allows construction
to begin before the design is complete, and because the construction manager
holds the trade contracts, the owner is able to shift some of the project’s risk to
the construction manager. For example, the construction manager often con-
tractually assumes liability for cost overruns and schedule delays.38

Construction Manager Not at Risk

Like the construction manager at risk delivery method, in the construction
manager not at risk (or agency construction manager) method the construc-
tion manager is hired to both consult with the architect during the design
phase of the project and manage the construction of the project. In this way,
the construction manager provides quality control during both the design
and construction phases of the project, assisting the owner in making vari-
ous project-related decisions. Unlike the construction manager at risk method,
however, while the construction manager assists in the bidding process and
manages the trade contractors during the construction phase, the owner con-
tracts directly with the trade contractors. Furthermore, the construction man-
ager does not guarantee the budget or the schedule.0

Insurance Basics for Construction Projects

Insurance plays a critical role in risk management, transfer, and financing
on major construction projects. Despite its significance, however, construc-
tion insurance is often misunderstood. This section summarizes several basic
insurance concepts that will allow a more complete understanding of the dif-
ferences between the various insurance products discussed. Each of the dif-
ferent insurance products is described in greater detail in a separate chapter.

Bonds versus Insurance

Before we can begin discussing basic insurance concepts it is important to dis-
tinguish true insurance products from other construction-related instruments



Insurance Basics for Construction Projects 13

such as performance and payment bonds. Although insurance carriers and
sureties often cover what appear to be similar risks (and many companies
offer both products),#! in reality those risks are distinct.#? Specifically, bonds
stand behind, and financially guarantee, contractual risk transfers from own-
ers to general contractors and from general contractors to subcontractors,
including completion risks. 43 In a number of respects, bonds cover a wider
range of performance exposures than traditional forms of insurance on con-
struction projects.

Bonds do not necessarily transfer risk themselves. The bond is provided
by the contractor-principal in favor of the owner-obligee and if a loss occurs
under a bond, the surety is liable to respond to that loss.** Nevertheless, the
principal-contractor has not transferred risk to the surety; rather, the princi-
pal remains liable for the loss at issue, typically through an indemnity agree-
ment with the surety. By contrast, insurers pay covered losses with no right
of recourse against the insureds beyond deductible obligations. Indeed, “the
general rule is that the insurer may not bring a subrogation action against its
own insured.”® This is true even with respect to an insurer that has paid a
loss for one insured, by reason of the negligence of another insured.46

First-Party versus Third-Party Insurance Coverage

Broadly speaking, insurance coverage can be classified according to the
types of interests protected—that is, first party versus third party. First-party
coverage applies to and protects an organization’s own physical assets—for
example, buildings, equipment, automobiles, mobile equipment, and personal
property.#” If a covered event damages these items, the insurance company
provides the organization with the promised compensation, which is typi-
cally the actual cash value of the damaged item or the cost to repair or replace
the damaged property, subject to the terms of the insurance contract. Other
losses flowing from the event, such as business interruption or loss of rental
income, can also be covered, typically through an extension of coverage that
specifically covers such losses. The hallmark of first-party coverage is that the
party suffering an injury, assuming that it is an insured, can submit the loss
directly to the carrier for reimbursement. First-party policies generally do not
protect the insured from claims by third parties.#® Outside the construction
context, coverage for fire damage to a home is an example of first-party cover-
age. Builders risk policies and equipment floaters are common examples of
first-party policies on a construction project. An owner’s permanent property
policy also provides first-party coverage and can sometimes affect construc-
tion exposures.

Third-party coverage, on the other hand, is typically known as liability or
casualty insurance and covers the insured’s liability for damages to a third
party. The two most common third-party coverages on a construction proj-
ect are commercial general liability and professional liability policies.** For
example, if an individual not employed by the organization or an entity not
owned or operated by the organization makes a claim against the insured
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organization for bodily injury or property damage, commercial general liabil-
ity coverage may provide protection. In short, third-party coverage provides
insurance for the insured’s legal liability to a third party for losses or damages.

