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In the first edition of Common Sense Construction Law, we recognized
Overton A. Currie and Luther P. House, Jr., for their leadership and
mentoring of the firm and its construction law practice. Consistent

with the tradition established by the founders of this firm, we
dedicated the second edition of Common Sense Construction Law
to our clients, whose confidence and trust are essential to our practice
and success. In the third edition of Common Sense Construction
Law we recalled with fond memories our deceased partners,

G. Maynard Smith (1907-1992), E. Reginald Hancock (1924-2004),
and Bert R. Oastler (1933-2002), who devoted their professional
lives to the practice of our profession at the highest level of
excellence and set the standard for future generations of lawyers
in the firm. In this fourth edition we honor the remarkable life
and achievements of the late Overton A. Currie (1926-2005). Without
him, the practice of construction law as we know it today would
not be nearly as defined. Overton was truly a giant in,
and has left an indelible mark upon, the construction
industry and our firm.
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PREFACE

The attorneys of Smith, Currie & Hancock LLP have practiced construction law and
government contracts law for more than four decades. During that time, we have
conducted hundreds of construction and government contract law seminars for cli-
ents, trade associations, colleges and universities, and professional groups. Through-
out those efforts, our consistent goal has been to provide a practical, common sense
perspective to the legal issues affecting the construction industry. In many respects,
this book reflects a culmination and refinement of those educational endeavors and
the practical approach they entail.

Construction law and other legal concepts and issues are essential to the construc-
tion industry, as they provide the theories, principles, and generally established rules
that contribute to the smooth running of the construction process. When that process
falters and disputes arise involving the design or construction of a project, a variety
of procedures can be used to resolve these differences. These procedures vary in their
legal formalities; however, an appreciation of these processes and principles should
not be limited to lawyers. Individuals in management and supervisory positions in
the industry must know what the law requires of them and what they can expect
and require from others. Nor can lawyers focus on legal rules and procedures to
the exclusion of the business of construction and expect to effectively represent and
assist their clients. Construction law and the business of construction are inextricably
intertwined. We hope this book reflects this interrelationship in the topics that it cov-
ers and the various perspectives and approaches it employs.

Claims and disputes are addressed throughout this fourth edition of Common
Sense Construction Law. They must be in any complete and competent analysis of
the construction environment. This book, however, is about more than just prepar-
ing claims and resolving disputes once they arise. Rather, our goal is to help provide
the kind of insight and understanding needed to avoid claims and disputes. Reason-
able recognition of the contractual allocation of rights, risks, and legal responsibili-
ties, coupled with a spirit of communication and teamwork in the execution of the
work, is far more likely to culminate in a successful project than an atmosphere rife
with confrontation and dispute. Practical knowledge of the general rules governing
employment-related issues can have the same beneficial result. Of course, the pos-
sibility of claims and disputes cannot be ignored. Careful attention and planning
is required to avoid disputes and to deal effectively with them when they become
inevitable.
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The fourth edition of Common Sense Construction Law is a general teaching tool
and is not a substitute for the advice of your attorney. Specific concerns and problems
require the timely attention of legal counsel familiar with construction law, govern-
ment contracts, and employment law. Nevertheless, this book will help you to expand
your knowledge and awareness of the issues in construction that may affect you at
any time. It may not provide all the answers, but you will be well equipped to ask
the right questions. To make these materials more useful to you, we have included
checklists, sample forms, and summary “Points to Remember” for each chapter.

We thank our clients who have shared their insights and concerns and provided
the opportunities for experience and learning that are shared in this book. We also
owe much gratitude to the construction industry as a whole for allowing us as con-
struction attorneys to participate in the challenges of the industry to avoid and resolve
problems. We hope this work will contribute to the worthy goals of the industry. We
also hope that this book helps its readers pursue their interests in and commitments
to construction from concept to completion.

SmirtH, CURRIE & HaNcock LLP

Atlanta, Georgia
January 2009
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A Firm Concentrating Its Practice
on the Construction Industry

For more than four decades Smith, Currie & Hancock LLP, with offices in Atlanta,
Georgia; Charlotte, North Carolina; Fort Lauderdale and Tallahassee, Florida; Las
Vegas, Nevada; and Washington, DC, has developed a nationally recognized practice
focused on the construction industry and the variety of legal issues facing that indus-
try. Federal government construction contract law has also been a principle prac-
tice area since the firm was founded The firm represents private and public clients
working or located in all fifty states, as well as Mexico, Canada, Central and South
America, Europe, Asia, and Africa.

After developing construction and employment law practices in the context of a
general service firm, G. Maynard Smith, Overton A. Currie, and E. Reginald Han-
cock formed this firm in 1965 to concentrate their practices in those areas in order
to provide more effective service to the firm’s clients. Having trained and practiced
law in the culture created by those three outstanding attorneys, the current members
of the firm remain committed to a tradition of providing quality, cost-effective legal
services to clients ranging from small, family owned concerns to multibillion-dollar
corporations.

In representing the many construction industry participants competing for and
performing private construction work, as well as those working under local, state,
and federal government construction contracts, we are necessarily involved in a wide
variety of legal and business related issues. The breadth of those issues is reflected by
the spectrum of topics addressed in this fourth edition of Common Sense Construction
Law and in Federal Government Construction Contracts—A Practical Guide for the
Industry Professional. The goal of this fourth edition of Common Sense Construction
Law is to provide an informative and timely discussion of these topics for the con-
struction professional without all of the specific details of a multi-volume legal trea-
tise. To accomplish that task in a practical and meaningful manner, this book reflects
the combined efforts of many attorneys drawing more than 500 years of collective
experience in the areas of construction law and federal government contracts law.
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Many of the firm’s attorneys have engineering degrees in addition to their legal
education, and several worked in the construction industry before pursuing their law
degrees. Others joined this firm after military service as government contracts legal
counsel or have extensive training in public procurement. Three members of Smith,
Currie & Hancock LLP have served as Chair of the Section of Public Contract Law
of the American Bar Association, and another partner has served as the Chair of the
American Bar Association Forum Committee on the Construction Industry.

Smith, Currie & Hancock LLP has represented clients from the entire spectrum
of the construction industry: contractors, subcontractors, construction managers,
owners (public and private), architects, engineers, sureties, insurance companies,
suppliers, lenders, real estate developers, and others. They include multinational
and Fortune 500 companies and trade associations representing billion-dollar indus-
tries, as well as local and regional clients. Although our attorneys have appeared in
numerous cases resulting in reported court decisions and even more arbitrations,
our traditional goal has been to achieve resolution of differences by communication
and agreement rather than formal dispute resolution. Consequently, in the last four
decades we have assisted in the amicable resolution of many more matters than such
reported decisions.

In addition to serving clients nationwide, Smith, Currie & Hancock LLP attor-
neys have published numerous articles in trade magazines and other periodicals and
have authored or co-authored dozens of books on construction and public contract
law. Our lawyers maintain a heavy schedule of lectures and seminars sponsored by
various trade associations, colleges, and universities, including the U.S. Army Corps
of Engineers, Georgia Institute of Technology, Auburn University, the American
Bar Association, the Practicing Law Institute, the Associated General Contractors of
America, and the Associated Builders & Contractors, Inc.
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THE LEGAL CONTEXT OF
CONSTRUCTION

. INTRODUCTION

Construction projects are complex and multifaceted. Likewise, the law governing
construction is complex and multifaceted. Aside from questions of what one can do
in construction, there looms also the question of what one may do—that is to say,
what the law of construction allows. So what is the law of construction? What factors
influence the evolution of construction law?

For practical purposes, the law applicable to construction projects falls into three
major categories: contract, tort, and statutory/regulatory. Contract law may seem intui-
tively logical, at least on the surface. Tort law may not seem logical in application, but
it is an omnipresent influence on any construction project. Statutory or regulatory law
generally applies to construction simply because some governing body has said it should,
whether the application is logical or not. This book discusses in detail these legal bases of
construction law. In this first chapter, each theory is introduced in concept.

IIl. CONTRACT LAW

Contracts are the threads from which the fabric of commerce is woven. A contract may
be as simple as an agreement to pay for food ordered in a restaurant, or so complicated
that no legion of lawyers could hope to decipher the real intent, or somewhere in
between. Whatever their character, contracts govern the transactions that permeate
our existence.

Contracts and contract law dominate construction. What is a contract, and what is
contract law? A contract has traditionally been defined as “a promise or set of promises,
for the breach of which the law gives a remedy, or the performance of which the law

1



2 THE LEGAL CONTEXT OF CONSTRUCTION
in some way recognizes as a duty””! Thus, a contract is basically a set of promises
made by one party to another party, and vice versa. In the United States, contract law
reflects both the common law of contracts, as set forth in court decisions, and statutory
law governing the terms of certain transactions. An example of the latter is the Uniform
Commercial Code (UCC), adopted by every state except Louisiana. See Chapter 6.
Parties with capacity to contract may generally agree to whatever they wish, as
long as their agreements do not run afoul of some legal authority or public policy.
Consequently, an owner and a contractor generally are free to agree to an allocation
of risks in the context of a construction project,? but they may not agree to gamble
on the project’s outcome. The former agreement reflects a policy of freedom of con-
tract; the latter violates public policy prohibitions on certain gambling transactions.

lll. BREACH OF CONTRACT

A “breach of contract” results when one party fails in some respect to do what that party
has agreed to do, without excuse or justification.® For example, a contractor’s failure
to use the specified trim paint color, or its failure to complete the work on time, consti-
tutes a breach of contract. An owner may likewise breach its contract obligations. Many
contracts expressly provide, for example, that the owner will make periodic payments
to the contractor as portions of the work are completed. If the owner unjustifiably fails to
make these payments, this failure constitutes a breach. Similarly, an owner may be held
in breach for failing to meet other nonfinancial contractual obligations, such as timely
review and return of shop drawings and submittals. In short, any failure to live up to the
promises that comprise the contract is a breach.

Whenever there is a breach of contract, the injured party has a legal right to seek
and recover damages. In addition, if there has been a serious and “material” breach—
that is, a breach that, in essence, destroys the basis of the parties’ agreement—the
injured party is justified in treating the contract as ended.*

IV. IMPLIED CONTRACT OBLIGATIONS

Express contract obligations are those that are spelled out in the agreement or
contract. Less obvious than the express duties under a contract, but just as important,
are those obligations that are implied in every contract. Examples of these duties
include the obligations of good faith and cooperation (See Chapter 5).

'SAMUEL WILLISTON AND RicHARD LorD, WiLLIsSTON ON CONTRACTS § 1:1 (4th ed. 2007).

2See Interstate Contracting Corp. v. City of Dallas, Tex., 407 F.3d 708 (5th Cir. 2005) (involving contract
between city and contractor for execution of storm water detention tanks. The contract shifted the risk of
defective plans to contractor. The court held that city contract was valid under Texas law because the
contract language expressly and unambiguously placed that risk on the contractor).

3See RESTATEMENT (SECOND) OF CONTRACTS § 235.

4See generally 17 Am. Jur. 2d Contracts § 606 (2008).
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In the context of a construction project, one of the most important of these implied
duties is the obligation that each of the contracting parties cooperate with the other
party’s performance.’ The fact that this obligation is implied rather than express is
not reflective either of its importance or of the frequency with which it forms the
basis for breach actions. Rather, the obligation to cooperate forms the very founda-
tion of the agreement between the parties.

