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Contractual risk transfer is a critical piece of risk management strategy and a
very familiar one for contractors. As a contractor, there are many ways to mitigate
your risk and protect your business when entering into contracts, and making
sure you know about possible hidden risks can save you time and headaches.
One of these ways is knowing how your client’s lease agreement is written when
you are hired to perform tenant improvement work. Depending on your client’s
business and their particular needs, tenant improvements can include a wide
range of changes, such as interior renovations, partitioning of space, electrical

and plumbing upgrades, installation of fixtures, and more.

As tenant improvement work in commercial spaces is on the decline due to high
interest rates, contractors are vying for more work and competing against more
bidders. This competitive landscape tends to tilt the negotiation scale in favor of
your client (the property owner or tenant), granting them more control over

contract pricing and terms.

For any tenant improvement project, securing a builder’s risk policy is vital. This
policy not only covers labor and materials but also includes soft costs—non-
tangible expenses associated with construction projects. Builder’s risk, also
known as course of construction, insurance covers new construction projects
and renovations. It is a first-party, no-fault property policy that should include

the owner, contractor, and subcontractor of every tier as named insureds.

However, it's crucial to note that builder’s risk insurance doesn’t automatically
extend to cover damage to existing structures. Sublimits may be available for

this purpose, but their inclusion is not guaranteed.

This article will delve into some of the nuances of construction contracts,
particularly as they relate to builder’s risk and safeguarding existing structure, as
well as how to ensure you are effectively entering into negotiations with your
client to secure the optimal safeguarding of your liability policies through a

mutual waiver of subrogation.
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THE IMPORTANCE OF A MUTUAL WAIVER
OF SUBROGATION

Whether the owner or the contractor places the coverage,
there are critical coverages or terms within the contract
that should always be included, and one of those
specifically is a mutual waiver of subrogation. This
provision, especially pertinent to owner property and
builder’s risk insurance, entails one party relinquishing
their right—along with their insurance company'’s rights—
to seek recovery from the other party in the event of a
covered loss. Essentially, it acts as a shield, preventing the
involved parties and their respective insurers from pursuing

recovery from each other for specific covered losses.

Mutual waivers of subrogation serve as a proactive

measure to deter legal disputes arising from property
losses during construction projects. These waivers should
be a standard practice in contract negotiations, benefiting

both parties involved.

The American Institute of Architects (AlA) is the most
recognized industry standard contract form in the
construction industry. Here are two examples of the
language found in AIA contracts regarding mutual waivers

of subrogation as it relates to builder’s risk coverage:

AIA Exhibit A.2.3.3: “If the Work involves

remodeling an existing structure or constructing

an addition to an existing structure, the Owner
shall purchase and maintain, until the expiration
of the period for correction of Work as set forth
in Section 12.2.2. of the General Conditions, ‘all-
risks’ property insurance, on a replacement cost
basis, protecting the existing structure against
direct physical loss or damage from the causes
identified in A.2.3.1,
notwithstanding the undertaking of the Work.

of loss Section

The Owner shall be responsible for all Co-

Insurance penalties.”
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Whether tho owner or the contractor
places the coverage, there are critical

coverages or terms that should always
be included, and one of those specifically
in a mutual waiver of subrogation.

A201 11.3.2: “If during the Project construction
period the Owner insures properties, real or
personal or both, at or adjacent to the site by
property insurance under policies separate from
those insuring the Project, or if after final
payment property insurance is to be provided
on the completed Project through a policy or
policies other than those insuring the Project
during the construction period, the Owner
waives all rights in accordance with the terms of
Section 11.3.1 for damages caused by fire or
other causes of loss covered by this separate

property insurance.”

Both paragraphs taken from unmodified AIA contracts
state that if there is property insurance in place for real
property at the time of construction, then that property
policy will pay for damages to the existing structure(s).
The second paragraph goes on to specify that the
building owner waives their insurance company'’s rights
for damages that are caused by insured perils under
that property policy. In other words, the contractor is

not responsible for insuring the existing structure.

However, caution is advised when dealing with modified
versions of AIA contracts, as alterations to this language
may impact the intended protections. For clients who are
tenants rather than building owners, start with thoroughly
reviewing the lease agreement between the building

owner and tenant (your client in this case). Standard lease
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agreements between building owners and tenants clarify
that the owner is the responsible party for procuring
insurance on the building. The lease should also include
a mutual waiver of subrogation shielding the tenant from

liabilities for damages to the building.

Tenants are typically only responsible for the personal
contents and any tenant improvements to the space. The
absence of a mutual waiver of subrogation in the lease
agreement would mean that every tenant in the building
could be responsible for damage to the real property
and would need to procure the proper insurance. If the
lease does include the standard language absolving
tenants of liability in the case of damage to the building,
you as the contractor would simply ask the tenant to
extend those protections afforded to them under the

lease agreement to you.

What are the concerns if there is no mutual waiver of
subrogation in the contract for the existing structure?
The property carrier that insures the building can
subrogate to the contractors who may have been
responsible for causing the loss and will expect
reimbursement for any damages sustained. If there is a
waiver, regardless of fault or negligence, you will not be

responsible for reimbursing the carrier.

Are you willing to take on the responsibility of insuring
the remainder of the building yourself if your work or the
subcontractor’s work causes damage to other parts of
the building? Even if your general liability policy
responded, do you have enough limits to cover the
existing structure? Is the risk of the renovation project
worth exposing your general liability limits to damage to

the existing structure?
Probably not.

Consider a scenario where a contractor wins a contract
for renovating a mixed-use space in a multi-family

apartment building. An electrical failure during the
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the renovated space and the floors above. Although
everyone was able to get out of the building safely, the
smoke damage will misplace the tenants for weeks to
come. While the builder’s risk policy covers the renovated
space, a mutual waiver of subrogation ensures the
building owner’s property insurance covers damage to
surrounding structures and the costs of tenant relocation.
Without this safeguard, the construction organization

could face substantial liability.

RECOMMENDATIONS

+ Review the lease agreement carefully. It should outline
the terms and conditions related to tenant
improvement projects. You should ensure the tenant’s
construction activities are in compliance with the
lease. This also provides an opportunity to review the
insurance provisions within the contract. Discuss with
your client the desire to have the building owner agree

to a mutual waiver of subrogation. Some may not.

+ If they are unwilling to provide a mutual waiver, try
adding a sublimit on the builder’s risk policy for
existing structures. Even a $1,000,000 sublimit for
existing structures can go a long way in the example

provided above.

+ Be prepared ahead of time and discuss with your
client before finalizing your contract. They purchase
property insurance to protect the building, and if they
are willing, their property policy can be primary to
your liability policies. Contractors should also work
closely with their broker to ensure proper coverage
and understanding of any limitations or exclusions in

the policy when dealing with existing structures.

Contact an experienced broker for more
information regarding builder’s risk policies
and construction contracts.

weekend results in a fire, causing substantial damage to continued >
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