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In construction projects of any complexity, some noncon-
forming or untimely work is inevitable, and may lead to
finger-pointing and claims for damages.

Whether each party is entitled to the damages it seeks
frequently depends in large measure on whether the dam-
ages are classified as “direct” or “consequential.” Recov-
ery of the latter requires proof of more elements with a
greater degree of certainty under the common law, and
often the need to address a contract provision purporting
to waive or limit recovery of consequential damages alto-
gether. Contract waivers of consequential damages add a
dimension of complexity because these clauses often do
not clearly define what damages are “consequential,” and
the term is not self-defining.! Understanding and apply-
ing the likely implications of these common law elements
and contract principles at the time of contracting better
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enables parties to avoid or shift responsibility for prob-
lems down the road.

This article explores the recovery and avoidance of con-
sequential damages—particularly important given the cur-
rent economic climate—in three parts. Part one discusses
the nuanced distinctions between direct and consequential
damages, the required showings for and limitations on
recovery of each, and efforts by various courts to make
sense of those distinctions, requirements, and limitations.
Part two discusses particular categories of consequential
damages commonly sought by contractors and owners,
respectively. Part three discusses contractual waivers of
consequential damages, including issues of enforceability
and scope, and recommends negotiation strategies aimed
at reducing uncertainty and shifting risk.

Part One: Overview of Consequential Damages

Breach of Contract Damages Generally

The appropriate measure of damages arising from breach
of an enforceable contract is often said to be “the difference
between the value expected from the contract and the value
actually received by the non-breaching party.”* Such dam-
ages are meant to place the injured party in the same po-
sition as if the promised performance had been rendered,
and not to confer a windfall.’ Parties to a contract are free
to limit or modify the remedies available in the event of a
breach, and thus this general measure of damages is subject
to such contractual provisions.*

Distinction Between “Direct” and “Consequential”
Damages

Actual damages are either “direct” or “consequential.”
There is no bright-line test for distinguishing consequen-
tial from direct damages. Attempts by courts from differ-
ent jurisdictions to distinguish the two have sometimes
yielded inconsistent results and failed to provide needed
clarity.

Direct damages are those that flow naturally and nec-
essarily from the breach and compensate for loss that is
presumed to have been foreseen or contemplated by the
parties as a consequence of breach.® Whether a given
damage item is direct or consequential turns primarily on
pertinent contract language, but also may be influenced
by such factors as the parties’ sophistication.” Common
examples of direct damages include unpaid contract
amounts, cost to repair defective work, and reduced proj-
ect value due to nonconforming work.

Consequential damages, in contrast, are losses to the
nonbreaching party that “result naturally, but not neces-
sarily, from the breach.” They “must be foreseeable and



... directly traceable to the wrongful act and result from
it.” A classic example of consequential damages is lost
profit on collateral business arrangements.

Requirements for Recovery of Consequential Damages
The degree of proof as to the amount of damages is high-
er for consequential damages than for direct damages,
and consequential damages must be pled with greater
specificity. The plaintiff must prove such damages are the
proximate consequence of the breach and were reason-
ably foreseeable or within the contemplation of the par-
ties at the time the parties entered into the contract.® The
“general rationale underlying the foreseeability principle
is a party who can reasonably foresee the consequences of
a breach of contract can adjust the contract price accord-
ingly to compensate for the risk that is being assumed.”!!

Although some courts tend to apply an objective test in
determining foreseeability, other courts seem to require a
subjective showing that the particular damages were actually
within the contemplation of the contracting parties.'” Review
of case law across jurisdictions suggests the “foreseeability”
element receives greater attention and discussion where a
party seeks more novel categories of consequential damages,
such as lost profits resulting from lost bonding capacity.?

Once the nonbreaching party demonstrates the conse-
quential damages it seeks to recover were or should have
been within the breaching party’s contemplation at the
time of contracting, it must prove the amount of damages
actually caused by the breach, as opposed to other fac-
tors (e.g., a downturn in the economy). Some courts have
expressly required the amount of consequential damages
to be proven “with reasonable certainty,” while requiring
only a “reasonable estimate” of direct damages.'* More-
over, “[t]here are specific rules of damages formulated for
particular situations, which are subordinate to the broad
rule of damages expressed above. These subsidiary rules
of damages, as well as the broad rule, require considered
judicial discretion as to their applicability in a particular
situation.”!> Some of these “subsidiary rules of damages”
are discussed below in part two.