The implied obligations to coordinate and cooperate are reciprocal and apply
equally to all contracting parties. By way of illustration, an owner owes a contractor
an obligation to allow the contractor access to the site in order to perform its work;
a prime contractor has a similar duty not to hinder or delay the work of its own sub-
contractors; and one prime contractor is obligated not to delay or disrupt the activi-
ties of other parallel prime contractors to the detriment of the owner. Each example
demonstrates that a contracting party owes an obligation of cooperation to the other
party, whether owner-contractor or contractor-subcontractor. See Chapter 5 and
Chapter 8.

In addition to the obligation of cooperation, the owner and the contractor have
other implied obligations, such as warranty responsibilities. The owner’s implied
warranty of the adequacy of plans and specifications furnished by the owner is of
great importance to the contractor, and the breach of this warranty forms the basis
for a large portion of contractor claims. The existence of an implied warranty in
connection with owner-furnished plans and specifications was recognized in United
States v. Spearin.® The so-called Spearin doctrine has become well established in
virtually every American jurisdiction that has considered the question of who must
bear responsibility for the results of defective, inaccurate, or incomplete plans and
specifications. In layman’s language, the doctrine states that when an owner supplies
the plans and specifications for a construction project, the contractor cannot be held
liable for an unsatisfactory final result attributable solely to defects or inadequacies
in those plans and specifications. The key in this situation is the allocation of the risk
of the inadequacies of the design to the contracting party, which furnished the design.
Thus, in a design-build project, the design-build contractor, not the owner, may bear
the risk for a design error or deficiency. See Chapters 2, 5, and 9.

Similarly, contractors have other warranty responsibilities with regard to the
results of their performance. For example, when the owner of a newly built structure
or the purchaser of construction-related goods or services is justifiably dissatisfied
with the facility, goods, or services, the owner may have a cause of action against the
general contractor based on a breach of construction warranties. The nature of that
action and the remedies available to the owner would, in large measure, depend on
the provisions of the contract.

Even where there are no express warranties in the contract, most courts, under
applicable state law, will imply a warranty for workmanship and materials, provided
there is no contract provision to the contrary.” This implied warranty may, in some

3See 73 SAMUEL WILLISTON AND RICHARD LORD, WILLISTON ON CONTRACTS § 63:22 (4th ed. 2007).
6248 U.S. 132 (1918).
713 Am. JuR. 2p Building, etc. Contracts § 10 (2008).
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instances, be operative regardless of the presence in the contract of express warranties
of limited duration that would appear to restrict the scope of the contractor’s warranty
liability.

V. EVOLUTION OF CONSTRUCTION LAW

The basic concept of contractual rights and duties and the legal principles governing
the interpretation and enforcement of contracts have been established for centuries
in English and American common law.® The fact that the common law of contracts is
grounded in the precedent of prior decisions helps provide certainty in commercial
transactions and may suggest that construction law does not evolve. The latter is
not correct. Rather, over the last century, there have been significant developments
that have materially altered the allocation of rights and responsibilities of the par-
ties and the construction process. This evolution is driven by a combination of factors
including practices and principles developed in the context of federal government
contracting, the widespread adoption of standard-form contracts, and a shift from the
traditional design-bid-build project delivery system.

Since World War 11, the federal government has been the largest single buyer or con-
struction services in the world. The procurement and administration of construction
projects involve contracts that employ relatively standard terms and conditions. An array
of administrative boards of contract appeals (boards) and special courts have operated for
decades for the sole purpose of resolving disputes on federal contracts. These tribunals
have generated a tremendous number of decisions that collectively provide the single
largest body of law in the area of construction disputes. Many of the decisions noted in
this book, which address substantive principles of construction law, involve the resolution
of disputes and claims on federal government construction contracts. Numerous funda-
mental principles of construction law have their genesis in federal government construc-
tion contracts. It is impractical to speak of modern American construction law without
the consideration of federal procurement law, and the discussion of that law is interlaced
in each of the substantive chapters of this book. For example, the concept of a termi-
nation for convenience clause is clearly rooted in federal government contracts. While
relatively unknown in nonfederal construction contracts 50 years ago, it has become
relatively common place in standard form commercial contracts today.” The precedents
developed in the context of federal government contracts provide examples of contract
provisions and the law interpreting those provisions. Even if those precedents are not
binding authority on other courts or tribunals, the analysis can be and often does serve as
persuasive authority.

Similarly, the shift away from the traditional design-bid-build delivery system,
which began in the second half of the twentieth century, has stimulated the adoption of
contract forms that blur and often blend the role of designer and contractor.'? This trend

8E. ALLAN FARNSWORTH, CONTRACTS, § 1:4-1:7 (3d ed., Aspen L. & Bus. 1999).
9See e.g., ConsensusDOCS 200, § 11.4 (2007 ed.) and ATA A201, §14.4 (2007 ed.)
10See Chapter 7, “Authority and Responsibility of the Design Professional.”
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has resulted in the development of new standard form agreements that seek to allo-
cate duties and risks consistent with the parties’ evolving roles. Even if the parties’
roles and duties are substantially altered, however, the legal analysis of those duties
may still seek to follow and apply basic principles of the common law of contracts.'!

VI. TORTS

A tort is a “civil wrong, other than a breach of contract, for which the court will provide
a remedy in the form of an action for damages.”'? A tort is not the same thing as a
crime, although the two areas overlap to some extent. A crime is an offense against the
public at large and is prosecuted by public officials. In contrast, a tort action is a civil
action commenced and maintained by the injured party itself. Such an action seeks to
recover compensatory and even punitive damages from the wrongdoer (tort-feasor).

The law of torts changes as societal norms change, because one important consid-
eration is: Who must bear the burden of a loss? Torts are generally divided into three
basic categories: intentional torts, negligent torts, and strict liability.

A. Intentional Torts

An “intentional” tort is just what the name suggests: a tort where the wrongdoer
either expressly or by implication intended the act that resulted in the injury. Assault
and battery falls into this category, although this tort rarely occurs in a construction
dispute. Fraud and misrepresentation, by contrast, may appear in a construction case,
as with a claim that the contract documents “misrepresented” some material fact or
condition on which a contract was based.

In Sherman R. Smoot Co. v. Ohio Department of Administrative Services,' the
Court of Appeals of Ohio discussed the application of the theory of misrepresentation
in the context of a changed condition claim. The Ohio Department of Administrative
Services supplied the contractor with inaccurate information concerning the subsurface
conditions permitting the use of trench footings. The court noted that the contractor
introduced uncontroverted evidence that soil borings, like the plans, indicated that
the subsurface conditions would permit the use of trench footings. Yet the contractor
eventually found the subsurface conditions to be unsuitable for trench footings. When
the contractor asserted a changed condition claim on the basis of the misrepresentation
in owner provided soil borings, the department contended that the contractor was
not entitled to rely on the soil borings because the contract stated that they were for
information purposes only. The court found, however, that it was apparent that the
state intended the contractor to use the soil borings in preparation of its bid such that
the contractor was entitled to rely on them.

USee, e.g., United Excel Corp., VABCA No. 6937, 04-1 BCA 9 32,485 (traditional contract interpretation
principles related to the resolution of ambiguities in the specifications applied to a design-build project).
12W. PaGE KEETON, PROSSER AND KEETON ON THE Law oF TorTs, § 1 (Sth ed. 1984).

13136 Ohio App. 3d 166, 736 N.E.2d 69 (2000).
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Another example of an intentional tort is “conversion.” Conversion is the inter-
ference with the property of another to the extent that the wrongdoer deprives the
owner of possession. When the wrongdoer sufficiently deprives the rightful owner
of his or her property, a court might remedy the harm by assessing damages in an
amount equal to the fair market value of the property at the time of the conver-
sion. Conversion may come into a construction project where a project participant
alleged to have received but not distributed (i.e., kept to itself) contract proceeds
for the work of a lower-tier contracting party. Economic relations are entitled to
protection against unreasonable interference. Interference with economic relations,
which has been regarded by the courts as a separate tort—and which is of particular
interest to contractors—is inducement to breach of contract, or interference with
contract rights.

The area where this tort comes into play most often is in labor disputes. Interference
with contract rights was, at one time, a fertile field for labor union liability. The common
law quite strictly curtailed union activities (such as secondary boycotts and picketing) that
prevented the performance of existing contracts. Over the years, however, the tort liability
of labor unions has been radically affected by federal legislation affecting industries
involved in interstate commerce. The existence of a contract, in itself, is no longer the
exclusive consideration. The effect of labor legislation (such as the Norris-LaGuardia
Act, the National Labor Relations Act, the Wagner Act, and the Taft-Hartly Act) on com-
mon law liability of unions is beyond the scope of this section but should be analyzed in
connection with the effects of strikes and boycotts on a contractor’s performance.

B. Negligence

Negligence in the popular sense is the lack of due diligence or care.'* It is a second
branch of the law of torts, and may be distinguished from intentional torts by the fact
that no specific intent need be proven for the imposition of liability. The traditional
elements of a claim for negligence are:

(1) A duty, or obligation, recognized by the law, requiring the actor to conform
to a certain standard of conduct, for the protection of others against unreason-
able risks.

(2) A failure on its part to conform to the standard required.
(3) A reasonably close causal connection between the conduct and the resulting
injury. This is what is commonly known as legal cause or proximate cause.

(4) Actual loss or damage resulting to the interests of another.!> Typically, these
would be the claimant’s economic or monetary damages.

14See generally W. PAGE KEETON, PROSSER AND KEETON ON THE Law oF Torrs, § 30 (Sth ed. 1984).

SVelez Constr. Corp. v. United States, 777 F.2d 1550 (Fed. Cir. 1985); Leviton Mfg. Co., Inc. v. Fireman's
Fund Ins. Co., 226 Fed. App. 671 (9th Cir. 2007); W. PaGe KeETON PrOsSER AND KEETON ON THE Law OF
Torts, § 30, 165 (5th ed. 1984).
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Negligence as a theory of recovery against the project architect or engineer (design
professional) is important for contractors because their lack of contractual privity with
the design professional makes a breach of contract action impossible. Third-party benefi-
ciary arguments (i.e., where the contractor asserts that it is an intended beneficiary of the
contract between the owner and the design professional, and is thus entitled to recover
damages for negligent breach of contract) are accepted in some jurisdictions;'® however,
traditional negligence arguments probably stand a greater chance for success.!’

The standard of conduct applied to the design professional is not that of the rea-
sonable person but rather that of the “reasonable design professional.” The usual
requirement is that the design professional must have the skill and learning com-
monly possessed by members, in good standing, of its profession. It will be liable for
the harmful results if it does not meet that standard.'®

This duty of competence is owed to anyone, including the contractor, who could
foreseeably be injured by the design professional’s negligence. It is not dependent on
any contractual relationship between the parties. The duty of competency also extends
to both the design and supervisory functions of the design professional (to the extent that
it is obligated by the contract with the owner to function in a supervisory capacity).

