INSURSMNCE/
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HOW to Avoid -

That Gan Leave Your Busines
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o contractor bids a project
without examining the specs,
or buys materials before read-
ing the blueprints. When it
comes to insurance, though, some con-
tractors neglect to look closely at their
policies until there’s been an incident.

To complicate matters, the coverage in
place is often acquired by someone else —
the owner, or general contractor/con-
struction manager (GC/CM). These
arrangements can create gaps between
the protection you think you have and the
insurance coverage actually afforded the
contractor.

In addition, it’s not uncommon for con-
tractors to make concessions regarding
their assumption of liabilities. It's actual-
ly possible that one party on a construc-
tion project could be held financially
responsible for the negligence of another
because of a contractual agreement that
shifts liability.

Insurance gaps like these can be reme-
died by acquiring supplemental cover-
age, and sometimes are. But typically, to

26 (AM MAGAZINE SEPTEMBER 2006

keep costs at a minimum, contractors sim-
ply play by the owner’s or GC/CM'’s
rules and leave themselves exposed, often
unknowingly.

Even the most savvy of contractors has
been surprised (and hurt financially) by
losses that exceeded coverage limits
thought to be sufficient, accidents that
happened off the construction site, inci-
dents that didn’t even involve their work,
and failures that occurred long after the
project was completed.

This article will offer helpful sugges-
tions for confronting the potential pitfalls
lurking in three areas of insurance that
are especially thorny for contractors:
wrap-ups, builder’s risk, and contractual
risk transfer and indemnity agreements.

WRAP-UPS

More small and mid-sized contractors
are finding themselves involved in pro-
jects where the owner or GC/CM furnish-
es a single insurance program for all par-
ties on site. These “wrap-ups,” which
typically include workers’ compensation

and general liability (GL), are common on
jobs (or a series of jobs by the same owner
or GC/CM) costing $75 million or more.

When contractors participate in a wrap-
up, they suspend their regular insurance
coverage for that job and let the owner or
GC/CM negotiate on their behalf. In
return, contractors are expected to give
credits to the wrap-up sponsor. Because
contractors may have less insurance pro-
tection under a wrap-up than under their
own coverage, they have the right to
negotiate the amount of credits with the
sponsor — especially if they can prove
endorsements must be acquired to close
any coverage gaps.

If a sponsor asks for credits on a con-
tractor’s umbrella policy, contractors
should ensure they don’t extend credit for
umbrella coverage that isn’t included in
the wrap-up, such as auto liability.
Contractors also should not give credits
for workers who do fabrication, delivery,
equipment maintenance and other off-site
tasks that are not covered by wrap-ups.

In addition, in the case of large contrac-
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tors who opt for the cost-savings of high-
deductible policies, it is possible that the
required credits could exceed their nor-
mal premiums.

Here are a few other areas involving
wrap-ups that demand contractors’ atten-
tion:

* Some wrap-ups will require contractors
to place injured employees, if able, on
light duty. That can be difficult, especial-
ly for smaller contractors that may not
have other jobs in which to place these
workers. Contractors should also be
aware that claim settlement could become
complicated if an injured worker aggra-
vates the injury while on light duty on a
project unrelated to the wrap-up. In this
case, the wrap-up insurer and the con-
tractor’s regular insurer may find them-
selves in a dispute over who is responsi-
ble for the claim.

e Contractors may find themselves hav-
ing to make good on wrap-up deductibles
as high as $150,000 — much higher than
the deductibles on their own policies.

e When contractors purchase general lia-

bility (GL) coverage, they buy certain lim-
its based on need. But, in a wrap-up, con-
tractors share policy limits, meaning
other contractors’ losses could exhaust
those limits.

e With most GL policies, contractors are
covered on an occurrence basis. As long
as a loss occurred during the policy peri-
od, coverage is available regardless of
when the claim is reported. But, in a
wrap-up, coverage is often on a disap-
pearing basis. There’s a pre-determined
time frame in which to report claims.
Claims reported after the deadline may
not be honored unless the contractor has
separately purchased “Difference in
Limits and Difference in Conditions”
(DIL/DIC) coverage on their own GL pol-

1cy.

Builder’s risk coverage provides for
damage to materials and work during the
building process. This includes coverage
for theft of materials from the moment
they’re delivered to the jobsite, and may

include protection for materials in-transit
and at temporary locations.

Many small to mid-sized contractors
will be covered by a builder’s risk policy
that someone else purchased. If contrac-
tors find themselves in this situation, they
should make it a point to examine the pol-
icy to know what's covered and what’s
not. They also need to know the level of
deductible and who will pay it. On some
policies, the deductible is shared among
all on-site contractors; some make the
legally liable party responsible for paying
it, and sometimes the owner absorbs the
deductible. While most deductibles are
manageable, on perils like windstorm or
flood, they could be very high.