Federal Rule of Civil Procedure 9(g) and many state
rules!® require parties to specifically plead “special dam-
ages,” a synonym for consequential damages. Evidence of
special damages is inadmissible if those damages are not
specifically pled in the complaint.!” Courts have specifi-
cally held that many damages categories typically deemed
“consequential” are subject to this specific pleading re-
quirement, including lost profits, lost opportunity, and
diminished bonding capacity.'®

The current economic climate may have implications
for both pleading and proof of consequential damages.
In light of widespread losses throughout the construction
industry resulting from plummeting property values and
a dearth of new projects, a plaintiff may be required to
specifically plead and prove facts causally connecting its
losses to the defendant’s particular actions, as opposed to
the economic downturn."
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Duty to Mitigate

The nonbreaching party must act reasonably and timely to
mitigate its damages caused by the breach.? This “duty to
mitigate” presents another potential limitation on recov-
erable damages. Although the defendant bears the initial
burden of proof on this issue,® if the defendant carries
its burden, the plaintiff’s damages are decreased by the
amount that could have been mitigated or by the amount
plaintiff recovered through its mitigation efforts.??

Part Two: Common Construction-Related Damages
General ContractorlSubcontractor Damages

Contractors pursuing claims against project owners (or
higher-tier contractors) for withheld retainage and un-
approved change orders frequently also seek to recover
damage items typically deemed “consequential damages.”
Some of these commonly encountered add-on damage
categories are discussed below.

There is no bright-line test

for distinguishing consequential
from direct damages.

A contractor that is required to remain on “standby”
during a period of owner-caused delay and is unable to
take on replacement work may be entitled to recover un-
absorbed home office overhead expenses.” Overhead ex-
penses include fixed, continuous expenses of a business
incurred regardless of reduced business, e.g., rent, taxes,
and administrative salaries; and expenses that vary in pro-
portion to business volume.**

The standard measure for guantum of unabsorbed
overhead incurred is the three-step Eichleay formula: (i)
the home office overhead allocable to the contract is de-
termined by multiplying the total home office overhead by
the ratio of the delayed contract billings to the total bill-
ings of the contractor for the contract period; (ii) a daily
overhead rate is computed by dividing the overhead al-
locable to the contract by the number of days of contract
performance; and (iii) the total overhead recoverable is
determined by multiplying the daily overhead rate by the
number of days of compensable delay.?

Contractors often may seek recovery for lost profits. In
evaluating recoverability and other issues related to lost
profits, it is important to distinguish between a reduction
in the amount of profits a contractor expected to earn
on the subject project and a loss of profits a contractor
claims it would have earned on other projects. In addition
to being easier to establish, lost profits on the project at
issue are direct damages, and thus arguably not precluded



by industry-standard contractual waivers of consequen-
tial damages.?

Although a plaintiff must establish causation and
damages elements to recover lost profits on the subject
project, it faces an easier burden than when seeking lost
profits on other projects. Foreseeability is more easily
established (if not presumed), and the amount of dam-
ages need not be established with the degree of certainty
required for recovery of lost profits on other projects.”’
Note, however, a contractor seeking to recover lost an-
ticipated profits on work the owner prevented it from
performing faces the reasonable certainty standard.?

Where contractors have been required to perform ex-
tra work because of the owner’s interference, and sought
additional profit as a percentage of the value of the ex-
tra work, results have varied. Some courts have refused
to recognize this extra profit as a compensable damage,
awarding the contractor the amount of profit it originally
anticipated earning, but not increasing that amount based
on the extra work the contractor did not originally an-
ticipate performing.” Even less likely is recovery of “lost
profit” in the form of a percentage of “indirect expenses”
incurred by the contractor on the project.®

Evidence of special damages is

inadmissible if those damages are
not specifically pled in the complaint.

Where project completion is delayed, contractors
sometimes seek to recover “lost opportunity damages,”
such as those profits they believe they would have made
on other projects, but for delayed completion of the proj-
ect at issue. Such damages are more speculative than lost
profits on the subject project, and constitute consequen-
tial damages. Although small- to midsized contractors
with limited manpower, resources, and bonding capacity
may have a colorable argument that delayed completion
consumed their resources and precluded them from secur-
ing or performing contracts on other projects, they will
face many hurdles.