The contractor, like the design professional, may be held liable for negligence that
results in injury to third parties—whether that negligence is attributable to unsafe
construction methods while the work is in process or to defects in the completed
structure. According to 13 Am. Jur. 2p Contracts § 139 (2008), during the course
of construction, a contractor may be liable for its negligence that results in personal
injury or property damage to persons rightfully on the premises, occupants of adja-
cent premises, and persons lawfully using a street or highway abutting the construc-
tion site. Subcontractors, likewise, are liable to third parties where their negligence
results in personal injury or property damage. This liability extends to the owner
when a subcontractor negligently damages the building during construction, even
though there is no contractual privity between the owner and the subcontractor.

C. Strict Liability

Strict liability is liability without regard to fault. Contractors generally encoun-
ter strict liability when they become involved in highly dangerous activities, such
as blasting or demolition. In general, if a party is aware of the abnormally dangerous
condition or activity, and has voluntarily engaged in or permitted it, that party accepts
that it will be liable for resulting damage even though it has taken every reasonable
precaution, was not negligent, or was not at fault in any moral sense.!”

18See COAC, Inc. v. Kennedy Eng s, 67 Cal. App. 3d 916, 136 Cal. Rptr. 890 (1st Dist. 1977) (California
has been liberal in granting third-party beneficiary status in such contexts); Shaw Constructors v. ICF
Kaiser Eng rs, Inc., 395 F.3d 533 (5th Cir. 2004) (holding that owner was third-party beneficiary).

7 gssociated Indus. Contractors, Inc. v. Fleming Eng’g, Inc., 162 N.C. App. 405, 590 S.E.2d 866 (N.C.
App. 2004); W. Pace KEETON, PROSSER AND KEETON ON THE LAW OF TorTs, § 30, 167 (5th ed. 1984).

18 gssociated Indus. Contractors, Inc. v. Fleming Eng’g, Inc., 162 N.C. App 405., 590 S.E.2d 866 (N.C.
App. 2004). W. Pace KEETON, PROSSER AND KEETON ON THE Law oF Torts, § 30, 161 & 185 (5th ed. 1984).
YHilltop Nyack Corp. v. TRMI Holdings, Inc., 694 N.Y.S.2d 717 (N.Y. App. Div. 1999). 57 Am. Jur. 2D
Negligence § 377 (2007).
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VIl. STATUTORY AND REGULATORY LAWS
AFFECTING CONSTRUCTION

The contract and tort bodies of law just discussed trace their origins to the histori-
cal dealings of peoples in organized society. They reflect, rather than dictate, the
customs, values, and expectations of society’s members. As society evolves, so do
the customs, values, and expectations of its members, followed in short order by the
development and evolution of the common law of contracts and of torts. This evolution
occurs principally through the mechanisms of court decisions of actual cases and con-
troversies between members of society. In short, contract and tort law reflect society.
Statutory and regulatory law, by contrast, does not necessarily evolve from any
aspect of society. These laws become laws because some governing body with authority
to do so declares that they should be laws. This is not to suggest that statutes and regula-
tions are less significant or valuable than common law concepts of contract and tort; it
is merely to observe that statutes and regulations derive from a different source and in
a different manner. These statutes and regulations can materially affect how business
is conducted in the construction industry. For example, the statutes and implementing
regulations establishing ethical standards of conduct in business transactions and setting
forth severe sanctions for practices such as false or inflated claims, kickbacks, collusive
or bidding schemes, and the like, that deviate from the expected standards of ethical
conduct have become commonplace in the context of public construction projects.
These statutes provide a context for the measurement of ethical business conduct.
With the adoption of the United States Sentencing Guidelines? and the Sarbanes-Oxley
Act,?! similar standards came to be applied to business conduct in general. Given the
expense associated with defending against a claim that one of these statutes has been
violated, prudent contractors should devote senior management attention to developing
and implementing effective compliance plans with these standards of conduct.
Anyone familiar with construction and the construction process can name numerous
statutes and regulations and may at some time have dealt with these statutes, such as:

* Licensing statutes for designers and contractors

» Statutes governing qualifications to conduct business in a particular jurisdiction
* Building codes

* Regulations governing the issuance of building permits

* Environmental laws and regulations

* Regulations governing the public procurement process, such as the Federal
Acquisition Regulation and comparable state and local government contracting
procedures and regulations

» Statutes governing workplace safety

20See False Claims Act (Federal), 31 U.S.C. § 3729, et seq.; California False Claims Act, CaL. Gov’T CODE
§ 12650, et seq.; Florida False Claims Act, FLA. STaT. § 68.081 et seq.; Illinois, 740 I1l. Comp. STAT. ANN.
175/1, et seq.; Va. CobE ANN. §§ 8.01-2.16.1, et seq.

2Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 7456.
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* Statutes governing wages and benefits paid to construction workers

» Statutes governing social policies such as equal opportunity laws

« Statutes governing labor relations in construction

» Statutes governing the concept of prompt payment on public and even nonpublic
projects

* Insurance statutes such as workers’ compensation laws and regulations

* Lien and bond statutes

* Statutes addressing the rights and remedies available to owners of certain prop-
erties, such as condominiums

* Bankruptcy laws

* Dispute resolution procedures, such as those that prescribe the disputes process
on contracts with the United States

The list could go on and on. This book, in subsequent chapters, will address each
of these topics, which frequently present themselves in construction projects. In this
effort, neither this book nor any book can be exhaustive; hence, it is imperative that
those involved in the construction process obtain competent and timely counsel and
advice about construction-related legal issues pertinent to their particular project.
The objective here is simply to give the reader an overview of some of the more com-
monly occurrring legal topics, as well as the interpretation of principles governing
the duties and obligations of the parties to a construction project.

> POINTS TO REMEMBER

* The rights and obligations of the parties to a construction project are, in general,
first defined by their contracts.

* In general, parties are free to contractually allocate the risks, duties, and obliga-
tions associated with a construction project, so long as the parties do not violate
the law or public policy.

* An understanding of any contract often requires analysis of the written terms
and conditions as well as the application of the common law of contracts and
any statutes governing that particular transaction.

* Contract obligations and duties are also subject to implied obligations, such as
the duties of good faith and cooperation.

* In addition to contract law principles, the conduct of the parties to a construction
project will also be evaluated in light of the applicable law of torts.

* Tort liability can be based on conduct amounting to an intentional tort, negligence
(breach of the applicable standard of care), or strict liability reflecting public policy.

* In every jurisdiction, the construction project and the parties’ obligations are
also subject to myriad federal, state, and local laws and regulations.




ALTERNATIVE
CONTRACTING METHODS

Construction projects have traditionally been designed, bid, built, and paid for
(collectively, “delivered”) within a framework of strictly defined roles, relationships,
and procedures. The traditional structure for construction contracting has proved
effective overall, but perceived weaknesses or opportunities for improvement have
led to consideration and use of alternative delivery methods. These alternative meth-
ods include multiprime contracting, construction management contracting, design-
build contracting, and engineer-procure-construct contracting (EPC). Although these
methods have provided many advantages, they raise questions about the altered roles,
relationships, and procedures involved in these options.

Under some of these alternative approaches to construction, the classic rela-
tionship between the general contractor and its subcontractors can be dramatically
changed or eliminated altogether. Although the subcontractor’s actual work in the
field may be precisely the same as under the traditional approach, the subcontractor’s
relationship with the owner, the design professional, and other subcontractors may
be fundamentally changed. Indeed, the term “subcontractor” may no longer apply.
A subcontractor in the traditional model may become a trade contractor under a con-
struction management approach or a parallel prime contractor under a multiprime
contracting approach. Fast-track construction introduces additional uncertainties and
ambiguities about the roles of subcontractors and the rights and responsibilities of
various parties in the altered contractual structures.

The manner in which these alternative contracting methods diverge from traditional
practices and roles requires careful attention, to make certain that the advantages
sought through their employment are not lost through unanticipated problems and dis-
putes. Despite significant use of these alternative methods, questions remain about
how they affect otherwise established theories of liability among project participants.
Consequently, it is difficult and perhaps dangerous to make generalizations about the
impact of the alternative contracting methods on the role of the project participants.

10
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. TRADITIONAL APPROACH TO CONSTRUCTION:
ADVANTAGES AND DISADVANTAGES

The traditional project delivery method, like the family minivan, is dependable,
practical, and familiar. Construction industry professionals are familiar with the tra-
ditional construction contract structure and the roles of the parties under that struc-
ture: owner, design professional, independent general contractor, and subcontractors.
In the traditional structure, design and construction proceed sequentially, with con-
struction commencing only after the design is complete.

The process is initiated by the owner’s recognition of a need or an opportunity for
construction. The owner then contracts with a design professional to transform the
owner’s general concept ultimately into a complete set of plans and specifications for
the entire project—from site preparation to finishes. The prepared plans and specifi-
cations are then used to solicit bids or proposals from general contractors, who rely
on the scope of work defined by the plans and specifications as the basis for their
pricing and to solicit subcontractor quotes. Ultimately the construction contract is
awarded to one general contractor, usually the one with the lowest price. Typically,
the general contractor then procures subcontractors for those divisions of the work
that the general contractor will not perform with its own forces. After the owner
makes the site available and issues a notice to proceed, construction starts. The gen-
eral contractor’s work is financed by regular monthly progress payments from the
owner. The designer generally maintains a review and inspection role throughout
construction, but the owner continues to maintain control over both the design pro-
fessional and the general contractor.

The traditional approach and sequencing for construction are reflected in and
reinforced by industry customs and practices, by statutes, and by standard contract
documents. Although not welcome, the problems that arise are fairly predictable and
can be resolved through established procedures and remedies. It is well established,
for example, that the owner will generally be liable to the general contractor for
additional costs associated with defects in the project plans and specifications. The
subcontractors are responsible to the general contractor for their work but also look
to the general contractor, or through it to the owner, for resolution of problems. The
familiarity and predictability arising from long use of this traditional approach to
construction has generated standard procedures for obtaining insurance and bonding,
dealing with unexpected conditions, making changes, and generally resolving unfore-
seen contingencies. A well-defined model of rights, duties, and remedies is in place.

The traditional mode affords many advantages. It provides the owner with a com-
plete design and a stated maximum price before construction begins. Also, the owner
maintains exclusive control over the design professional and the contractor throughout
construction. The traditional approach to construction has generally proven reliable
and satisfactory.

Conversely, there are certain disadvantages to the traditional approach. The sequence
of completing the design before construction arguably is not the most effective use of
time and money. Waiting for a complete design before obtaining price commitments
from contractors or starting any construction may expose the owner to inflation and
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delayed occupancy. That long lead time also denies the owner the ability to react
quickly to changing market conditions and revised needs. Use of completed plans and
specifications to generate competition solely on a price basis may also be counterpro-
ductive. The practice tends to encourage contractors to employ the lowest acceptable
standards, and it frequently generates disputes as to what is acceptable under the plans
and specifications and what is an “extra” requiring additional payment. The manner in
which the traditional approach to construction relies so heavily on the owner’s manage-
ment of the design professional and the general contractor often presumes far greater
expertise than some owners may possess.

Certainly, none of these or other perceived shortcomings are fatal flaws. The gen-
eral success and effectiveness of the traditional approach to construction is evident.
Nonetheless, other approaches do suggest ways around those shortcomings. As alter-
native approaches are tested and applied, the roles and relationships of subcontractors
and others can change dramatically.