Many, but not all, third-party policies provide two distinct types of protec-
tion: a duty to defend and a duty to indemnify. The duty to defend, which
is typically broader than the duty to indemnify, covers the cost of defending
against third-party claims, while the duty to indemnify encompasses the cost
of paying third-party claims.>

Coverage Triggers

A critical consideration, often misunderstood, is the time period for which
insurance policies provide coverage. In other words, does an insurance policy
with a 1998 to 1999 policy period cover losses that take place only during that
time period? That are first reported during that time period? Where claims
are first made during that time period? Here, some general principles can be
distilled and, hopefully, basic misconceptions clarified.

Insurance begets jargon. An example is the commonly used term “trigger of
coverage,” which appears nowhere in insurance policies, but is used by law-
yers as a shorthand to describe the circumstances under which the potential
for coverage under an insurance policy arises.5! In broad terms, third-party
policies are triggered in different ways, and it is important to recognize and
understand those differences.?> An “occurrence” policy is triggered where
damage or loss covered by the policy takes place during the policy period,
regardless of when a claim arising from that loss or damage is made against
the insured.>® A simple example is a fire that occurs during the policy period.
For sudden, one-time events like a fire, collapse, or automobile accident, the
policy that is trigged is clear. Progressive losses over a period of years present
more difficult issues and may involve coverage under multiple years. This is
discussed in greater detail in chapter 3.

A “claims made” policy, by contrast, is triggered by a claim made against
the insured during the policy period, regardless of when the loss or damage
occurs.>* Where a policy contains a “claims made and reported” requirement,
a claim must be made against the insured and be reported to the carrier within
the policy period.5® Some claims-made policies contain additional limitations
such as a “retroactive date.” Where a policy has a retroactive date, only ser-
vices performed or losses suffered after the retroactive date are covered.
Where a claim is made triggering a particular policy period, “related claims”
made in later years are deemed to have been made during the initial policy
period, at the time of the original claim. Whether two or more claims are
“related” can determine whether more then one limit applies, whether more
than one deductible must be paid, or even whether there is any coverage at all
for later asserted claims.

An “extended reporting period” provides the insured with additional time
to report claims after expiration of the policy period.5” In professional liabil-
ity policies, which are almost always claims-made rather than occurrence
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policies, it is critical to include an extended reporting period extending
coverage beyond the completion date of the project. This extension should
cover claims made during the extended period, regardless of when the loss
occurred, so long as the underlying work was performed in connection with
the project. There are significant differences between the terms of individual
extended reporting periods, so the terms of each must be carefully reviewed.
Failing to timely report claims under claims-made policies can result in a loss
of coverage, so particular diligence is required where policies of this nature
are procured.

In recent years, “close of escrow” policies have become more common, espe-
cially for residential builders. A “close of escrow” policy covers homes or other
buildings sold by the insured during the policy period for a specified period
of time. For example, claims arising out of homes sold during the policy period
may be covered for the period of an applicable statute of repose after the sale.

Project-specific insurance policies, as the name suggests, only insure claims
arising out of the individual project or projects they are written to cover. Typi-
cally the policy period will be the anticipated length of the project, and the
program will also include a completed operations tail (for occurrence policies)
or extended reporting period (for claims-made policies) providing coverage
for loss or damage occurring up to a specified number of years after project
completion.

Per Occurrence, per Claim, and Aggregate Deductibles and Limits

The limits of many insurance policies, as well as deductibles (and SIRs) are
often written on both a per occurrence or claim and an aggregate basis. As the
name suggests, a per occurrence or per claim limit is the most the carrier will
pay for all loss or damage arising out of a single occurrence or claim.>® At the
same time, a per occurrence or per claim deductible applies to each distinct
occurrence of loss or claim.>

An aggregate limit is the most a carrier will pay under the policy regardless
of the number of occurrences or claims made during the policy period, while
an aggregate deductible is the highest amount that the carrier can withhold
as deductible regardless of the number of occurrences or claims made dur-
ing the policy period. Once an aggregate deductible is reached, the insured
effectively has first dollar coverage for subsequent claims until policy limits
are exhausted.