To recover lost profits on other projects, a party must
prove the damages were within the parties’ contemplation
at the time they signed the contract®! and prove with rea-
sonable certainty the additional net profits it would have
earned but for the defendant’s breach.> A contractor’s
simple showing of a reduced net profit level in the year in
which delayed completion was finally achieved, as com-
pared with the prior few years, by itself will rarely carry
the day. The contractor will need to demonstrate, through
expert testimony, that the reduced profit level for a given
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period was more likely than not caused by the defendant’s
actions.”® If a contractor does not have a track record of
making a profit, it will face an even greater challenge in
meeting its burden of proof.*

Contractors sometimes assert that the owner’s refusal
to pay change orders or retainage, or the dispute itself,
has negatively impacted the contractor’s balance sheet
or otherwise made it impossible (or expensive) to obtain
bonds needed to bid or perform work on other projects.
The contractors therefore seek lost profits on future un-
awarded contracts.

Diminished bonding capacity claims should be care-
fully evaluated to determine whether the “foreseeability”
and “reasonable certainty” requirements can be met. In
considering whether a contractor has established that its
lost profits resulting from lost bonding capacity were fore-
seeable, a number of courts have found such lost profits
“were not actually foreseen nor reasonably foreseeable.”*

Even if a contractor proves its lost bonding capacity
was reasonably foreseeable at the time of contracting, it
must still prove with reasonable certainty the amount of
profit it would have earned, but for the lost bonding ca-
pacity.®® Intuitively, this would seem to require the con-
tractor to—at a minimum—identify specific jobs it bid
on, or would have bid on, but for its inability to obtain a
bid bond, and demonstrate the profit it would have earned
on each such project using generally accepted accounting
principles.’” However, at least one court held that such evi-
dence was not required.*

Due to project delays beyond a contractor’s control,
contractors often incur additional expenses relating to the
financing of operations. For instance, it is not uncommon
for contractors to obtain additional financing to fund
operations through the extended contract period relating
both to the payment of subcontractors and suppliers and
to the payment of internal salaries and overhead. Simi-
larly, contractors may incur additional financing-related
costs on pre-existing loans such as higher market inter-
est rates, penalties, and late fees. As is typically the case
with consequential damages, the ultimate inquiry hinges
on whether these loan-related expenditures were foresee-
able by the parties at the time of contract formation,* and
whether the contractor can demonstrate with reasonable
certainty the amount of damages resulting from the own-
er’s breach.”’ This consequential damage item should not
be confused with prejudgment interest that a prevailing
plaintiff may be entitled to recover on its “out-of-pocket,
pecuniary losses” once a verdict has liquidated the plain-
tiff’s damages.*!

Contractors sometimes incur additional insurance
carrying costs due to delays that they attribute to acts
or omissions of the owner. Common costs include addi-
tional insurance and bond premiums paid by contractors
during the delay period both for employee salaries and for
equipment.* Other related costs include related profes-
sional fees such as attorneys’ fees paid in connection with
the payment of these additional costs and premiums.*



Absent a controlling contract provision, whether these
items are recovered is determined through the conse-
quential damages analysis discussed above (i.e., whether
the damages were actually contemplated by the parties or
otherwise, reasonably foreseeable, and can be proven with
reasonable certainty).

Common OwnerlDeveloper Damages

Like other contracting parties, a project owner is entitled
to the benefit of its bargain. Thus if a contractor fur-
nishes incomplete or nonconforming work, the owner
generally is entitled to recover the cost of completing or
correcting the work, less the unpaid balance of the origi-
nal contract.* Stated differently, the owner is entitled to
the difference between the original contract price and
the actual cost to complete the project in conformance
with the parties’ agreement.** However, where the cost of
correction substantially exceeds the diminution of value
attributable to the nonconforming work, the owner’s re-
covery may be limited to the latter damage measure, at
least in jurisdictions recognizing the “economic waste
doctrine.”#

An owner also may be entitled to recover consequen-
tial damages resulting from untimely or defective work.*’
Discussed below are particular categories of damages
project owners commonly seek, through either setoffs or
affirmative claims.