Il. MULTIPRIME CONTRACTING AND FAST-TRACKING

Multiprime contracting, sometimes referred to as parallel prime contracting, differs
from the traditional method of construction by displacing the general contractor. The
owner no longer contracts directly with one general contractor who, in turn, subcon-
tracts out portions of the work to various subcontractors. In multiprime contracting,
the owner contracts directly with a number of specialty or trade contractors that would
otherwise be the first-tier subcontractors in the traditional system. Each trade contrac-
tor is responsible directly to the owner for the performance of a discrete portion of
the work.

Cost saving is frequently cited as a justification for a multiprime contract-
ing approach. One source of savings is the elimination of the general contractor’s
markup and profit on a large portion of the construction costs. Further savings may
be available by employing multiple prime contractors in conjunction with other alter-
native approaches to construction, such as fast-track construction.! The hope is that
the compressed time frames associated with these techniques will save borrowing
costs, blunt the impact of inflation on the construction budget, or allow the owner to
use the project sooner.

Multiprime contracting is often employed with fast-track construction. Fast-track
construction phases the design and construction so that construction can begin on
preliminary items of work, such as site work, foundations, and even the structure, as
design of mechanical and electrical systems, interior partitions, and finishes contin-
ues. The goal of this phasing is to constrict the time required to complete a project
from commencement of design to final completion by overlapping the end of the
design process with the beginning of construction.

IThere is some ambiguity in the literature and in the trade about whether fast-track construction is the
same as phased construction. This chapter uses the terms synonymously.
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In many instances, however, the use of multiprime contracting is unrelated to
reducing the time of construction. Instead, the sequence of design and construction
may be the same as under the traditional approach, with no bidding or construction
on any of the work commencing until the entire design is complete. For example,
North Carolina public projects, which can be delivered under the multiprime system,
must be divided into at least four categories—(1) heating, ventilation, and air condi-
tioning, (2) plumbing, (3) electrical, and (4) general work relating to erection, con-
struction, alteration, or repair—and all aspects of the construction proceed largely
contemporaneously.” Regardless of the lack of any time savings, this approach to
multiprime contracting is promoted by subcontractors, who emphasize the cost ben-
efit of increased competition on multiple contracts and the elimination of the general
contractor’s markup and profit.

Although there are certainly benefits to be gained by the use of multiprime
contracting, experience counsels caution on the part of all parties. The most signifi-
cant hazard is the coordination problem that multiprime contracting seems to create.
Without a general contractor with clear responsibility for overall project coordina-
tion, some other party must fill that void and provide essential management, adminis-
trative, and scheduling functions. As the party bringing the trade contractors together
on the project, the owner, by implication, assumes the coordination duties and the
corresponding liability, just as the general contractor does with its subcontractors.
Scheduling and coordinating trade contractors on a major project is a formidable
task that some owners are ill equipped to handle. The owner that lacks the requisite
expertise and resources must recognize the need to pay someone else to perform such
services. By employing a competent construction manager, the owner can largely
offset its own lack of ability and expertise.

Unfortunately, some owners refuse to acknowledge the need for a single person
or entity with the expertise and authority to provide essential coordination in a mul-
tiprime approach. Instead, these owners simply seek to shift the responsibility and
liability for coordination to unwary trade contractors, who may not recognize the
scope of the undertaking. Owners have succeeded in shifting coordination respon-
sibilities by designating one of the multiprime contractors as being responsible for
project management and control® or simply by expressly requiring the trade contrac-
tors to coordinate with each other.* Owners are not always successful and can be
exposed to significant liability if they fail even to make an effort to coordinate.’

The coordination problems that accompany multiprime contracting are not limited
to the private sector.® Until recently, North Carolina required public entities to employ
multiprime contracting as the default delivery system for public building contracts. This
rigid system was unsatisfactory because many qualified general contractors, who would
otherwise fill the “general work” division under the North Carolina model, wanted no

IN.C. GeN. STaT. § 143-128(a) (2007).

3Broadway Maint. Corp. v. Rutgers, 447 A.2d 906 (N.J. 1982).

“Hanberry Corp. v. State Bldg. Comm’n, 390 So. 2d 277 (Miss. 1980).

3Id.; Broadway Maint. Corp. v. Rutgers, 447 A.2d 906 (N.J. 1982).

%See Sauer, Inc. v. Danzig, 224 F.3d 1340 (Fed. Cir. 2000) (describing the coordination challenges faced
on a federal government project).
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part of the coordination problems that plagued the state’s public projects. In order to
attract qualified general contractors to participate in public projects, North Carolina
amended its public procurement law and now allows separate-prime, single-prime, dual
bidding, construction management at risk, and “alternative contracting methods.”’

The amount of litigation over the issue of responsibility for coordination in a mul-
tiprime contracting approach to construction demonstrates that there is great uncer-
tainty about where ultimate responsibility will rest. The litigation also suggests that
uncertainty on a project about who is responsible for coordination will likely breed
problems with coordination. Experience also shows that even if a particular party
is designated as being responsible for coordination, that party must possess a “big
stick” for enforcement, usually in the form of some authority or substantial influence
on key management, scheduling, and payment issues. Without such enforcement
mechanisms, a project can quickly descend into chaos.

lll. CONSTRUCTION MANAGEMENT

Construction management departs from the traditional model of construction con-
tracting by replacing the general contractor with a construction manager that typi-
cally offers diverse expertise in design, construction, and management. Construction
management emerged as a method of project delivery in the late 1960s, but it did not
gain industrywide approval or broad use and support until the late 1970s. Although
there has been a tremendous growth in the use of construction management since its
inception, it appears to have leveled off in recent years.

Ironically, although construction management is used very much as a term of art,
it means different things to different people. The term actually describes a broad
range of services and contractual frameworks that may be applied to a particular
project. Consequently, great caution must be exercised when discussing construction
management, either in abstract terms or in terms of its use and impact on a particular
project, to make certain everyone is clear about the specific parameters of the concept
being discussed.

The role of the construction manager (CM) will be as diverse and extensive as the
expertise the individual or entity brings to the project, and based on the owner’s needs
on a particular project. The CM may be a general contractor hired to supervise and
coordinate work of specialty contractors during construction. The CM may also be
a multifaceted team—supervising design; having important input into site selection,
financing, and accounting; providing expertise in the areas of cost control, constructa-
bility reviews, value analysis, contract interfacing, and quality control; and serving as
supervisor and coordinator of construction activities. The CM may act exclusively
as the owner’s agent, having responsibility without risk, or may have to assume
some of the risks borne by the general contractor in the traditional model, such as
guaranteeing a maximum price for the project. Within these two extremes, there are

N.C. GEN. STAT. § 143-128(al) (2007).
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any number of variations or combinations of services provided, or roles filled by the
CM. Because general principles regarding construction management are lacking, and
because someone operating under a title and position designated as CM performs
many and varied roles, it is always necessary to examine the specific contractual obli-
gations undertaken by the CM and the owner through the contract at issue.

Generally, the CM’s role appears to depend on whether the CM most closely
resembles the design professional or the general contractor in traditional construc-
tion. CMs are usually either design professionals (i.e., architects or engineers) or
general contractors, but their approaches to construction management differ. The key
distinction is whether the risk of completing the project on time and within budget
has been shifted from the owner to the CM.

A. Agency Construction Management

The definition employed when a CM is described from a design professional’s
perspective usually involves construction management in its purest form—the CM
acts solely as the owner’s agent. In this pure form, generally referred to as agency
construction management, the CM takes no entrepreneurial risk for costs, timeliness,
or quality of construction, and all subcontractors contract directly with the owner.

The agency CM acts as the owner’s agent in supervising and coordinating all
aspects of the construction project from the beginning of design to the end of con-
struction. Since the agency CM is providing management expertise, the role of the
general contractor typically is eliminated. Because the agency CM assumes no finan-
cial risk of construction, however, the owner will directly enter into contracts with
the trade contractors. The agency CM may execute those contracts, but does so only
as the owner’s agent.

As discussed in the context of multiprime contracting, the owner’s direct contrac-
tual relationship with the specialty contractors required in the agency CM approach
changes the owner’s relationship to the construction process by creating increased
owner responsibility for coordinating and solving problems among the contractors.
Although the agency CM assumes some of this responsibility, the owner ultimately
may be liable to the specialty contractors if lack of coordination generates claims.
The owner may pursue rights against the agency CM for such extra costs based on the
agency CM’s failure to coordinate, but the owner’s ability to succeed in such a claim
is impeded by the fact that the agency CM generally does not guarantee a maximum
price for the construction; thus the owner bears the risk of cost overruns.

Contract documents produced by ConsensusDOCS and the American Institute of
Architects (AIA) provide some degree of standardization of the agency CM system.
Under the ConsensusDOCS series of documents, an owner’s separate contracts with
the architect, trade contractors, and agency CM consider the agency CM’s role in
assisting the owner in the design and construction phases. The AIA’s CM Adviser

8ConsensusDOCS 801 (2007 ed.); ConsensusDOCS 802 (2007 ed.); and ConsensusDOCS 803
(2007 ed.).
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Family of construction management documents is based on a similar premise, where
the owner has direct privity with the architect, agency CM, and contractors.’

B. Program Management

Construction management continues to evolve. Program management is a rapidly
emerging delivery model that arose out of the agency CM model. Program man-
agement is used most frequently where an owner, such as a school board, requires
multiple projects to be constructed within a certain time period. The program man-
ager’s role is tailored to the needs of the owner and, as yet, is not widely defined
by standard contract forms, although the ConsensusDOCS 800 (2007 ed.) provides
a standard Owner/Program Manager agreement and general conditions. The program
manager may provide design services; manage budgets; assist in selecting architects,
engineers, contractors, and subcontractors; monitor and oversee multiple projects;
and play a significant role in planning the owner’s program. The program manage-
ment model benefits from the institutional knowledge, experience, and synergies that
result from overseeing an entire building program.

C. Construction Manager/General Contractor

At the other extreme from the agency CM or the program manager is the CM that
offers its services during the design phase and then also acts as the general contractor
during the construction phase—the construction manager/general contractor (CM/
GC).!° This variation makes the CM/GC’s duties, rights, and risks ultimately resem-
ble those of a typical general contractor.

Industry forms exist for parties to use in an owner and CM/GC contracting method.
For example, the ConsensusDOCS Construction Management Contracts (500 Series)
provides a standard set of documents that recognizes the collaborative relationship
between the owner and CM/GC through all phases of the work.!!

The CM/GC also will become involved early in the project design. Although a
design professional remains solely responsible for the design in this construction
management model, the CM/GC will offer its practical construction expertise to sug-
gest more effective approaches to the design and methods to save costs. Such serv-
ices often are referred to as value engineering or constructability review.

Frequently, the CM/GC immediately begins estimating and scheduling functions,
both to expedite the design process and to provide the owner and design profes-
sional with feedback about the construction cost and time implications of the evolv-
ing design. Once construction is ready to commence, the CM/GC, very much like a
general contractor, will enter into fixed-priced subcontracts on its own behalf and not

°The AIA Construction Manager-Adviser Family includes: AIA A101 CMa (1992 ed.); AIA A201 CMa
(1992 ed.); AIA B141 CMa (1992 ed.); AIA B801 CMa (1992 ed.).

10ATA A121 (CM 2003) and ATA A131 (CM 2003) are used where the construction manager is also the
constructor.

