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On construction projects, the contract parties sign 
may not be the contract the courts will enforce.  
Depending on the jurisdiction, state statutes and 
public policy can invalidate key contract provisions in 
a construction contract, even if those provisions are 
clear and expressly agreed to in writing.  Thus, 

owners, contractors, and subcontractors, particularly those who 
execute projects in multiple jurisdictions, should carefully review 
the local laws of the jurisdictions in which they work to make sure 
that they understand the relevant statutory and public policy 
limitations on construction contract terms. 

This article highlights some examples of several key contract terms 
that may be impacted by statute or public policy. 

"Pay-If-Paid" Provisions

“Pay-if-paid” provisions give general contractors strong protection 
against subcontractor claims in the event of non-payment by an 
owner.  These provisions typically provide that a contractor has no 
obligation to pay a subcontractor unless the contractor first 
receives payment from the owner.  Payment from the owner is a 
condition precedent to the contractor’s obligation to pay the 
subcontractor.  Some states enforce “pay-if-paid” terms if clearly 
stated.

However, because these provisions shift significant financial risk to 
subcontractors (who are often not in a good position to assess the 
credit risk of an owner), many states will not enforce “pay-if-paid” 
provisions, invalidating them through statute or public policy.   For 
example, North Carolina law provides that “[p]ayment by the 
owner to a contractor is not a condition precedent for payment to a 
subcontractor…, and an agreement to the contrary is 
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unenforceable.”   Similarly, California courts void “pay-if-paid” 
provisions as against public policy.

Accordingly, Contractors need to know if these provisions will be 
enforced, and if not, they will need to look at other methods to 
protect against an owner’s non-payment, such as the more 
subcontractor-friendly “pay-when-paid” provision.  As opposed to 
“pay-if-paid” provisions, a “pay-when-paid” provision allows a 
contractor to wait until it receives payment from the owner to pay 
subcontractors, but does not make the owner’s payment a 
condition precedent to the contractor’s obligation to pay the 
subcontractor.  So unlike the stronger “pay-if-paid” provision, the 
contractor must ultimately pay the subcontractor within a 
reasonable time even if the owner fails to pay.  This type of 
provision provides some protection for the contractor’s cash flow, 
but does not shift the payment risk to the subcontractor.  Knowing 
how the jurisdiction treats these types of provisions will ensure 
that a party puts enforceable protections in place.                    

Indemnification

Indemnity provisions provide key protection against liability risk on 
a construction project by requiring one party (indemnitor) to pay 
for any losses incurred by another party (indemnitee) resulting 
from any claim or suit brought by a third-party (e.g., a pedestrian 
sues for injuries suffered while walking through a temporary 
construction site).

But this ability of parties to shift liability risk, especially liability due 
to a party’s own negligence, is often limited by statute.  While 
some states do not have significant limits on indemnity 
provisions,   many states limit or prohibit indemnity provisions for 
a party’s own negligence.  For example, California renders “void 
and unenforceable” any indemnity provision that indemnifies a 
general contractor for claims arising from its own “active 
negligence or willful misconduct.”  Florida limits the ability of a 
party to get indemnity protection for its own negligence by 
requiring that any such indemnity provision include “a monetary 
limitation … that bears a reasonable commercial relationship to the 
contract and is part of the project specifications or bid documents, 
if any.”

Knowing how a particular jurisdiction treats contract indemnity 
provisions will allow parties to negotiate enforceable protections in 
their contracts and also to put in place the appropriate insurance 
coverage to protect against liability risk.     

Limitation on Liability

Another way contractors and subcontractors try to minimize 
liability risk is to negotiate an exemption from or maximum cap on 
their liability through limitation-of-liability provisions.  These 
provisions typically provide that contractors and subcontractors 
can only be liable for losses up to a certain amount.
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As with indemnity provisions, state law may void or limit these 
types of exculpatory clauses in construction contracts.  New York 
for example deems any agreement in which a “contractor exempts 
himself from liability for injuries to person or property caused by or 
resulting from the negligence of such contractor” as “void as 
against public policy and wholly unenforceable.”   Similarly, 
Wisconsin law provides that “any provision to limit or eliminate tort 
liability as a part of or in connection with any contract … relating to 
construction, alteration, repair or maintenance of a building, 
structure, or other work related to construction … is against public 
policy and void.”   These provisions have a significant impact on 
how parties allocate risk on the project.   

Liquidated Damages

Liquidated damages provisions provide predictability and control 
risk by specifying in the contract itself the amount of damages to 
be paid in the event of a breach of the contract.  Liquidated 
damages are most common for delays to contract completion.

Unfortunately, these provisions are frequently subject to judicial 
scrutiny, with courts in different states emphasizing different 
factors to determine the validity of a liquidated damages 
provision.  Courts evaluate liquidated damages to ensure that they 
constitute a reasonable estimate of damages and not a contract 
penalty.   In evaluating the reasonableness of liquidated damages 
provisions, some courts use a prospective analysis, focusing 
primarily on the reasonableness of the damages estimate at the 
time of contracting, while other courts engage in a retrospective 
analysis, giving greater consideration to the actual damages 
incurred compared to the estimated damages.