When a construction contract requires the owner to
pay particular expenses, such as inspection and testing,
wastewater removal, and utilities, increases in such ex-
penses resulting from delay are likely to be recoverable
as direct damages.®® By contrast, increased labor or fuel
expenses resulting from delayed installation of highly au-
tomated or energy-efficient equipment may be deemed
consequential damages.*

A second damage claim owners may seek involves proj-
ect financing. Under the terms of most construction loan
documents, the project owner/borrower is required to pay
additional interest and other fees (e.g., a “loan extension
fee”) in the event project completion and conversion to
permanent financing are not achieved by a specified date.
An owner required to pay such fees because of contrac-
tor delays generally can recover them from the contractor
as either direct or consequential damages, depending on
such variables as the “sophistication” of the parties and
whether the construction contract references or incorpo-
rates the pertinent financing provision.*

Another common damage claim by owners is lost prof-
its, such as loss of income resulting from loss of use dur-
ing delayed completion or remediation.’! When an owner
loses the use of a structure because of delay in its comple-
tion, reasonable rental value during the period of delay
may be an appropriate damage measure.”> However, an
owner may need to show the project was in fact planned
to generate rental income, and thus that lost rental income
in the event of delay was reasonably foreseeable at the
time of contracting.™
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A second form of lost income is loss of resale profits
due to inexcusable delay, measured by the difference in
fair market value on the actual date of completion and
the date specified in the contract.* Owners seeking to
recover loss of resale profits in the current economy,
reasoning the units/buildings would have been sold pri-
or to the downturn absent the contractor’s delay, will
need to show lost profits resulting from its inability to
sell (or its need to lower the sale price) were within the
reasonable contemplation of the parties at the time of
contracting.>

Many construction contracts contain a “liquidated
damages” provision specifying a particular amount of
damages that will be assessed for each day project comple-
tion is delayed. In most jurisdictions, a contractual liqui-
dated damages provision will be enforced if (i) at the time
of contracting, the amount fixed was a reasonable forecast
of the just compensation for harm caused by the breach;
and (ii) the harm caused by the breach is very difficult to
estimate accurately. Stated another way, a liquidated
damages provision is enforceable as long as “the amount
stipulated for is not so extravagant, or disproportionate to
the amount of property loss, as to show that compensa-
tion was not the object aimed at or as to imply fraud, mis-
take, circumvention or oppression.”’ A liquidated dam-
ages provision will not be enforced if, taking into account
the above factors, it is more in the nature of a stipulation
for penalties.”® Whether the liquidated damages provision
passes this test is a question of law.”® A party challenging
a liquidated damages clause bears the burden of proving
it unenforceable.®

Liquidated damages serve as a substitute for actual
damages; thus, recovery of liquidated delay damages bars
recovery of actual delay damages.! A provision that al-
lows the owner to choose between liquidated delay dam-
ages and actual delay damages “each of which would
allow full recovery,” or that permits the owner to pursue
them both is unenforceable.” However, an owner pursu-
ing recovery of liquidated delay damages could pursue
additional damages resulting from breaches other than
delayed completion, such as the cost of correcting defec-
tive work.%

In a typical design-bid-build contract, where the
owner furnishes the design, a “latent defect” can be de-
fined as an item of work not in compliance with project
specifications, but not discoverable at project acceptance
by reasonable inspection. Based on the distinction be-
tween direct and consequential damages set forth above,
the costs of repairing latent defects (or, alternatively, di-
minished value) will usually be deemed recoverable di-
rect damages. Other damages resulting from the latent
defects are more likely to be considered consequential
damages, recoverable only if the required elements for
recovery of latent defects are established.* Recovery
also may depend on the language of applicable contrac-
tual warranties or indemnity provisions, or on statutory
or common law implied warranties.