'The ConsensusDOCS 500 series includes: ConsensusDOCS 500 (2007 ed.), ConsensusDOCS 510
(2007 ed.), and ConsensusDOCS 525 (2007 ed.).
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on the owner’s behalf. These subcontract prices, together with the CM/GC'’s costs of
performance and markups, will be the basis of the CM/GC’s guaranteed maximum
price (GMP). It is these two features—that the CM/GC binds itself to subcontracts
and to a GMP—which are the principal distinctions from the agency CM approach.

Although the CM/GC may be the party entering into the subcontracts, it is com-
mon for the owner to be afforded considerable involvement in selecting subcontrac-
tors. In addition, cost-reporting requirements often found in the CM/GC’s contract
with the owner require the subcontractors to provide more job cost information and
reporting than a fixed-price contract usually requires. Finally, consistent with the
CM/GC’s more extensive dealings with the design professional and owner, subcon-
tractors may perceive that the CM/GC is much more closely aligned with the owner
than is the case with a general contractor.

Once construction begins, the coordination duties owed to the subcontractors by
the CM/GC are virtually identical to those owed by a general contractor. Indeed,
as part of its contractually defined services, the CM/GC may assume even greater
coordination and scheduling responsibility than would a typical general contractor,
although these additional services would primarily be for the owner’s benefit.

IV. DESIGN-BUILD CONTRACTING: WHAT WORKS
TO AVOID DISPUTES

A. The Design-Builder’s Perspective

The “master builder” is again becoming prominent on the construction scene. An
increasing number of owners, both public and private, have turned to the design-
build project delivery method to fast-track the project and reduce overall project
costs. Although the traditional checks and balances that come with using a separate
designer and builder are sacrificed to some extent, the design-build method provides
the owner with a single point of responsibility for project design and construction.
In addition, the owner is relieved from responsibility for potential delays and costs
associated with design errors and omissions. To this extent, the method protects the
owner; but where does it leave the design-builder?

The design-builder is liable for both design problems and construction defects.
The design-builder warrants the adequacy of the design and agrees that the finished
project will meet certain performance specifications. At first glance, this level of risk
would seem unacceptable to most contractors and design professionals, but careful
project selection and definition, contract formation, and project control enable the
risks to be minimized and managed.

Obviously, projects must be selected that are within the expertise of the design-
builder. There are specialized design-build firms, as well as contractors and design
firms owned by the same companies, that work as a team on design-build projects.
A contractor without design capabilities, however, should not automatically shy away
from design-build opportunities. Design-builders take a variety of forms, and often
the design professional part of the organization is a subcontractor or joint venture
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partner of the contractor. Similarly, the design professional can retain the contractor
as a subcontractor, or both the design professional and the contractor can act as sub-
contractors to a CM.

Regardless of the form chosen by the design-builder, the single most important
step in the project is to arrive at a mutually understood and agreed definition of the
project with the owner. Once the project definition, parameters, and requirements
are established, the contract documents must be prepared consistent with the mutual
expectations of the owner and the design-builder.'? The design-builder can then limit
its risk with contract clauses limiting or fixing damages to a specific amount—say,
the amount of the design-builder’s fee—or excluding certain types of damages, such
as lost revenues or consequential damages. In addition, a contingency fee can be
used as a component of the GMP, to be used to absorb unanticipated cost growth.
Cost overruns or savings can be addressed in such a way that all parties have an
incentive to ensure cost-effective results.

If the design-builder is composed of different design and construction entities, it
is important that the respective roles, responsibilities, and liabilities are clearly estab-
lished. Often, breakdown of the design-builder costs and fees between designer and
contractor will be necessary for licensing and insurance purposes. Design profes-
sionals will want to limit their risk to the design portion of the work, for which they
can obtain professional liability (i.e., errors and omissions) insurance. Likewise, the
contractor will need to restrict its exposure to completion of the project in accord-
ance with the design so it can obtain any necessary bonds. Finally, design-build team
members may wish to provide for cross-indemnification of each other for any claims
arising out of the other team member’s work.

The ConsensusDOCS 300 (2007) Tri-Party Agreement brings the parties even
closer together. This agreement recognizes a collaborative project delivery method
where the owner, designer, and constructor are all parties to the same agreement. In
this agreement, many of the decisions are made by a management group consisting of a
representative from each of the parties. Those decisions are designated as “safe harbor”
decisions, with the parties releasing each other from any liability for those decisions,
as long as there is no willful default of an obligation under the agreement. Beyond the
safe harbor decisions, the parties are liable for their own negligence and breaches of
contract. And finally, where allowed by law, the ConsensusDOCS 300 allows both the
designer and the constructor to limit their total liability under the agreement.'

Careful contract formation with anticipation of the possible areas of exposure
allows contractors or design professionals to again assume the role of master builder.
An understanding of what design-build is, how it works, and how the various parties
can protect their respective interests hopefully will result hopefully in more profitable
opportunities.

Industry standard forms can provide a starting point for drafting or tailoring appropriate design-build
contract documents. The American Institute of Architects, the Engineers Joint Contract Documents Com-
mittee, and ConsensusDOCS all have comprehensive contract documents and related forms for project
management for both traditional and alternative contracting methods.

13ConsensusDOCS 300, 99 3.8.2, 11.5, 11.6n (2007 ed.).
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Every proposed design-build project should be methodically reviewed to assess
the possible risks. Issues to be addressed by the design-builder include:

(1
2
3)
“4)
)
(6)
(M
®)
)
(10)
(11
(12)
(13)
(14)
(15)
(16)
(17
(18)
(19)
(20)
(2]
(22)
(23)
24
(25)
(26)
27

Selection of the owner

Project definition and performance expectations
Qualifications and experience of team members
Contractual relationship of team members
Licensing concerns

Insurance and bonding

Responding to the request for proposals (RFPs)
Innovativeness of the proposal

Flexibility of contract with owner

Design review

Handling of tenant or user input

Scheduling

Trade contractors

Cost control

Quality control

Changes to the work

Differing site conditions

Environmental remediation risks
Contingencies

Allowances

Shared savings

Responsibility for cost overruns

Design errors and omissions

Construction defects

Limitations of liability

Delay damages

Preventing and resolving disputes

B. The Owner’s Viewpoint

The design-builder also needs to understand the owner’s approach and perspective
on the design-build project. To the owner, there is no better method of project delivery
than design-build. Since the design-builder is responsible for both design problems
and construction defects, the owner can avoid the traditional trailer battles between
its design professional and its contractor. Free at last of the dreaded Spearin doctrine
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and its implied warranty of fitness of the plans and specifications,'* the owner can
relax and enjoy a viewer’s perspective on its project as it moves from design through
construction to completion. Finally, design-build provides a method of designing
and constructing a project that permits the owner to avoid the three dreaded plagues
of construction projects: changes, claims, and disputes.

The design-build method is so enticing to owners that the dollar volume of design-
build projects continues to grow every year. An increasing number of public and
private owners have elected to go design-build because it allows for the fast-tracking
of projects without the risk of cost and time impacts due to defective or untimely
completion of design elements.!® Design-build works! Sometimes.

Design-build works when the owner knows what the desired end product is and
adequately communicates that information to the design-builder. The single most
important aspect of a successful design-build project is the preparation of the project’s
scope of work. The owner must adequately define the project. If a comparable project
can be identified, the owner should specify this in the scope of work in order to
give the design-builder a better idea of the owner’s project definition. Although this
description is too general for construction, it allows the design-builder to understand
the nature of the project.

If the owner does not have in-house capability or consulting professionals, the
required clarity of scope may be lacking. The owner must have preestablished and
definitive design criteria identifying the project requirements before the project can
evolve toward design and construction. Adequate project definition at this stage rep-
resents the best opportunity for the owner to protect itself on the project.

If the owner is going to obtain competitive proposals on a design-build project, it
must establish a clear program of requirements and performance specifications. This
is commonly done through an RFP. Guidelines should be established that allow an
apples-to-apples comparison of the proposals received. The RFP should set out the
scope of work and the criteria to be used for selection of the design-builder. It helps
both the owner and design-builder if the RFP includes, at a minimum:

* The size and character of the project

* Technical scope of work

* Budget and financial considerations

* Schedule requirements

* Requirements and timing for establishing the price

* Provisions for value engineering and alternates

* Performance standards and guarantees

* Quality control/quality assurance requirements

* Operations, maintenance, and life-cycle considerations

YUnited States v. Spearin, 248 U.S. 132 (1918).
15As of October 2007, 67 design-build bills were considered in 26 states of which 21 were signed into
law. See www.dbia.org.
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* Liability, warranty, licensing, and bonding requirements
* Clarification of the consequences of nonperformance or late delivery
* Clear guidelines for selection of the successful proposer

Thoroughness in the preparation of the RFP allows the owner to define the project
and to develop overall priorities in terms of spatial and system requirements, cost,
design excellence, size, construction quality, schedule, and life-cycle costs. The more
specifically the scope of work and priorities are set out in the RFP, the better the com-
pleted project. Evaluation criteria should be clearly set out in the RFP. If the evalu-
ation criteria are weighted or are set up in priority order, the proposal needs to be is
structured to emphasize the owner’s priority items. The owner should provide a clear
scope of work to the design-builder.

Inadequate or erroneous information in the RFP is one of the more common
sources of disputes and can be costly to the design-builder. In United Excel Corp.,'®
the Veterans Affairs Board of Contract Appeals (VABCA) rejected a design-builder’s
claim for $120,000 that it incurred as a result of conflicting heating, ventilation, and
air conditioning (HVAC) specifications in the RFP. The design-builder, United Excel
Corp. (UEC), knew that some portions of the specifications called for aluminum
ceiling diffusers and other portions called for more expensive stainless steel diffus-
ers. UEC did not raise the conflict with the Department of Veterans Affairs (VA)
when UEC submitted its response to the RFP.

When it came time to install diffusers, the VA insisted that UEC install the more
expensive stainless steel diffusers. UEC performed the work under protest and filed
a claim seeking an equitable adjustment for the difference in cost between stainless
steel and aluminum diffusers. The VA argued that UEC was barred from recovery
because UEC knew of, but failed to inquire about, the aluminum/stainless steel dis-
crepancy. The VA’s defense was based on the contra proferentum rule, where ambig-
uous specifications are construed against the government unless the contractor knew
of the ambiguity or the ambiguity was so glaring or obvious as to be a “patent”
ambiguity. A corollary of this rule is that a contractor will be barred from recovery
if the contractor knew or should have known of the ambiguity but failed to inquire
about it. UEC argued that the contra proferentum rule did not apply in the design-
build context. UEC argued that the RFP drawings and specifications established only
“design parameters” and UEC was therefore entitled to choose aluminum diffusers
as the most economical way to achieve the design intent.

The VABCA rejected UEC’s argument, holding that UEC was not relieved of
its obligation to inquire about the discrepancy. The VABCA was not persuaded by
UEC’s design-build argument, stating that “a design build contract shifts risks to a
contractor that a final design will be more costly than the bid price” and that the tra-
ditional rules of contract interpretation apply to design-build contracts.

16VABCA No. 6937, 04-1 BCA 9 32,485.
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‘/ DESIGN-BUILD PROJECT CHECKLIST FOR OWNERS

The prudent owner should consider the following issues in evaluating whether to
use a design-build project delivery system:

» Exculpatory language and risk-shifting clauses are potentially helpful to the
owner. The best way for an owner to protect itself on a design-build project,
however, is through complete and precise project definition. Develop that defi-
nition with input from design professionals, construction professionals, opera-
tional personnel, maintenance personnel, tenants, and users.