A simple example illustrates these points. If a policy has limits of $2 million
per occurrence and $4 million aggregate, the carrier will pay or reimburse no
more than $2 million in connection with any one claim or occurrence and a
total of no more than $4 million for all covered claims or occurrences during
the policy period. If this program had a per occurrence deductible of $250,000
and an aggregate deductible of $1 million, once the insured has incurred
$1 million of the total deductible, the carrier must cover all future claims,
losses, or damages falling within the policy and during the policy period
until limits are exhausted.
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Key Insurance Industry Players

Most insurance transactions in the construction context include the insured
(contractor, subcontractor, owner, etc.), an insurance broker or agent, and the
insurance carrier representatives. Insurance agents and brokers act as inter-
mediaries between the insured and insurance carrier. Although the terms are
sometimes used interchangeably by courts, it is generally understood in the
industry that an insurance agent represents the insurance company whereas
the broker represents the insured.®®© An agent often has the power to bind
the insurer, issue policies, and accept risks on its behalf.?! While some agents
use exclusive arrangements with particular carriers, it is not uncommon for
an “independent” agent to work on behalf of many carriers to carry out the
administrative tasks of placing coverage. An agent typically does not have the
responsibility to examine the needs of the insured or to determine the appro-
priateness of coverage; that is where a broker comes in.

In representing the insured, a broker performs a wider array of func-
tions for the insured. A broker will typically solicit proposals for coverage
and, upon securing an order from the insured, will place the order with the
carrier.®2 In addition, a broker may also offer other products or services out-
side of placing insurance coverage. For example, a broker can be involved in
claims advocacy, loss prevention services, risk management analysis, captive
management, CIP administration, and other complementary services related
to risk management. The precise scope of the broker’s obligations should be
delineated in a written agreement with the client because “acts of an agent are
imputable to the insurer, [and] acts of a broker are imputable to the insured.”3
Additionally, not all brokers have access to all insurance markets. As an illus-
tration, the retail broker retained by an owner or contractor to negotiate and
procure the necessary insurance may in turn need to retain a wholesale bro-
ker to access certain surplus lines markets—markets established for insuring
unique or hard-to-place risks.

Insurance carriers employ several categories of individuals who are
involved in the insurance program of their insureds. Underwriters, for exam-
ple, determine the insurability of a particular risk, that is, whether insurance
should be provided and, if so, under what terms and at what price. More spe-
cifically, underwriters identify and calculate the insured’s risk of loss, deter-
mine whether a policy can be written for a potential insured, determine the
appropriate premium, and then formulate a policy to cover the risk in whole
or in part by assembling a policy with appropriate terms, conditions, and
exclusions.®* Underwriters who are too conservative can cause insurers to
lose business to other carriers. Underwriters who are too eager can expose the
insurer to excessive liability.

Insurance carriers also employ claims adjusters. When a loss occurs, a
claims adjuster representing the insurance company will review the details
of the loss, provide an interpretation of the coverage wording, accept or deny
the loss, and if accepted, offer a payment for the loss. Many insurance carri-
ers have distinct underwriting and claim departments. Other carriers employ



Insurance Basics for Construction Projects 17

independent third parties to act as other claims adjustors on their behalf.®5
(See chapter 11 for a detailed discussion of this process.)

Development of Standard Forms of Insurance for Construction Projects

The origins of modern insurance derive from the marine shipping and trans-
portation industry, which was the first to invoke the act of transferring risk by
having others guarantee against loss of a shipment.®® As the insurance industry
evolved, insurance companies created policy forms, coverage enhancements,
and exclusions based on their loss experience, case law, and appetite to respond
to the various risks posed by their clients. Many of today’s policies, especially
inland marine and builders risk policies, have evolved from these early forms,
and as a consequence contain archaic maritime language even to this day.®”

It is important to understand that not all insurance policies have the same
terms, even for identical lines of coverage. This may seem obvious, but is fre-
quently overlooked by even the most experienced construction project partici-
pants when facing complex issues of insurance coverage. Nevertheless, the vast
majority of general liability policies sold in this country utilize language drafted
by an insurance trade association, the Insurance Services Office (ISO).%8 ISO was
formed in 1971 to provide customers and insurance professionals with infor-
mation on property and casualty risks. Their services include issuing standard
policy language, and that standardized language, particularly the commercial
general liability policy, is relied upon to insure all types of business, not just
construction risks. ISO uses a numbering system, typically in the lower left hand
corner of the form, to differentiate among these amended and distinct forms.®
The standard ISO commercial property forms are also frequently encountered.