Part Three: Avoiding Consequential Damages by Waiving
Them in Advance—Negotiating Waivers of Consequential
Damages in the Current Economic Climate
Introduction—Consequential Damages Waivers
Architects and contractors increasingly attempt to allo-
cate risk and responsibilities for consequential damages
with owners via contract waivers. This movement was
instigated by a court decision affirming an arbitration
panel’s award of $14,500,000 in damages for lost profits
arising from a $24,000,000 casino remodeling contract
on which the contractor earned a $600,000 fee.®

Contractors voiced concern over that decision, which
resulted in damages grossly in excess of the contrac-
tor’s anticipated fee, amounted to a catastrophic loss
contractors should attempt to prevent with contract
waivers. The result, beginning in 1997, was the inclu-
sion by the major design and construction trade orga-
nizations, the American Institute of Architects (AIA),
and the Associated General Contractors of American
(AGCQ), of forms of waivers in their standard design
and contractor trade association contracts. Most other
construction industry trade organizations have fol-
lowed suit.

Because of this trend, consequential damages waivers
are often also addressed and developed on a case-by-case
basis in custom documents. Designers and contractors
increasingly leverage the promotion of these waivers by
their trade organizations with the contention during ne-
gotiation that inclusion of consequential damage waivers
in contracts is now “standard practice.” However, owners
too have increasingly insisted upon waivers worded to suit
their interests, and often benefit from greater bargaining
power, especially in the current economic climate. Given
the increased interest and the widespread use of trade as-
sociation forms, it is important for construction lawyers
negotiating these clauses to become familiar with the
complex issues the waivers address, and the contract in-
terpretation issues inherent within them.

These contract waivers attempt to identify certain risks
considered by the parties to be “consequential damages,”
for which one party waives the right to recover from the
other, and requiring that the contracting parties waive in
advance any future claims they might have against the
other. Unfortunately, such a waiver can have unintended
results, and thus any waiver should be carefully evaluated
and modified to reflect the parties’ expectations regarding
which damages are to be waived, and those that are not.

This section addresses certain factors to consider when
negotiating a mutual waiver of consequential damages,
and the potential challenges to their enforcement in the
claims context, including reference where appropriate to
the current AIA General Conditions of the Contract for
Construction, AIA Document A201- 2007 (A201).5¢

Common Trade Association Waiver — AIA 201-2007 ( §
15.1.6)%
The basic mutual waiver in A201° reads as follows:
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§ 15.1.6 Claims for Consequential Damages. The
Contractor and Owner waive Claims against each
other for consequential damages arising out of
or relating to this Contract. This mutual waiver
includes:

.1 damages incurred by the Owner for rental ex-
penses, for losses of use, income, profit, financing,
business and reputation, and for loss of manage-
ment or employee productivity or of the services of
such persons; and

.2 damages incurred by the Contractor for prin-
cipal office expenses including the compensation of
personnel stationed there, for losses of financing,
business and reputation, and for loss of profit except
anticipated profit arising directly from the Work.
This mutual waiver is applicable, without limitation,
to all consequential damages due to either party’s
termination in accordance with Article 14. Nothing
contained in this Section 15.1.6 shall be deemed to
preclude an award of liquidated damages, when ap-
plicable, in accordance with the requirements of the
Contract Documents.

Initial analysis of the extent of this waiver (note that the
opening sentence does not include the common qualifica-
tion “includes by way of example only and without limita-
tion”) suggests the waiver may be limited to the damages
identified in sections 15.1.6.1 and 15.1.6.2.% Reading fur-
ther, the “without limitation” qualification is found only
in the sentence related to damages due to “termination in
accordance with Article 14.” The final sentence, “Nothing
contained in this Section 15.1.6 shall be deemed to preclude
an award of liquidated damages when applicable in accor-
dance with the requirements of the Contract Documents”
creates a carve-out for liquidated damages. Although “lig-
uidated damages™ is not specifically defined, in context this
provision appears to apply to delays in substantial comple-
tion,” indicating that any identified delay damages would
otherwise be within the scope of the mutual waiver.

The discussion below focuses on a comparison of the
A201 mutual waiver with selected other provisions in the
A201 to illustrate issues that can arise when drafting, or
interpreting after the fact, a mutual waiver of consequen-
tial damages within the context of the overall contract be-
tween the parties.