Here are some other issues regarding
builder’s risk that contractors should con-
sider:

* A builder’s risk policy is designed to
pay claims regardless of liability. Once
the claim is paid, however, the insurance
company may seek recovery from the
responsible party. Knowing this, contrac-
tors should insist that waivers of subroga-
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tion are in place. If their company causes
a loss, and subrogation hasn’t been
waived, the insurer has the right to
require the contractor to reimburse the
builder’s risk policy. A waiver of subro-
gation protects them in this scenario.

e If contractors are covered by a builder’s
risk policy purchased by someone else,

and it doesn’t include everything they’d
like, they should consider the purchase of
a separate policy called an installation
floater. If the builder’s risk policy does
not cover items in transit or storage, for
example, an installation floater can
ensure they are protected. Also, if the
owner buys a policy with a very high
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deductible and the contractor is contrac-
tually responsible for paying it, an instal-
lation floater is a great way to fill in that
deductible gap.

e The definitions outlined in any
builder’s risk policy are something to
study, as well. For instance, there are
times when part of the property may
become occupied while construction is
ongoing; perhaps office space is leased on
the ground floor while building continues
on upper floors. In a circumstance like
this, it's important to define exactly when
the builder’s risk policy ends and perma-
nent insurance takes over because most
unendorsed builder’s risk policies termi-
nate with any occupancy.

e The definition of the structure being
built is crucial, too, especially as it relates
to temporary structures, such as scaffolds
or forms. Many construction projects
require the use of specific forms, which
can be costly to replace if damaged. And
if they’re destroyed, the remanufacturing
of new forms can delay a project signifi-
cantly and push back opening dates,
which can increase a contractor’s costs in
terms of loan interest, equipment rental
and lost income. Builder’s risk insurance
can cover contractors for such “soft-dol-
lar” losses, but it’s up to the contractor to
ensure the coverage and their limits are
adequate.

CONTRACTUAL RISK TRANSFER AND
INDEMNITY AGREEMENTS

Because so many people are involved
in the typical building project, liability
needs to be allocated among everyone on-
site. To accomplish this, an owner or
GC/CM might require contractors to
agree to an intermediate form of risk
transfer, or indemnity, that says contrac-
tors are responsible for their own negli-
gence, as well as anybody else’s negli-
gence, rising out of the contractor’s work
or activity.

They may even request a broad form
indemnity that basically says a contractor
will accept liability for anything that hap-
pens on the jobsite, whether they were at
fault or not. Even though most states
have laws that prohibit this type of
indemnity, there are ways owners or
GC/CMs can transfer liability to subcon-
tractors for activities that are beyond their
control.
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For instance, the construction contract
may require subcontractors to add the
owner and GC/CM as an additional
insured on the sub’s policy. Doing so
would give the other parties protection
under the subcontractor’s policy and
would allow them to use the sub’s policy
limits and defense before dipping into
their own policies.  Sharing limits,
though, leaves the subs with less cover-
age — even though they’re paying the full
premium.

If a GC/CM asks to be included on
another contractor’s policy as an addi-
tional insured, the sub has three options:
e The sub can suggest a predictably
priced Owners and Contractors Protective
Liability policy as an alternative;

e The sub may request a stipulation that
his policy will be excess over the
CG/CM’s, or contribute on a pro rata
basis; or

e The contractor can accept the terms,
recognize that some of the risk will not be
shared by his insurance policy, purchase
higher limits for those risks that can be
transferred, and somehow manage the
increased policy cost.

In addition to indemnification and hold
harmless clauses, it is customary for con-
tracts to stipulate amounts and types of
insurance required by contractors. The
contractor may well assume that buying
the required insurance is full protection
for the liability assumed under the hold
harmless agreement. Not true.

In practice, the GL policy simply backs
the promise of the contractor to indemni-
fy the GC/CM. The policy is subject to
coverage limits. By contrast, there are no
limits to the amount of liability that may
be shifted from the GC/CM to the sub-
contractor via the hold harmless agree-
ment. Hence, it is important for the sub-
contractor to minimize assumed liabilities
through up-front negotiation, then to mit-
igate these liabilities via an aggressive
safety program and other risk control
techniques.

Performance guarantees present anoth-
er potential financial risk. More and
more, contractors are being asked to com-
mit to contract stipulations such as being
responsible if heating/air conditioning
costs exceed a certain dollar range annu-
ally, or agreeing to make repairs to paving
work for several years should cracks
develop. Performance guarantees present
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potential liabilities that exceed the scope
of typical insurance policies and need to
be considered when bidding and negoti-
ating.

Understanding potential insurance
costs and pitfalls is critical, but that’s just
a first step. Contractors also must be able
to put a price tag on the risks, build these
elements into their processes and negoti-
ate requirements in ways that won't leave
them exposed to unanticipated costs.

Ultimately, once a contractor knows the
risks, they have many options. They can
attempt to transfer them, they can buy
insurance for them and pass the cost on,
or pay the premium themselves. They
may even decide their firm is financially
able to assume the risks — and that’s fine,
as long as the contractor knows what the
risks are going in.

If this assessment seems imposing,
remember that your insurance company,
agent or broker is available to advise you.
This is why it is so important to work
with agencies and insurance companies
that focus on construction. Their staff
experts are available to review the insur-
ance language in your contracts, help you
identify exposures, and, develop strate-
gies for dealing with them. Construction-
oriented underwriters are able to modify
standard insurance policies to respond to
your unique needs. Overall, agencies and
companies that have been in the business
for a long time, and who have relation-
ships with many owners and contractors
are in the best position to aid you in your
insurance decision-making process.%
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The purpose of this article is to provide infor-
mation, rather than advice or opinion. It is
accurate to the best of the authors’ knowledge
as of the date of the publication. Accordingly,
this article should not be viewed as a substi-
tute for the guidance and recommendations of
a retained professional.
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