One advantage of using ISO policy forms is that the policy language is used
in common practice nationwide. It is also critical to recognize that ISO will
periodically issue new language for both basic policy insuring agreements and
endorsements, which amends existing forms in material ways. For this reason,
reviewing the policy’s drafting history to glean the parties’ intent—and espe-
cially the insurer’s intent—is a common practice in insurance coverage cases.
70 Indeed, in our experience, much of the confusion reflected in the case law
and elsewhere over the scope of coverage provided by ISO forms arises out of
a failure to recognize critical changes in policy language over time.

When an insurer does not use an ISO or other standard form, the carrier
creates its own policy form known as a “manuscript” form.”! Manuscript
forms are more common with property, umbrella, professional liability, and
excess liability coverages. An organization may receive broader coverage
under a manuscript form, but it is particularly important to review all the lan-
guage of a manuscript form and perform a detailed coverage analysis on that
form prior to purchasing the policy. Note that endorsements modifying the
terms of the policy are often manuscripted, even though they are attached to
a standard form policy. Many manuscript forms include ISO language or may
rely upon UK. policy forms, including the Lloyd's Market Association (LMA)
and Lloyd's forms.
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Choice of Law

Choice of law can be critical to any insurance coverage analysis even though
most insurance policies contain no choice of law clauses. Indeed, the same pol-
icy provisions can be interpreted differently depending on the state law that
applies. Because of variation in state law regarding a variety of insurance cover-
age issues, this can affect the scope of coverage provided in a material fashion.”?

Occasionally policies expressly identify the law to be applied to an interpre-
tation of the policy. Where the policy is silent, however, the insurer and insured
must look to the choice of law rules of the jurisdiction in which the dispute is
centered to determine what law to apply.”® There are four main approaches
that courts throughout the United States have adopted when resolving choice
of law questions with respect to contracts, including contracts of insurance:
(1) lex loci contractus (the law of the place of contracting); (2) the “balancing of
interests” or “most significant relationship” test (reflecting the Restatement (Sec-
ond) of Conflict of Laws §§ 6 and 188); (3) governmental interest analysis (compar-
ing competing states’ interests); and (4) the “choice-influencing considerations”
or “better rule of law” approach. The majority of jurisdictions employ varia-
tions of the first two approaches.” Under the first, the traditional lex loci con-
tractus, the law of the state where the insurance policy was formed or entered
into governs.” This is typically a fact-intensive question, and can be the place
where the insurance policy was executed, where it was delivered to the insured,
or where the last act that established a binding contract was performed.”6

Under the second approach, the law of the state that has the most signifi-
cant relationship to or contracts with the particular coverage dispute is the law
that applies. Under this more modern and flexible approach, the factors con-
sidered include the location of the insured property, the place of performance,
the location of the insured and insurer, and where the policy was issued or
entered into.””

Regardless of what approach is utilized, it is important for all project par-
ticipants to understand how choice of law may affect coverage.

Subrogation

Another important concept to understand in the context of insurance pro-
curement is that of subrogation. Generally speaking, subrogation occurs
when a party’s insurer pays for a loss that was caused by, or the responsibil-
ity of, another party. The paying insurer is then subrogated to the rights of
its insured and can pursue a direct action against that responsible party to
recover that payment.”8

In the construction context, subrogation claims are often waived by con-
tract. Indeed, the industry recognized long ago the disruption that would
ensue if there was constant finger-pointing on a project site.” Standard form
AIA agreements were developed to include waiver of subrogation language to
enable parties to look to their own insurance or specific insurance for certain
claims without having to litigate fault or cause. Specifically, AIA Documents
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B141 and A201 each contain waiver of subrogation language whereby each
project participant agrees to waive all rights against the others “to the extent
damages are covered by property insurance.”80 These waivers have been
upheld as valid risk-shifting mechanisms.8!