One example of ambiguity within the entire contract
is the apparent lack of interplay between A201 section
15.1.6 and A201 article 6, which sets out the owner’s and
contractor’s respective rights and responsibilities with re-
gard to “separate contractors” (referring to other entities
engaged directly by the owner to furnish services outside
the contractor’s scope of work). Recognizing the greater
risk of sequencing issues, delays, and attendant cost in-
creases inherent in the multiple-contractor situation (ab-
sent impeccable scheduling, design coordination, and
other oversight), A201 section 6.2.3 allocates the burden
of such increased costs in advance:



The Owner shall be reimbursed by the Contractor
for costs incurred by the Owner which are payable
to a separate contractor because of delays, improp-
erly timed activities or defective construction of
the Contractor. The Owner shall be responsible to
the Contractor for costs incurred by the Contrac-
tor because of delays, improperly timed activities,
damage to the Work or defective construction of a
separate contractor.

Does section 15.1.6 waive either (i) the contractor’s
claim for consequential damages caused by a separate
contractor; or (ii) the owner’s claim against the contractor
for damages the owner is required to pay to its separate
contractors, when the contractor interferes with their ac-
tivities? At one level, it seems contractor claims for delay
damages caused by separate contractors are sufficiently
akin to owner-interference delay damages, within sec-
tion 15.1.6, at least with respect to delay damages. Owner
claims against the contractor have no such affinity with
section 15.1.6 because the terms and concepts used are
not linked and section 6.2.3 does not itself place any ex-
press limit on damages recoverable by either party relat-
ing to separate contractors. The sections do not reference
each other, and section 6.2.3 refers to terms not used in
section 15.1.6, such as “separate contractors,” “improp-
erly timed activities,” “defective construction,” and the
term “costs.” It is not readily apparent whether section
15.1.6 was intended to trump or coordinate with section
6.2.3. As a result, there is room to argue (i) the lack of re-
lationship was intended; (ii) there is an ambiguity permit-
ting interpretation and section 15.1.6 was intended not to
apply; or (iii) there is ambiguity permitting interpretation
and the ejusdem generis principle of contract interpreta-
tion should be applied.”

Note, with respect to the owner’s position, if section
15.1.6 is found to apply, the owner could be liable to the
separate contractor for consequential delay damages
the owner could not recover from the contractor, which
would be an inconsistent result likely not contemplated by
the owner when awarding separate contracts.

It appears that A201, as drafted, permits the conclu-
sion that some, if not all, consequential damages resulting
from separate contractors may not be within the scope of
the mutual waiver. Parties negotiating the A201 for proj-
ects involving separate contractors may wish to consider
including a mutual waiver, and modify article 6 and sec-
tion 15.1.6 accordingly. Any resulting questions regarding
consequential delay damages may be resolved by incorpo-
rating section 15.1.6 and including the appropriate liqui-
dated delay damages clauses.

Other damages potentially not subject to section 15.1.6
are the costs and damages provided in A201 sections 3.2.2
to 3.2.4 and section 3.7.3 relating to damages incurred by
the owner, if the contractor breaches its duty of disclosure
with respect to plan defects or its duty to construct in ac-
cordance with applicable laws.
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With respect to nondisclosure, A201 section 3.2.4 pro-
vides “if the Contractor fails to perform the obligations of
Sections 3.2.2 or 3.2.3, the Contractor shall pay such costs
and damages to the Owner as would have been avoided
if the Contractor had performed such obligations.” Sec-
tion 3.2.2 provides that the contractor’s obligation is to
“promptly report to the Architect any errors, inconsisten-
cies or omissions [in the Contract Documents] discovered
or made known to the Contractor as a request for infor-
mation in such form as the Architect may require.” Section
3.2.3 provides for the contractor “to promptly report to
the Architect any nonconformity [with respect to applica-
ble laws, statutes, ordinances, etc.] discovered by or made
known to the Contractor as a request for information in
such form as the Architect may require.” Section 3.7.3 adds,
“[i]f the Contractor performs work knowing it to be con-
trary to applicable laws, statutes, ordinances, codes, rules
and regulations, or lawful orders of public authorities, the
contractor shall assume appropriate responsibility for such
Work and shall bear the costs attributable to correction.”

One option is to add a provision
expressly permitting recovery of

actual damages if the liquidated damages
clause is deemed unenforceable.

Costs and damages associated with the need to rem-
edy errors, inconsistencies, or nonconformities in con-
tract documents, and costs and damages associated with
code violations, typically include loss of use, profits, and
other consequential damages. However, the A201 is silent
whether section 15.1.6 applies to these kinds of article 3
damages. The absence of specific cross-references, along
with the differing terms used between the sections, leaves
room for argument whether or to what extent section
15.1.6 limits the owner’s remedies for damages flowing
from breaches of sections 3.2.2 to 3.2.4 and section 3.7.3.