If there are no statutory restraints, pre-qualify potential design-builders and
develop a short list of the most qualified teams. Establish clear guidelines for
selecting the design-builder and adhere to those guidelines.

Structure the RFP so that the would-be design-builders can understand the
project definition, including all important elements of the project.

Include the contract documents in the RFP. Inform the candidates that selection
will be based on qualifications, technical quality of proposal, and responsive-
ness to invitation (including proposed contract documents).

Tailor the contract documents to the particular project. Each project is unique,
and this should be recognized during contract formation. Do not use a standard-
form contract without modification.

There is no justifiable reason for the design professional to disclaim its pro-
fessional responsibility to the owner on a design-build project. For example,
AIA Document A141 purports to extinguish any professional obligation of the
designer to the owner. Modify this standard-form language to specifically pro-
vide that the owner is an intended third-party beneficiary of all contracts for
design or engineering services and all subcontracts, purchase orders, and other
agreements between the design-builder and third parties.

Limit the owner’s obligations under the contract. Modify the contract, if prac-
tical, to require that the design-builder obtain all permits, conduct all geo-
technical testing, and perform any environmental assessments. If the owner
retains responsibility for the site conditions, the old problems—extra costs and
delays—caused by inaccurate information can again plague the design-build
project. The design-builder is supposed to be the single point of responsibility.
Any responsibilities, aside from payment, that remain with the owner tend to
vitiate the desired “one-stop shopping.”

Require adherence to the contract timetable, including owner established milestones.
Eliminate any standard-form language inconsistent with the design-builder’s obli-
gation to complete its work in strict accordance with the contract requirements.

Structure payment terms so that the owner has an adequate time to verify, proc-
ess, and fund any applications for payment. Establish procedures that will be
used for payment and allow for any anticipated slippage in payment due to
lender, grantor, or third-party involvement. Also, specify the rate of interest that
will be assessed for any late payments.
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* Set out the owner’s termination rights, specifically establishing the owner’s right
to terminate the design-builder for default or at the owner’s election (conven-
ience). Limit the owner’s liability in the circumstances of a termination even if a
default termination is later determined to have been improper.

Require the design-builder to include all its costs within the GMP or lump-sum
price. Eliminate separate reimbursable items, contingencies, or allowances that
are not included within the contract price.

3

Design-build projects are scope-driven. Tailor exculpatory language to the par-
ticular project. Include a no-damages-for-delay clause for general application
but also specifically tie anticipated delays to any remaining owner responsi-
bilities. Similarly, clearly establish the design-builder’s responsibility for the
performance of equipment, processes, and components. Require the design-
builder to verify the appropriateness of any equipment, process, or component
for achieving the desired performance criteria.

Do not allow the design-builder’s proposal to become a contract document unless
it contains no qualifications, no exceptions, no ambiguities, no exclusions, no
limitations, and no language contrary to the contract documents. Instead, set out
the specific scope of work—that is, technical specifications; drawings by draw-
ing number and date; and other pertinent equipment, material, component, and
finishes information. Too often the proposal and “killer” contract documents
that have so lovingly been created will be contradictory or create ambiguities in
the owner’s desired contractual scheme.

Require the design-builder to provide all insurance, including a design professional
project policy with an extended discovery period. The advantage of the project policy
is that it reserves coverage for that particular project, so that coverage will not be
reduced by other claims or be subject to cancellation when the project is completed.

3

Require the design-builder to provide sufficient guarantees of performance of
the work and payment to its subcontractors. The design-builder should provide
performance and payment bonds or some alternative (and acceptable) form of
security to the owner.

Set out a procedure for any project change orders. Establish a strict timetable for
notice to the owner, and require contemporaneous submission of cost and time
impact documentation. Control the change order process with procedures that
are actually implemented.

Do not allow the design-builder to limit its liability, disclaim guarantees or
warranties, or otherwise vitiate its responsibility as the single-source responsi-
ble party. If anything, the design-builder’s responsibility (and liability) should
be greater than the sum of the contractor’s construction responsibility and the
designer’s design responsibility.

Do not meddle with the design after the GMP has been established, unless abso-
lutely necessary. After the GMP has been established, any design modification
puts the owner at risk in terms of cost and time to complete.

3

Do not allow the owner’s program consultant, staff personnel, or users to alter
or modify the scope of work. To the extent that the program consultant requires
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any change in quantity, quality, means, methods, techniques, sequences, or pro-
cedures, the owner can be liable.

* Do not provide any equipment, materials, or components. If the owner does,
then to the extent late deliveries are experienced, the single-source responsibil-
ity of the design-builder is lost, and potential exposure to changes, claims, and
disputes returns.

* Once the owner has the design-builder indeed performing as the single-source
responsible entity, the owner should provide some incentive to the design-builder.
Shared savings, with a percentage going to the design-builder, or bonuses for
early completion, should be considered. In such a way, owners can demonstrate
that they are being fair.

C. The Successful Design-Build Project

What works to avoid disputes on design-build projects is what works to avoid dis-
putes on traditional projects: a fair allocation of risk, reasonable interpretation of the
contract, a clear scope of work, acknowledgment of responsibility, acceptance of
change, and good-faith cooperation between the parties. The design-build method
of project delivery is not a panacea for the perceived ills of the construction market-
place, nor is it a substitute for adequate design and sound construction management.
The design-build method is simply an alternative manner of providing the owner
with a high-quality project, on time and within budget—if the project participants
will commit the necessary time and resources to project definition, definitization,
and actualization.

D. Design Professional Liability Issues in a Design-Build Project

In many design-build projects, the architect or engineer enters into a subcontract with
the design-builder. The fact that the design professional is one step removed from the
owner does not mean the design professional is off the hook for design defects. In
fact, the design professional must exercise a greater deal of caution when venturing
into the less settled realm of design-build.

One source of unanticipated or increased risk to the design professional is the
construction contract itself. For example, under the Subcontract between the Design-
Builder and Designer, issued by the Design Build Institute of America (DBIA),"”
the design professional may be held to performance standards that exceed the indus-
try standard of care. The DBIA subcontract also requires the design professional to
make site visits to “determine if the construction is proceeding in accordance with
the Construction Documents.”!'® If this requirement is not altered, the design profes-
sional could face liability for defective work.

"DBIA Document 540, §2.2.1.
1874, at 9 2.7.6.
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The design professional must also be cognizant of tort liability. In many jurisdictions,
the design professional may be liable not only to the party with whom it contracted but
to third parties (such as the owner) who could foreseeably be injured by the professional
negligence. Consequently, it is possible for an owner to bring a claim directly against
the design professional even where there is no privity of contract. The net result is the
same as under the traditional system: The design professional may be liable both to the
owner and to the builder.

Licensing laws present another source of liability for architects or engineers
involved in design-build projects. Licensing laws are a simpler matter in the traditional
delivery system, where the functions of the contractor and the design professional
are neatly compartmentalized. In design-build, however, the design professional may
wear one of many hats. For example, the architect or engineer might form a joint ven-
ture with a contractor to act as the design-builder and, in turn, subcontract its design
services to the joint venture. The design professional might lead the design-build
team by contracting directly with the owner and then subcontracting the construction
portion of the work to one or more contractors.

Under each of these scenarios, the design professional must check the state licens-
ing laws governing architects, engineers, contractors, and subcontractors. State laws
governing the formation and authority of business organizations, such as joint ven-
tures and professional corporations, must also be checked if the design professional
intends to form a joint venture or other entity as part of the design-build team. The
language of the design-build contract should also be analyzed to ensure that the design
professional does not promise to perform services that would violate licensing laws.

V. DESIGN-BUILD ASPECTS OF TRADITIONAL CONSTRUCTION

Even within the traditional design-bid-build approach, contractors must be aware of
the extent to which they can assume design-build responsibility through perform-
ance specifications, the shop drawing process, and clauses that impose design review
responsibilities on the contractor.

A. Performance Specifications

Specifications fall into two general categories: performance specifications and
design specifications. Design specifications precisely describe the work the contractor
is to accomplish, including dimensions, tolerances, and materials. The design specifi-
cations are the “recipe” the contractor is required to follow in constructing the work.
Performance specifications do not tell the contractor how to accomplish the result
but only dictate what the result must be. This distinction is of critical importance,
because design liability under performance specifications is generally allocated as
it would be if the entire project were design-build. The contractor is responsible for
all the costs associated with achieving the end result described in the performance
specifications.
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Often a specification is not exclusively a performance specification. Instead,
the desired end result is described, but at least some design information is offered.
When problems result from the contractor’s inability to meet the performance criteria
using the design data provided, liability for the design defect is unclear.! Liability
ultimately may be allocated on the basis of which party had superior knowledge.
A contractor, on its own or through some specialty subcontractor or supplier, may
be deemed to have sufficient knowledge to recognize the conflict between the design
outlined and the performance required, so that the defect constituted a patent defect.
In such a case, the contractor is, at a minimum, required to call the defect to the
attention of the owner. In Brunson Associates, Inc.,’° the owner’s lack of superior
knowledge was a factor in holding the design-build contractor liable for a design
defect that caused two fabric structures to collapse simultaneously.

In Regan Construction Co. & Nager Electric Co.*' the project specifications
included performance criteria for air-handling units. At trial, the contractor proved
that the only air-handling unit on the market that met the performance criteria was
the one provided by the contractor. Unfortunately, that unit did not fit into the space
allotted for the air-handling unit in the overall design. Thus, although the contractor
could establish that the performance specification was defective within the context
of the overall design, the contractor was nonetheless found liable for the extra cost
associated with accommodating the unit because the contractor should have discov-
ered the conflict earlier and called it to the owner’s attention.

Contractors need to know the risk of performance specifications that may take
somewhat unconventional forms. Florida Board of Regents v. Mycon Corp.?* involved
what appeared to be a “brand name or equal” specification for architectural concrete.
Under the specifications, the contractor was to “provide a skin plate with a smooth,
non-corded ‘true-radius’ forming surface, equal to that manufactured by Symons.”
The contractor used the referenced Symons system not only for the “skin plate”
but also throughout the project, thinking that a Symons forming system would pro-
vide a suitable result. The owner concluded, however, that the concrete work failed
to achieve the required tolerances. The contractor argued that its use of the specified
Symons system was subject to the owner’s implied warranty of the adequacy of the
specifications so that the contractor could not be liable if the finished product did not
meet specifications. The Florida Court of Appeals disagreed.

The court initially noted that if only one brand of product was specified so that
the contractor had no discretion but to use that one product, then the owner’s implied
warranty of the specifications would apply and the contractor would be entitled to
relief. Moreover, the court recognized that if there were true “or equal” language
in the contract, the contractor could meet the contract by proposing a system equal
to the brand specified. In this case, however, the court pointed out that the “or equal”

YSee, e.g., M. A. Mortenson Co., ASBCA No. 39978, 93-3 BCA 9 26,189 (owner forced to pay for extra
structural concrete and steel despite contract status as design-build project, because owner provided con-
ceptual design for project).

20ASBCA No. 41201, 94-2 BCA 26,936.