Where the owner and general contractor or other project participants uti-
lize the standard AIA contracting documents or draft a contract that includes
waiver of subrogation language, it is important for the insurers insuring the
project to acknowledge these waivers and agree to forgo their rights of sub-
rogation in the event of a paid loss because most policies expressly include a
provision that states that the insured will not act in a way that would limit or
otherwise diminish the insurer’s rights of subrogation.8? Therefore, it is criti-
cal to advise an insurer in advance of a claim of what subrogation rights, if
any, have been waived in the contracting documents to ensure that the policy
recognizes this waiver.83

Again, separately as a matter of law, an insurer cannot seek subrogation
from its own insured.8* Therefore, to further ensure that project participants
and their respective insurers cannot subrogate against one another, it is com-
mon for project participants to be added as insureds on the others’ policies.®

Common Construction Insurance Coverages

Each of the different insurance products described below is the subject of a
separate chapter. In addition, special contract drafting considerations are
discussed in chapter 2. For this introductory chapter, however, we provide a
summary description of the common coverages used for construction projects
in the United States, and the reader is directed to each individual chapter for
more detailed treatment.

Builders Risk Insurance

Builders risk insurance is first-party property insurance typically covering
loss or damage to the work during the course of construction, including losses
arising from the negligence of contractors as well as certain “acts of God.”8¢
Builders risk coverage is often provided on an “all risk” basis, meaning that
it covers all risks of physical loss or damage to property unless that risk or
cause of loss is expressly excluded.®” A builders risk policy should name the
owner, contractors, and subcontractors of every tier, design professionals, and
any necessary financing parties as insureds. The policy should also be writ-
ten to cover the full value of the completed project, with the term of the policy
extending to the anticipated date of project completion (including extensions
for delayed completion). Permanent property coverage should be put into
place as of the completion of the project, when builders risk coverage typically
expires. No gap between the effective dates of these coverages is acceptable.
“All risk” builders risk policies cover costs incurred to repair physical
damage caused by an accident or other covered event during construction.88
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Coverage issues may arise over the extent to which the policy covers other
costs flowing from the accident, such as delay-related damages, acceleration
costs, disruption, and other “ripple” effects. The basic insuring agreements of
most builders risk policies exclude “consequential” and similar losses except
to the extent added back by a coverage extension. Accordingly, what cover-
age extensions are purchased to supplement coverage for the cost of repair-
ing physical damage, and the terms of those extensions, are critical, and their
effects must be carefully reviewed and considered.

It is also important to consider what exclusions are contained in the policy.
Unlike commercial general liability policies, most builders risk policies are
not written on standard industrywide forms.# Therefore, it is important to
review the exclusions in both the basic insuring agreement and those added
by endorsement. Conceptually, the purpose of an “all risk” policy is to cover
most risks of physical damage to the work during construction, but if exclu-
sions barring coverage of the principal risks faced by a project are added,
the “all risk” nomenclature becomes nearly meaningless. In general, as with
all insurance policies, the exclusions should be reviewed in their entirety to
ensure that no unusual gaps in coverage are created. (See chapter 8 for an in-
depth discussion of builders risk insurance issues.)