Section 15.1.6 provides that “[n]othing contained in this
Section 15.1.6 shall be deemed to preclude an award of
liquidated damages, when applicable, in accordance with
the requirements of the Contract Documents.” Consider,
however, the refusal of a court or arbitrator to enforce
the liquidated damages provision, concluding the provi-
sion did not meet the requirements under applicable law
for liquidated damages provisions. To protect themselves
in such an instance, parties negotiating a liquidated delay
damage clause in any agreement incorporating the A201
mutual waiver of consequential damages should take
steps to mitigate against the liquidated damages clause
being rejected as unenforceable, resulting in no recovery
of any kind for delay. One option is to add a provision



expressly permitting recovery of actual damages if the
liquidated damages clause is deemed unenforceable. Al-
ternately, the parties could carefully delineate the specific
categories of damages agreed to be recoverable (such as
direct damages), notwithstanding anything in section
15.1.6 to the contrary.

Architects and contractors increasingly

attempt to allocate risk and responsibilities

for consequential damages with
owners via contract waivers.

An example of an apparent question arising from
within the mutual waiver itself is the following sentence
in section 15.1.6: “This mutual waiver is applicable, with-
out limitation, to all consequential damages due to either
party’s termination in accordance with Article 14.” The
initial question relates to the purposes of “in accordance
with Article 14.” The majority of claims for consequen-
tial damages arising from termination relate to wrongful
termination rather than termination in accordance with
the contract. Does the phrase “termination in accordance
with Article 14” carve out an exception from the waiver
for wrongful termination? Or does section 15.1.6 reach
beyond article 14 terminations? Does the phrase “without
limitation” determine that section 15.1.6 is not restricted
to terminations in accordance with article 14? Because
of this ambiguity, parties considering application of the
A201 should clarify whether section 15.1.6 applies to ter-
minations not in accordance with article 14, and the na-
ture of the damages that will be waived or preserved.

Another, and perhaps the most glaring, example of
damages potentially not covered by the ATA mutual waiv-
er is its complete absence of express reference to costs and
damages caused by construction defects manifested after
completion. These damages can be substantial, but often
differ from damages incurred by owners or contractors
from course-of-construction delays or termination, the
two concepts specifically addressed in the AIA mutual
waiver. Damages due to loss of use by owner (or contrac-
tor’s extended general conditions) resulting from delays
in completion and damages due to termination can differ
significantly from those caused by postcompletion dam-
ages, which disrupt established ongoing uses. Applying
the ejusdem generis principle of interpretation, the exam-
ples of damages mutually waived (damages listed in sec-
tions 15.1.6.1 and 15.1.6.2, and damages due to termina-
tion), coupled with the two exceptions specifically listed in
section 15.1.6 (“liquidated damages” and “loss of antici-
pated profit arising from the Work™), permits the conclu-
sion that section 15.1.6 is intentionally limited to damages
traditionally resulting from course of construction delays
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and wrongful termination, and does not waive damages
caused by construction defects after completion. Because
of this, parties negotiating an A201 may avoid future is-
sues arising from application of the mutual waiver to con-
struction defects by adding text clarifying whether—and
to what extent—the waiver addresses consequential dam-
ages resulting from construction defects.

Negotiating Consequential Damages Waivers Generally
Owners and contractors typically approach negotiation
of consequential damages waivers from markedly differ-
ent perspectives. Contractors tend to view such waivers as
“level[ing] the risks between the owner and contractor so
that a contractor’s potential exposure is proportional to its
compensation under the contract.”’> Owners, in contrast,
generally believe the contractor should be responsible for
damages caused by its failure to manage risks within its
control, regardless of their magnitude. Further, owners
may perceive certain industry-standard waivers as unduly
favoring contractors. This tension can be resolved by fair
allocation to the contractor of risks it can or cannot ef-
fectively manage” (provided it makes reasonable efforts
to mitigate those risks if they do occur), compensation
commensurate with those risks, insurance, and offsets to
the owner in exchange for an agreement to limit the risks
to the contractor under applicable law.

