CVIAA

Construction »© )
ciation of America

Understanding Liguidated Damages
IN Construction

Written by: InEight Blog Editors

Delays in the construction business are common for
construction projects. For some projects, excessive setbacks
can have a ripple effect downstream, such as increased project
costs, incidental damages, missed business opportunities, or
a late start for other dependent activities. Sometimes these
delays are unavoidable. Other times, they may be due to

the contractor’s oversight. In these instances, delays to the
substantial completion date could be determined to be a
breach of contract. This is where liquidated damages come
in. Although no one wants to be in a situation to have to deal
with them, it's important to understand what they are, how
they are calculated, and what you can do to mitigate their
occurrence in the frst place.

WHAT IS THE LAW OF LIQUIDATED DAMAGES IN
CONSTRUCTION

According to Cornell Law School, liquidated damages include a
variety of actual damages, but they usually appear in a contract
as a clause or section. Broadly, parties to a contract use
liquidated damages when actual damages are hard to prove.

Suburban Magnesium Foundry, Inc. states, “a provision for
liquidated damages will be regarded as valid, and not a
penalty when three conditions are met: (1) the damages to

be anticipated from the breach are uncertain in amount or
diffcult to prove, (2) there was an intent by the parties to
liquidate them in advance, and (3) the amount stipulated is a
reasonable one, not greatly disproportionate to the presumable
loss or injury.”
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In construction, the liquidated amount of damages is the

agreed-upon compensation owed to one party (most often the
client) when the other party (often the contractor) doesn’t meet
the timeline requirements. Liquidated damages are based on a
forecast of estimated real costs and losses the frst party would
likely incur. This is set forth in a liquidated damages clause
within the construction contract before the project begins.

QUALIFYING FACTORS FOR LIQUIDATED DAMAGES

For an owner to qualify for liquidated damages, some legal and
process requirements must be met. Liquidated damages are
established to compensate for losses resulting from a delay in
a project’s substantial completion date. Liquidated damages
are not meant to punish the contractor and cannot be used as
a coercive measure.



Before a liquidated damages clause can be enacted, both
parties must agree upon the daily cost of delays. Once the
project is substantially complete, the liquidated amount stops
accruing.

THE BENEFITS OF A LIQUIDATED DAMAGES CLAUSE

Why is a liquidated damages clause in the contract? Because a
liquidated damages clause provides security and predictability
to construction projects. It's a great way to hold contractors
accountable without penalizing them and helps to ensure your
project is substantially completed on time without incidental
damages. Setting an agreed-upon amount in damages gives
both parties an opportunity to settle on a reasonable amount.

If the liquidated damages clause is breached, the owner can
determine the damages without the long and costly process
of proving actual damages. In this way, it acts as a form of
insurance for the owner. Contractors can use the liquidated
damages clause to calculate the risk involved in delaying a
project and may limit the damage claims from the owner.

The main benefts of a liquidated damages clause include:

» Increased security and assurance for the owner that every
effort will be made to complete the project on time

» Reduced risk for contractors breaching the contract by
negotiating for realistic timelines, especially when backed
by historical benchmarks

» Preferable over a lengthy and costly litigation process to
calculate actual damages

There is no one-size-fts-all way to calculate liquidated
damages in construction since no two projects are identical.
That means project delays have different costs for different
projects.

WHAT ARE THE MAJOR CAUSES OF LIQUIDATED
DAMAGE?

Some of the factors that may infuence the liquidated damages
costs include:

» Loss of revenue
» Storage costs

» Rental costs

» Equipment costs

»  Supply chain disruptions

These damages costs are deducted from the contractor’s
project price, which could affect their return on investment.

To help head off the potential of litigating a dispute in court,
both sides arrive at a mutually agreeable set of terms when
the damages clause is being written up before the project even
starts, and both assign acceptable levels of responsibility.

AVOIDING OR REDUCING THEIR IMPACT

By taking steps to reduce their occurrence altogether or to

at least mitigate their degree of severity, you can create a
proactive risk-avoidance blueprint that aims to better preserve
your ROI and your peace of mind.

There is comprehensive estimating software that can help take
the guesswork out of your project bids and ongoing estimates
with real-world forecasting scenario capabilities that provide
insights into a true picture of your progress.

And that comes in handy when those clauses are frst being
drawn up. You'll not only gain the level of control you need

to head off costly mistakes that could lead to a liquidated
damages claim needing to be fled, but you'll also gain greater
certainty that the project can be constructed within the
established budget and timeline.

Nobody wants a situation that could trigger liquidated
damages to claim to begin with. That's where the second way
to mitigate this risk comes in. It’s through using construction
technology. There are several different kinds of software —
each designed to carry out specifc business functions — that
can give you more insight into and control over a range of
factors that can help prevent damage claims.

ESTIMATING SOFTWARE ESTABLISHES REALISTIC
SCHEDULES ON WHICH TO BASE LIQUIDATED DAMAGES

Because contract liquidated damages negotiations occur
during the estimating stage, estimating software is going to
have a direct impact on how those conversations roll out. Its
ability to automate the process of determining reality-based
timelines, especially when backed by the historical project data
it stores, can serve as validation when those talks begin.

Take a look at that past data, with extra attention paid to
your schedule performance index (SPI) metrics. How well did
schedules align with the projects’ original estimates? How



often and for how long did any notable Fuctuations occur?
What impacted the schedule that you had no control over? Are
the causes of these Fuctuations — both within and out of your
control — likely to surface during this project? How well did
contingency plans keep the projects on track?

The timelines you set for the current project will depend
on the answers to these questions and can be used to
set schedules based on realism rather than on ambitious
expectations.

CONNECTED ANALYTICS SOFTWARE TRACKS REAL-TIME
SCHEDULE METRICS

Contractors are turning to metrics that track project
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COMMISSIONING SOFTWARE FOSTERS ONGOING
SYSTEMS EVALUATION

Commissioning has traditionally been the last activity to
complete just before handover. But like rolling punch lists,
cloud-based commissioning software, when launched as
construction begins, streamlines this system-evaluation
process.

Capital projects often have overlapping phases of construction
with multiple systems being installed within each. By relying
on software accessible on a mobile device and moving the
process up to the start of the project, it's possible to do regular
documenting and testing much more quickly, accurately, and
effciently. Logging any defects and malfunctions throughout
construction keeps them from becoming full-on repair

work that jeopardizes timely project completion —and risks
liquidated damages claims.

REDUCING THE RISK OF CONTRACT LIQUIDATED
DAMAGES WITH CONSTRUCTION TECHNOLOGY

Each type of software in its own way contributes to keeping

the damages clause from being invoked. Individually and
combined, they offer far more control over the processes and
workFows that otherwise might be headed for damage claims. A"
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