Commercial General Liability Insurance

Commercial general liability (CGL) coverage is third-party coverage designed
to protect the insured against third-party claims and lawsuits for bodily
injury or property damage arising out of its business operations.”® Typically,
CGL insurance is structured with a primary policy written on a standard ISO
form. Most CGL coverage is written on an “occurrence” basis, and for nearly
all construction risks occurrence-based coverage is preferable to claims-made
coverage. Under standard industry forms, defense costs are in excess of lim-
its (i.e, do not reduce them), while indemnity payments exhaust coverage
limits.”! Incurring costs to defend third-party claims is a significant risk in
connection with any construction project, and not infrequently the insured’s
defense costs exceed indemnity paid for actual losses under the policy. This
exposure should be carefully considered before an insured agrees to a CGL
policy form that puts defense costs within rather than in excess of limits.”?
Excess and umbrella coverage, typically written on a carrier-specific or man-
uscript form, may then be purchased to provide additional coverage over the
primary layer of coverage® As a general observation, it is important to have
adequate limits, and to ensure that all policies (primary and excess) have rela-
tively consistent provisions. Follow-form excess (sometimes called pure excess)
policies, as the name suggests, follow the terms of the underlying policy, except
where there are express differences. “Umbrella” policies provide broader cover-
age than the underlying policy in some respects, and effectively become pri-
mary when a loss triggers the broader umbrella coverage (often subject to a SIR).
Unlike builders risk policies, where the scope of coverage extensions is
often a point of controversy, the most significant controversies with respect
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to general liability policies often arise in connection with exclusions added by
endorsement or included as part of a manuscripted policy, and the scope of
those exclusions. Examples of exclusions commonly used by carriers in con-
nection with large construction projects include mold/pollution and profes-
sional liability, but in both of these cases there are materially different forms
of the exclusion in use. Some pollution exclusions leave contractors with a
significant amount of coverage for pollution risks created during construc-
tion, while other exclusions seek to eliminate all coverage of “pollution” in all
circumstances.?* Coverage for property damage arising out of defective work
is often hotly contested either under the policy terms themselves or endorse-
ments. These issues are discussed in chapter 3. Likewise, there are signifi-
cantly differing types of professional liability exclusions, and which form
is utilized can be the determinative factor in whether damage arising from
errors in stamped submissions by subcontractors is covered. Thus, it is critical
to study what changes a carrier seeks to make by endorsement to the coverage
provided by a standard form ISO insuring agreement.

Coverage for Environmental/Pollution Exposures

Many environmental and pollution exposures, including mold, are commonly
excluded from general liability, builders risk, and professional liability policies.
Specialized policies covering environmental risks, sometimes called contrac-
tors” pollution liability (CPL) and pollution legal liability (PLL) policies, can
provide coverage to fill those gaps. CPL and similarly named policies typically
cover pollution conditions resulting from operations performed by or on behalf
of the named insured at a jobsite, but do not cover existing pollution condi-
tions at a site owned by an insured. PLL and similarly named policies typically
cover pollution conditions at or extending beyond owned property or caused
by transported cargo. Unless a project is on an undeveloped site, obtaining CPL
and/or PLL coverage should be considered. Of course, the scope of the required
coverage can be determined only in conjunction with environmental studies of
the particular site. These coverages are discussed in detail in chapter 7.

Professional Liability Coverage

Another third-party liability coverage commonly obtained for major construc-
tion projects is professional liability coverage. This is coverage for loss arising
from services deemed “professional” in nature, such as architectural, engi-
neering, and other design services. Unlike CGL coverage, professional liabil-
ity coverage commonly covers pure economic loss, such as a delay in comple-
tion of the work independent of any physical damage to it. Most professional
liability coverage is written on a claims-made basis and the limit of liability is
always stated in terms of a per claim limit and an aggregate limit.

Many professional liability policies include both a duty to defend and a
duty to indemnify. Unlike CGL occurrence policies, however, defense costs
are typically within (i.e.,, reduce) the limits of professional liability policies.
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This significantly impairs limits available to pay claims and has significant
ramifications both for the insured and for third-party claimants.

On large projects, project-specific professional liability coverage is often
procured. The alternative is to rely upon the practice policies of individual
design firms. Unfortunately, those individual policies are often inadequate.
They tend to have relatively low limits, which, as stated, are reduced by
defense costs and by claims on other projects. Professional errors and omis-
sions can expose project owners, as well as other project participants, to enor-
mous liabilities far in excess of individual practice policies. Therefore, the
extent to which losses arising from professional services are excluded from
coverage of other project policies is very important and emphasizes again the
need for a coordinated approach to coverage, one that focuses upon the inter-
play of various project policies

While nearly all design professionals are required to have professional lia-
bility coverage by project agreements, many construction managers procure it
as well. Some services performed by construction managers may be deemed
to be professional in nature, and thus may be outside the coverage provided
by CGL policies with professional liability exclusions. Subcontractors whose
work includes a significant design element may also incur, and expose gen-
eral contractors and construction managers to, professional exposures. Where
a contractor provides design-build services, ensuring that the design-build
entity has professional liability coverage is critical. See chapter 6 for a discus-
sion of professional liability insurance related to the construction industry.