2IPSBCA No. 633, 80-2 BCA 1 14,802.

22651 So. 2d 149 (Fla. Dist. Ct. App. 1995).
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references in the specifications related solely to the “skin plate” portion of the work,
not to the entire steel concrete forming system that would need to be used on the
project. Although the court appeared to agree that there was an implied warranty of
the plans by use of the Symons system in connection with the “skin plate,” the con-
tractor nevertheless had to meet the specific tolerances for other concrete surfaces,
and there was no representation in the contract that the Symons forming system
would be adequate for such other work.

B. Shop Drawings

Shop drawings are an essential element of construction, bridging the gap between the
design set forth in the plans and specifications and the details and specifics necessary
to fabricate material and install the work in the field. There is the ever-present risk
that, in translating the design to shop drawings, the contractor may intentionally or
unintentionally alter the design. If that occurs and the change results in a design defect
impacting construction, the contractor assumes the liability for that defective design
even if the design professional generally approved the shop drawing incorporating the
change.

Most construction contracts contain a shop drawing clause which states that the
design professional’s approval does not relieve the contractor from responsibility for
complying with the plans and specifications.?® Unless there is some basis to argue
an ambiguity in the plans and specifications, this clause likely will shift responsibil-
ity to the contractor for any changes to the design via the shop drawing process, at
least as between the owner, contractor, and designer.>* The design liability for such
changes can, however, be shifted back to the owner and designer if the changes are
clearly identified and called to the attention of the owner or the designer that reviews
and approves the shop drawing.?® Standard contract clauses state that changes in or
deviations from the plans and specifications must be specifically identified in writing
as changes and deviations and must be specifically approved. The ConsensusDOCS
300 Tri-Party Agreement (2007 ed.) strikes a more even balance, requiring the con-
structor to conduct constructability reviews in collaboration with the designer.¢

The numerous factual issues involved in what constitutes a change or deviation,
whether it was sufficiently highlighted as such to the designers and whether there
was specific acceptance and approval, are all fertile ground for disagreement and liti-
gation. Structural steel shop drawings, including the detailing of fabrication, erection
plans, and welding details, as compared to information contained in the structural
drawings and specifications, generate a tremendous number of disputes because the
stakes are so high and the technical issues so complex. Steel fabricators and erectors
frequently feel that an unreasonable amount of design responsibility is being shifted
to them, as they perceive that structural drawings omit much critical detail is neces-
sary to fabricate and install the structural steel frame.

ZSee ATA A201, § 3.12.6 § 3.12.8 (2007 ed.); EJCDC C-700, § 6.17 (2007 ed.).

%4See, e.g., Fauss Constr. Inc. v. City of Hooper, 249 N.W.2d 478 (Neb. 1977).

BSee, e.g., Montgomery Ross Fisher & H. A. Lewis, GSBCA No. 7318, 85-2 BCA 7 18,108.
26See ConsensusDOCS 300, 9 6.15 (2007 ed.).
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The extent of the problems and pressures described by steel fabricators is not
imagined. The seriousness of the problem is highlighted by the infamous 1981
Kansas City Hyatt disaster that killed 114 people and injured 186 others when two
walkways collapsed. In one of the resulting lawsuits the Missouri Court of Appeals
held that the design of a structural steel connection could not be delegated to the steel
fabricator. To have done so was grounds for revoking the license of the professional
engineer, who was deemed to be grossly negligent for making only a cursory review
of the involved shop drawings.?’

Another area of frequent dispute in the shop drawing process involves dimen-
sional errors in the plans and specifications. Standard shop drawing clauses require
the contractor to verify field dimensions when preparing shop drawings. A failure to
verify existing field conditions can therefore transfer liability for dimensional errors
on the plans from the owner to the contractor even if the owner’s designer included
the erroneous dimensions in the original design and approved the shop drawing that
repeated the erroneous dimension.?®

C. Secondary Design Review

Compliance with performance specifications and providing details in the shop draw-
ing process are affirmative acts that, it is hoped. alert the contractor to potential
design liability. There are other standard contract clauses, however, that seek to shift
design responsibility to the contractor. These clauses are based not on the contractor’s
actions but on the contractor’s failure to take affirmative action to identify and correct
design defects. Such boilerplate language generally is unnoticed and often not even
an issue. Unfortunately, if there is a major design bust and more than enough dam-
ages and blame to go around, the contractor is likely to hear arguments that assumed
liability through these stealthy risk-shifting clauses.

D. The Interpretations Clause

Plans and specifications often lack all details and specifics necessary to translate
the design into construction—hence the need for shop drawings and material and
equipment submittals. The requirement for the contractor to detail the design for
construction purposes may also require the contractor to fill in the gaps of the design.
Recognizing that all details cannot be addressed, many construction contracts contain
a catchall clause requiring the contractor not only to supply and construct the work
specifically set forth in the plans and specifications but also to furnish all necessary
labor and materials that may be “reasonably inferred” from the plans and specifica-
tions in order to achieve a complete and functional project.?’ Disputes over the cover-
age of this clause frequently involve responsibility for piping and control wiring and

2T Duncan v. Mo. Bd. for Architects, Prof’l Eng'rs & Land Surveyors, 744 S.W.2d 524 (Mo. Ct. App. 1988).
28 KAM Elec. Enters., VABCA No. 2492, 89-1 BCA 9 21,558.

2 See AIA A201, § 1.2.1 (2007 ed.); EJCDC C-700, § 3.01 (2007 ed.); and ConsensusDOCS 300, 4 3.7
(2007 ed.).
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whether the contractor is responsible to provide them at no additional cost. The stakes
can be considerably higher than simply the cost of the omitted detail, if the omission
of the procurement or installation creates a major delay to the project or requires
completed work to be torn out.

What the contractor must provide is tied to the circumstances of the project
and what a reasonable contractor would do. If a reasonable contractor would have
included the work in its bid, or at least should have inquired about it, then the contrac-
tor generally will be responsible for the cost of providing the work, regardless of the
fact that the work was not detailed in the plans and specifications.

E. Identification of Patent Defects

Even the most carefully designed and engineered project is not going to be perfect.
The plans and specifications are too voluminous to eliminate all errors. In recognition
of this reality, many construction contracts attempt to impose on the contractor the
responsibility to review the design and to call to the attention of the owner or design
professional any errors or omissions it finds.3° Failure to disclose such errors renders
the contractor potentially liable for them. Under AIA A201, the contractor’s liabil-
ity extends only to those errors that the contractor knowingly fails to report. Simi-
larly, under ConsensusDOCS 200, the contractor is not liable for errors, omissions,
or inconsistencies in the contract documents unless the contractor “recognized and
failed to timely report to the Owner any error, inconsistency, omission, or unsafe
practice” discovered in the contract documents.>! The ConsensusDOCS 300 Tri-
Party Agreement does not relieve any party from performance in accordance with the
terms of their respective standard of care.*

Apart from the ConsensusDOCS Tri-Party Agreement, these clauses basically
shift the liability for defective design for patent or obvious design defects to the
contractor, while maintaining the owner’s liability for hidden defects. What is patent
or obvious will depend on the specific circumstances of the project and the relative
expertise of the contractor.

F. Compliance with Permits, Codes, and Regulations

The design professional must design the project in accordance with applicable build-
ing codes and regulations. In most construction contracts, the contractor also assumes
a separate and additional duty to obtain necessary permits and comply with appli-
cable building codes and regulations.>® These clauses are intended primarily to hold
the contractor liable for construction means and methods. But they can also be used
to hold the contractor liable for design defects arising from conflicts with building
codes. As a practical matter, however, the contractor will not assume such liability
unless the design defect was patent and the contractor failed to notify the owner.

0See, e.g., AIA A201, § 3.2.1 (2007 ed.); EICDC C-700, § 3.03 (2007 ed.).
31ConsensusDOCS 200, §3.1.2 (2007 ed.).

32ConsensusDOCS 300, 9 6.15 (2007 ed.).

BSee, e.g., AIA A201, § 3.7 (2007 ed.); EJCDC C-700, § 6.09 (2007 ed.).



30  ALTERNATIVE CONTRACTING METHODS
VI. CONTRACTOR LIABILITY ISSUES

In the traditional system, the design professional is responsible for design deficiencies.
As the single point of contact for the owner, however, the design-build contractor may
be required to bear not only its own costs incurred because of a defect but also those
extra costs incurred by the owner or other parties arising out of the design defect.

Some owners are attracted to design-build contracts for the very reason that such
contracts relieve the owner from being caught between its design professional and
its contractor with respect to design disputes.>* In addition to assuming the risks of
defects and design, the design-build contractor also assumes the risk that construc-
tion will cost more than originally anticipated. As long as the performance criteria
provided by the owner are not impracticable, a design-build contractor may be forced
to bear the extra cost of its performance due to extended construction time.

One way that a contractor performing under the traditional design-bid-build
delivery method may also assume a degree of design liability is by the owner’s use of
performance specifications or criteria. Although performance specifications dictate
the results to be achieved by the contractor, they do not tell the contractor how to
accomplish the desired results. Consequently, the contractor is responsible for the
costs associated with achieving the end result specified.

Conflict may exist between design and performance specifications. If the contractor
recognizes (or should recognize) such a conflict among the performance specifica-
tions, the contractor must notify the owner and the design professional in order to
avoid potential liability due to the conflict. For example, in Regan Construction Co.
& Nager Electric Co.,>® performance criteria provided by the owner for air-handling
units could be met only by one particular unit on the market, which the contractor
incorporated into the construction. The unit, however, did not fit into the space allot-
ted for it by the design. As a result, the contractor incurred extra costs associated with
accommodating the unit. In an action against the owner, the board of contract appeals
held that the contractor assumed the risk of extra costs, reasoning that the contractor
could have calculated that the specified unit would not fit in the space provided, based
on the contract drawings, before it ordered the air-handling unit.?’

Another specification issue that may give rise to contractor design liability involves
the use of a “brand name or equal” specification by the owner. Use of the specified
brand-name product by a contractor does not necessarily or automatically relieve the
contractor of liability for noncompliance with applicable performance criteria. In
other words, a design defect that results from a contractor’s use of a brand name as

34 Mobile Hous. Env'ts v. Barton & Barton, 432 F. Supp. 1343 (D. Colo. 1977) (“turn-key” contractor and
replacement both responsible for design liability).

35 Appeal of Ruscon Constr. Co. Inc., ASBCA No. 39586, 90-2 BCA ¥ 22,768.

36 PSBCA No. 633, 80-2 BCA 1 14,802.

37 See also Modern Cont’l S. v. Fairfax County Water Auth., 70 Va. Cir. 172 (Va. 2006) (firmly placing
the ultimate responsibility for errors in the contract documents and the risks associated therewith on the
contractor, as provided for in the contract); and D.C. McClain, Inc. v. Arlington Co., 452 S.E.2d 659 (Va.
1995) (contract documents which did not allow adequate room for on-site installation of post-tensioning
apparatus did not relieve the contractor of obligation to obtain easements necessary to install apparatus).
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specified in a “brand name or equal” specification does not necessarily fall within the
owner’s implied warranty of the adequacy of the specifications. If the contractor has
a choice of products, the contractor may bear the burden of compliance.*®

As noted, one of the common duties of a design professional is to review and
approve contractor submittals, including shop drawings. If shop drawings prepared
by the contractor require a change to the original design, however, the contractor still
may be held responsible for impacts to the overall construction caused by problems
with that change even though the design professional has appoved the change.®® It
may, however, be possible for the contractor to effectively reduce the risk of this type
of design liability by immediately bringing any shop drawing—related design modifi-
cations to the attention of both the owner and the design professional.