Because of this scrutiny and the varied judicial analyses, liquidated 
damages provisions must be carefully drafted.  To increase the 
likelihood that a liquidated damages provision will hold up under 
judicial review, a party must carefully review the judicial test for 
liquidated damages applied by the local courts and be prepared to 
support the liquidated damages provision under the particular 
variation of the liquidated damages test employed by those 
courts.             

Dispute Resolution

Finally, perhaps the most important provisions in a construction 
contract are the dispute resolution provisions, choice-of-law and 
forum selection.  These provisions determine the law under which 
the contract will be interpreted and the location where the parties 
will have to litigate or arbitrate any disputes.  In most commercial 
contracts, courts defer to the parties’ choice-of-law and forum 
selection.  But in the construction context, many states have 
enacted statutes limiting the choice-of-law and forum selection to 
the state in which the project is located.
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For example, for a construction contract performed in Illinois, 
Illinois law renders void and unenforceable any contract provision 
selecting another state’s law or requiring litigation or arbitration in 
another state.   By contrast, Michigan does not limit choice-of-law 
or forum selection in construction contracts, and Michigan courts 
have refused to enforce foreign state laws limiting forum 
selection.  If the state where the project is located does not 
restrict choice-of-law and forum selection, the parties will have 
more flexibility to choose a favorable forum both for substantive 
law and practical convenience in litigation.  However, if state law 
does limit dispute resolution provisions, parties will need to be 
ready to file first in a more favorable jurisdiction or prepare to 
litigate in the forum mandated by statute.

Conclusion

As the above examples demonstrate, at least for construction 
contracts, the “freedom of contract” is not completely free.  Many 
states have stepped into the construction contracting process to 
provide additional protections to the various parties and address 
state interests.  In the process, states have limited the parties’ 
contract flexibility in critical ways.  To account for these potential 
limitations, any contract negotiation must involve a thorough 
review of the relevant local statutes and court decisions impacting 
construction contracts so that these issues can be addressed 
during the negotiation and drafting process.  This will help avoid 
unwelcome surprises later in the project when a dispute arises and 
protections that a party thought it had are not available.         

Endnotes

1. See, e.g., FaulknerUSA, LP v. Alaron Supply Co., Inc., 322 
S.W.3d 357, 361 (Tex. Ct. App. 2010) (holding that a “pay-if-paid” 
clause is a valid condition precedent to a contractor’s obligation to 
pay subcontractor).  

2. For a helpful overview of the law on “pay-if-paid” provisions, see
William M. Hill and Mary-Beth McCormack, Pay-If-Paid Clauses:  
Freedom of Contract or Protecting the Subcontractor from Itself, 
Construction Lawyer, Winter 2011 (31-WTR Construction Law. 
26). 

3. N.C.G.S.A § 22C-2. 

4. Wm. R. Clarke Corp. v. Safeco Ins. Co., 938 P.2d 372, 374 (Ca. 
1997) (holding that “pay-if-paid” provisions are “contrary to public 
policy” and unenforceable).   

5. For additional background on indemnity provisions, see 3 Bruner 
& O’Connor Construction Law § 10:1 (“It is quite common for 
construction contracts to contain indemnity provisions requiring 
one party to defend and reimburse the other against various 
expenses or losses.”).  
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6. For example, Pennsylvania has only a very limited anti-
indemnity statute prohibiting indemnification of architects and 
engineers for losses incurred due to the preparation of designs and 
specifications and giving direction and instruction.  68 P.S. § 491.  
It does not address indemnification for contractors.   

7. Cal. Civ. Code § 2782.05. 

8. Fl. Stat. § 725.06. 

9.See 6 Bruner & O’Connor Construction Law § 19.67 (“[limitation 
of liability] provisions can take many forms but at their core they 
place an economic ceiling on the consequences of failure.”).  

10. N.Y. Gen Oblig. § 5-323.  

11. Wis. Stat. § 895.447(1). 

12. See Restatement (Second) of Contracts § 356 (“Damages for 
breach by either party may be liquidated in the agreement but only 
at an amount that is reasonable in the light of the anticipated or 
actual loss caused by the breach and the difficulties of proof of 
loss.  A term fixing unreasonably large liquidated damages is 
unenforceable on grounds of public policy as a penalty.”).        

13. For an in-depth discussion of judicial analysis of liquidated 
damages, see Julian F. Hoffar and Shelly L. Ewald, Liquidated 
Damages and the Freedom to Contract, 1 No. 1 Journal of the 
American College of Construction Lawyers 6. 

14. For a useful 50-state survey of statutory limitations on forum-
selection clauses, see Choice of Law and Forum-Selection in 
Construction Contracts:  State Comparison Chart, Practical Law 
Checklist w-002-7625.    

15. 815 Ill. Comp. Stat. Ann. 665/10.

16. See Walbridge Aldinger Co. v. Angel Iafrate Const. Co., 2013 
WL 3836228 at *3 (addressing a case brought in Michigan courts 
based on a forum selection clause for a project in Indiana, stating, 
“[t]he mere fact that an Indiana statute voids a choice of law 
provision under Indiana law does not preclude Michigan courts 
from properly exercising the jurisdiction provided under Michigan 
law.”)

17. If the contract contains an arbitration provision, a party may 
argue that the arbitration provision preempts state laws limiting 
forum selection, but this issue is beyond the scope of this article. 
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