Workers” Compensation/Employers” Liability Coverage

Workers” compensation policies cover injuries to employees suffered in the
course of their employment. Since state law mandates the policies and ben-
efits, it is often considered first-party coverage. All project participants who
have employees working on the site must be covered by workers” compensa-
tion policies providing statutorily required limits. This can be accomplished
through a project-specific insurance program, or by each project participant’s
own policies. While limits are statutorily prescribed, how the coverage is
structured and financed can have significant cost implications for the project.

Most CGL policies exclude coverage of claims arising from injuries to the
insured’s own employees, but workers’ compensation policies do not cover all
such claims. Employers’ liability policies issued as a part of the workers” com-
pensation policy can fill the gap between workers’ compensation and CGL
policies. Procuring employers’ liability coverage is commonly mandated by
project agreements, together with workers” compensation coverage. Workers’
compensation coverage is addressed in chapter 4.

Other Risks and Insurance Products

In addition to traditional “accidents” and “acts of God,” owners face risks in
connection with land acquisition and condemnation, zoning, financing, and
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other aspects of construction, and satisfaction of performance requirements.
Insurance and financial products are sometimes available in alternative mar-
kets (e.g., offshore and other surplus lines) to cover these risks, although those
products tend to be extremely expensive. For the right price, and in the right
insurance market, however, unique coverage can often be negotiated.

Certificates of Insurance

Certificates of insurance play a common role in construction projects and
have for many years. Contractual agreements among the various parties out-
line insurance coverages, limits, and policy provisions required during the
project term and through a specified time period after completion of the proj-
ect. Rather than each party supplying copies of its entire insurance program,
including all coverage forms and endorsements, each party usually requests
certificates of insurance from the others to verify that appropriate coverage
has been placed in compliance with governing contractual agreements.®

A certificate of insurance is an informational document identifying the
insurance policies of the insured listed on that form. Similar to ISO, the Asso-
ciation for Cooperative Operations Research and Development (ACORD) has
created standard form certificates commonly used to provide this informa-
tion. A certificate of insurance does not amend the terms of the policies listed
on the certificate. Rather, it certifies to the certificate holder and the entity
requesting proof of insurance that the insurance coverage is in place at the
limits and conditions listed on the certificate. But unless the certification is by
the insurer or a party with actual or apparent authority to execute it, the cer-
tificate is not a guarantee that coverage is actually in place.

Routinely obtaining and reviewing policies by all project participants is
seldom feasible, but sometimes the effort may be warranted given the size and
nature of the risks presented. Thus, aside from receiving a certificate, in some
circumstances a party may be well advised to seek independent verification
that it has in fact been named an additional insured under the referenced poli-
cies and the terms on which that status has been afforded. Copies of policies
and additional insured endorsements can provide this proof.

Additional Insured Status

Insurance policies may cover different categories of insureds. The “named
insureds” are typically parties who are specifically identified in the policies
and are entitled to all coverages provided by the policies.’® The first named
insured is commonly the party that procured the policy and is responsible for
premium payments and the satisfaction of other conditions.””