Parties negotiating mutual waivers may wish to consid-
er the following general approaches: (i) attempt to iden-
tify each type of risk and expressly allocate prevention/
mitigation responsibility between the parties; (ii) identify
damages that may result from breaches of particular con-
tractual obligations and decide in advance (a) whether
such damages will be recoverable, and (b) the appropri-
ate measure of such damages; (iii) identify damages the
parties agree to waive with the greatest precision possible,
and define (or avoid) ambiguous terms such as “conse-
quential”; (iv) consider other provisions of the draft con-
tract that might later be construed as inconsistent with or
excepted from the waiver; and (v) add cross-references,
order-of-precedence language, and other terms necessary
so the contract as a whole clearly and accurately reflects
the parties’ intent.™

Checklist: Enforceability of the Consequential Damages
Waiver

As this part three has shown, it can be a challenge to de-
termine whether a mutual waiver of consequential dam-
ages will be interpreted to apply to a specific element of
damages. Below is a proposed abbreviated checklist ap-
proach to consider when evaluating the merits of a chal-
lenge to, or a defense of, a mutual waiver.

The first line of analysis, when prosecuting or defend-
ing a claim for damages, is whether the damages are best
characterized as direct or consequential. This character-
ization, addressed elsewhere in this article, involves appli-
cation of express contract provisions, local law, and the
facts of the case.



Next, if the damages are determined to be consequen-
tial, determine if they are subject to the waiver clause it-
self. As discussed above, it is conceivable the waiver does
not address many categories of damages otherwise con-
sidered consequential, and therefore will not operate to
preclude or limit their recovery. Alternatively, to the ex-
tent the waiver of consequential damages waives damages
considered nonrecoverable under common law, the waiver
may arguably be unenforceable as illusory.

The challenger should determine whether the mutual
waiver is susceptible to attack on public policy grounds.
The overwhelming majority of courts addressing the is-
sue in the context of commercial dealings have upheld
consequential damages waivers against claims of uncon-
scionability.”> In most jurisdictions, the challenging party
faces the high burden of pleading and proving both pro-
cedural’ and substantive unconscionability.”

In appropriate circumstances, courts conceivably may
decline to enforce consequential damages waivers based
on the proponent’s active interference, bad faith, or fraud.
This “active interference” exception has been applied to
preclude application of “no damages for delay” clauses
(allowing the contractor additional time but not compen-
sation in the event of delay). The exception is equitable:
it would be unfair for a party that actively interferes with
and delays the other party’s work to hide behind the “no
damages for delay” clause.” Similarly, a plaintiff may be
able to escape the bar of an exculpatory clause by estab-
lishing a defendant’s “bad faith” breach, or its otherwise
“willful, malicious, or grossly negligent conduct.””

Conclusion
Parties can maximize their chances of obtaining the ben-
efit of their intended bargain prior to contracting by care-
fully evaluating proposed contract language in an effort
to fully understand the risks they are undertaking. To the
extent their foresight and bargaining power allow, parties
may want to identify and set forth particular expenses
they stand to incur in the event of widespread defects or
substantial project delays. This will facilitate a subsequent
argument that their damages are either direct (and thus
easier to prove) or recoverable consequential damages.
Further, each party should consider damages the other
party might incur in the event of breach, and either nego-
tiate for appropriate exculpatory language or bargain for
additional compensation commensurate with such risks.
During construction, parties should periodically refer
back to their contract, particularly when disputes arise,
and make reasonable, good faith efforts to understand
and perform their respective obligations. Clear contract
language and communication among parties that under-
stand their respective rights and obligations go a long way
toward diffusing problems and minimizing collective ex-
pense. If a dispute intensifies despite one or both sides’
best efforts, and a party begins to incur expenses it did
not agree to assume, it should take reasonable efforts to
mitigate such expenses and carefully document those that
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prove unavoidable and why. In the event claims ultimate-
ly ensue, each party will want to have on hand evidence
necessary to establish its claims and damages, to plead
its “special damages” with requisite particularity, and to
counter the other party’s damage claims as effectively as
possible. Additionally, parties should anticipate hurdles
to recovery posed by the current economic climate, in-
cluding causation problems and insolvency of the party
directly responsible, and evaluate other potential sources
of recovery.
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