Chapters 2 and 5 discuss the substance and mechanics of “additional insur-
ance” status. In short, an “additional insured” is an individual or entity that is
added as an insured under a policy with respect to certain projects or expo-
sures in conjunction with a business relationship.”® Requesting to be named
as an additional insured is a generally accepted risk management tool for the



24 CHAPTER 1: INSURANCE AND RISK TRANSFER BASICS

transfer of certain categories of risk to other parties on construction projects.
The status of an additional insured gives those parties direct rights under the
other party’s insurance.?” In addition, it should protect parties who obtain
additional insured status from subrogation claims by the carrier, even where
they were responsible in whole or in part for a covered loss, because generally
carriers cannot subrogate against insureds.10

The coverage provided to additional insureds depends on the provisions
negotiated on a case-by-case basis, making generalizations difficult. The pro-
tections provided to an additional insured can range from coverage only for
claims arising from a narrow scope of work over a short period of time, to
coverage nearly identical to that of the named insured. Typical examples of
additional insured status are lessors under the liability policies of lessees;
mortgagees, lenders, and owners under the liability policies of general con-
tractors; and general contractors under the liability policies of subcontractors.
Under builders risk policies, the term “additional insured” is not generally
used, but similar status is often given to contractors and subcontractors of
every tier. This is accomplished either specifically by endorsement or in the
general description of an additional insured in the basic insuring agreement.

As noted, most additional insured endorsements contain limitations with
respect to the coverage they provide. In the construction industry, for exam-
ple, some endorsements used in connection with general liability policies pro-
vide the additional insured with coverage for completed operations claims,
while others provide protection only against claims arising during construc-
tion.10! In addition, a coverage aspect that receives considerable attention is the
degree, if any, the additional insured is entitled to coverage for its own negli-
gence. The failure to understand these issues, and insist on broader endorse-
ments, can leave construction industry participants without the coverage they
anticipated. Following up on the immediately prior example, general contrac-
tors who simply require that they be named as an additional insured on their
subcontractor’s general liability policies are likely to obtain that status during
construction only. Requiring additional insured status for ongoing and com-
pleted operations, and collecting insurance certificates confirming that status,
is far more likely to result in the general contractor having a more complete
range of coverage for claims arising out of the work of subcontractors. Addi-
tional insured status does not replace the need for strong contractual hold
harmless and indemnification provisions, as the obligation to indemnify is
independent of the existence of insurance. Even if a loss does not trigger cover-
age or the loss is excluded from the policy terms, even if limits are inadequate
or exhausted or if the insurer is insolvent or out of business, the indemnitor’s
obligation to indemnify remains intact as long as the provision is enforceable.

Wrap-ups or CIPs

Under a traditional construction industry insurance program, each project
participant purchases its own insurance, and passes insurance costs to the
owner in its bid.1%2 The contractor’s and design professional’s own insurance
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policies are typically called their “practice” policies. As an alternative, a spon-
sor (at times the owner, developer, construction manager, or general contrac-
tor) can purchase a master insurance program for an individual project or
series of projects called a wrap-up or controlled insurance program (CIP), also
referred to as a consolidated insurance program under the same acronym. A
wrap-up or CIP “enables the program sponsor . . . to control elements of proj-
ect risk and ensure that the benefits of a CIP are maximized.”1%® This topic
will be taken up in greater detail in chapter 10, but we introduce some broad
principles of CIPs now because of their growing importance in large construc-
tion projects.

Under a CIP, the sponsor procures given lines of coverage for enrolled par-
ties. Most CIPs include at least workers” compensation and general liability
coverages (both primary and umbrella/excess liability insurance), although
there are CIPs that provide general liability coverage only. Builders risk, pro-
fessional, pollution, and other coverages can also be provided through the
CIP. The sponsor of the CIP requires all enrolled parties to remove the cost
of insurance from their bids, with respect to the lines of coverage being cen-
trally purchased. These are significant sums since in today’s world, insurance
costs can be 5 percent of the hard costs of construction, or even more. The
CIP sponsor uses the deductions of enrolled parties to offset the costs of the
CIP (premium, deductibles, administration, etc.). The difference between the
contractors’ traditional cost of insurance, as reflected in bids made on proj-
ects without a CIP, and cost of the sponsor’s CIP program plus any losses for
which it becomes responsible can result in program savings (avoided costs) or
losses for the sponsor.

An OCIP, or owner consolidated or controlled insurance program, is a CIP
sponsored and administered by the owner. A CCIP is organized and admin-
istered by the general contractor or construction manager. Savings and risks
of loss arising from use of a CIP are often shared by the owner and general
contractor/construction manager in project contract documents.
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