Sometimes the limits of risk shifting related to substitutions are established by
statute so that an architect’s approval of the contractor’s suggested substitution may
not relieve the contractor of some warranty obligations. In Leisure Resorts, Inc. v.
Frank J. Rooney, Inc.,** a contractor suggested the substitution of an air-condition-
ing unit on a condominium project. The substitution was approved by the architect
and the engineer. When many of the units failed to perform, several condominium
unit owners filed a class-action lawsuit against the developer who, in turn, sought
indemnity from the contractor in a third-party action. The court held that although
developers are subject to statutory “warranties of fitness or merchantability for the
purposes or uses intended,” the contractor’s statutory warranty is to provide work
and materials that “conform with the generally accepted standards of workmanship
and performance of similar work.”*! In short, although the contractor had a duty to
provide acceptable materials, it did not have a duty to evaluate broader issues of suit-
ability of those materials for the purpose intended. Presumably, that would fall to the
developer and the developer’s design professional.

Finally, contractors should be wary of standard contract clauses that expose them
to potential liability for design defects. Many contracts contain catchall clauses,
which, for example, could require the contractor to supply any and all labor and
materials that can reasonably be inferred from the plans and specifications as being
necessary to achieve a complete project. If the contractor fails to provide such labor
or materials, and a defect results, the contractor may be held liable.

Vil. ENGINEER-PROCURE-CONSTRUCT

Engineer-procure-construct (EPC) has emerged as a popular delivery method across
many construction industry sectors. Indeed, the terms “EPC” and “design-build” often
are used interchangeably. EPC is similar to design-build in that an owner contracts

3Fla. Bd. of Regents v. Mycon Corp., 651 So. 2d 149 (Fla. Dist. Ct. App. 1995).

¥See generally Fauss Constr., Inc. v. City of Hooper, 249 N.W.2d 478, 481 (Neb. 1977).
40654 So. 2d 911 (Fla. 1995).

41d. at 914.
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with a single entity for the entire project. Thus, the EPC contractor assumes the
project’s corresponding business risk. The parties to an EPC contract must consisder
the same issues that apply to design-build contracts.

EPC is widely used in industrial projects (i.e., major utilities projects and man-
ufacturing facilities). Because these projects may take several years to complete,
scheduling and sequencing are key to the success of an EPC project. The owner
normally contracts with a consultant and the EPC contractor. Generally the EPC
contractor self-performs most of the construction work while subcontracting some
of the trade construction work. The EPC contractor then contracts with material sup-
pliers for the major equipment purchases. In some cases, the EPC contractor is a
major equipment supplier that in turn subcontracts the construction and equipment
installation work.

There are no generally accepted form EPC contracts. The contract forms from the
International Federation of Consulting Engineers (FIDIC) are gaining in popularity
but still are not widely used. As a result, contracts for each EPC project are different,
and must be carefully negotiated in order to arrive at a middle ground. EPC contrac-
tors should be aware that owner-provided EPC contracts undoubtedly will favor the
owner. The EPC contractor should review the owner generated contract carefully to
ensure that it does not take on unnecessary risk.

Performance requirements provide the key difference between a design-build project
and an EPC project. The technical scope of work and the project definition provide the
primary risks associated with an EPC project. Many owners minimize the risks associ-
ated with the scope of work by using performance specifications or output/through-
put criteria that require the EPC contractor to achieve certain performance standards
through any means or process selected by the EPC contractor. EPC projects and design-
build projects share many of the same contractual issues. But because of the high-tech
nature of EPC projects—and thus the heightened importance of performance require-
ments—a couple of contract risks are influenced more heavily by such performance
requirements. These provisions are limitations of liability and liquidated damages.

A. Limitations of Liability

Most EPC contractors will not bet their company’s entire net worth on an owner’s
project. Although this is perplexing to owners who have been sold on an EPC con-
tractor’s abilities based on its proposal, glossy brochures, business development
materials and portfolio of successful projects, and, most likely, financial resources, it
is understandable that an EPC contractor in a position to earn a reasonable profit on a
project does not want to have a downside risk which far exceeds its upside potential.

Limitiation of liability clauses are commonplace and expected by most experi-
enced owners. A reasonable limitation of liability clause does not diminish an EPC
contractor’s commitment to the project, nor does it represent an attempt to evade
its responsibilities for the project. Rather, it represents an arm’s-length negotiated
cap on the potential downside risk of the project. Owners are certainly willing, and
eager, to negotiate an EPC contractor’s fee down, so it is not unreasonable to look at
the entire risk spectrum and negotiate reasonable limitations that afford each party
appropriate protection on the project.
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Often the limitation of liability is tied to limits of applicable insurance cover-
age, or to a percentage of the contract price or the EPC contractor’s fee. In addition,
EPC contractors commonly negotiate a limitation of their obligations in the event of
design errors or omissions. Most of these clauses derive from the design profession-
al’s agreement that often limits the obligation to perform redesign work. While many
contractors will not enter into an EPC contract without a limitation of liability clause,
the validity of such a clause needs to be determined under the applicable state law.*?

B. Liquidated Damages

Liquidated damages are the primary way an owner may minimize the risks associated
with the scope of work. Liquidated damages clauses are common to construction con-
tracts as a way for the owner to fairly approximate its actual damages if the contractor
fails timely to deliver the completed project (see Chapter 11). Liquidated damages
may be tied to a variety of criteria. In the EPC contract, the two most common criteria
for imposing LDs are performance guarantees and project delivery date(s).

In EPC projects, time is money and money is time. High-tech owners simply do not
have the time to complete the design, procure the contractor and materials, and then
construct the project in a linear sequence. The time savings, or perceived time savings,
often creates the greatest risk on the project. For example, every day that a power plant is
not generating electricity is lost revenue to the owner. It is incredibly important that the
EPC contractor hit the project delivery date so the owner can begin generating revenue.
Most owners will put teeth into the EPC contract by including a very strict liquidated
damages provision for delay. The owner may go so far as to include a clause that allows
the owner to terminate the EPC contractor and obtain an assignment of all subcontracts
and purchase orders for the project in the event the EPC contractor is extremely late
in performing or completing the work. Owners also may tie liquidated damages to the
project’s performance specifications. Often the EPC contractor has no choice but to
deliver a project that is operating at less than 100% of the performance specifications
called for in the EPC contract. There are a myriad of reasons that performance specifi-
cations are not met. In the vast majority of cases, the owner finds the completed project
perfectly acceptable but operating at a lower efficiency than expected. In those cases,
it would be far too costly to tear out the offending materials or machinery and replace
them. Liquidated damages for decreased performance are a common way to compen-
sate an owner for a project that does not meet 100% of the performance guarantees the
EPC contractor promised but is otherwise operational and acceptable.

The prudent EPC contractor, when reviewing a liquidated damages clause, needs
to make sure that these damages take the place of, and are not in addition to, actual
damages that the owner might incur. Likewise, the EPC contractor would be well
served to include contract terms that expressly avoid (or waive) consequential
damages. If the liquidated damages truly are a fair approximation of the damages
that an owner will incur as a result of the EPC contractor’s failure to timely deliver
the work or to deliver the work at the specified performance levels, then these should
be the only damages for such delays or inefficiences.

“Compare Blaylock Grading Co. v. Smith, 658 S.E.2d 680 (N.C. App 2008) (clause valid) with Lanier at
McEver, L.P v. Planners & Engrs Collaborative, Inc. 663 S.E.2d 240 (Ga. 2008) (clause invalid).
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Vill. PRIVATE PUBLIC PARTNERSHIPS

A private public (PPP) is a contractual relationship between a federal, state, or local
public agency and a private company. A PPP is not necessarily a construction project
delivery method, but it merits discussion because it is increasing in popularity in
the United States. Under this concept, the public and private sectors come together
to deliver a facility (or service) for the use of the general public. PPPs continue to
gain in popularity due to the fiscal realities facing today’s public agencies. Public
resources cannot keep up with public needs, and public agencies are increasingly
unwilling to take on too much financial risk. With a PPP, the private sector shares the
risks and benefits with the public sector.

PPPs are as much a political tool as they are a contractual relationship. PPPs are
used as policy to help leverage private-sector resources for public purposes. The result
is that a public agency can meet the infrastructure needs of the public in a politically
feasible manner. Because PPPs are largely funded by private funds, a government can
finance the PPP in many creative ways. Local government incentives are controlled by
state law, and there is no standard toolbox for providing the tax revenue stream neces-
sary to execute a PPP. A public entity may issue tax-exempt or taxable bonds or offer
other incentives, such as tax credits. In concept, the PPP is a win-win situation because
public agencies can leverage the private sector to accomplish the agencies’ goals.

Georgia, as just one example, has passed legislation allowing the Georgia Depart-
ment of Transportation (GDOT) to solicit and receive proposals for PPPs.*} Georgia’s
PPP law allows for local, state, and federal funds to be combined with private-sector
funds on a PPP project. Georgia’s PPP law also exempts contracts from the public
bid process. Still, its PPP law does provide for legal public notice of the PPP proposal
and an opportunity for other potential bidders to submit competing proposals. Inter-
estingly, Georgia’s PPP law also allows the GDOT to consider unsolicited proposals
if they are unique and innovative.

State PPP laws have survived legal challenges.** Nevertheless, most likely there
will be issues that will need to be worked through until PPP becomes a fully accepted
method of financing public projects.

43See Ga. CopE ANN. § 32-2-78 through 32-2-80 (2007).

#See Coastside Fishing Club v. Cal. Res. Agency, 71 Cal. Rptr. 87 (Cal. Ct. App. 2008) (upholding the
creation of a PPP to provide the resources necessary to comply with the Marine Life Protection Act); Bd.
of Dirs. of Indus. Dev. Bd. of City of Gonzalez, Louisiana, Inc. v. All Taxpayers, 938 So. 2d 11 (La. 2006)
(upholding the constitutionality of the Tax Increment Financing Act, which authorized the issuance of
bonds to provide public funding for private projects deemed to create economic development).
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> POINTS TO REMEMBER

* The traditional approach to construction of design-bid-build has many strengths
but also weaknesses that have prompted pursuit of other approaches to the con-
struction process.

The manner in which alternative contracting methods divert from clearly defined
and accepted practices and roles requires careful attention to avoid unanticipated
problems and disputes.

Multiprime (or parallel prime) contracting, particularly when employed with
fast-track construction, can reduce the time and cost of construction.

All parties to a multiprime project must recognize that with the elimination of
the general contractor, another party with appropriate power should be desig-
nated to assume the coordination responsibilities traditionally fulfilled by the
general contractor. Without some express disclaimer, the owner assumes the
duty to coordinate in the multiprime setting.

Construction management generally entails involving an entity with diverse
expertise in design, construction, and management in the design and construc-
tion process. The precise role of a construction manager on any project, how-
ever, can be determined only by reference to specific contract language.

The role of the construction manager can range from that of a traditional general
contractor, which provides some estimating and constructibility input during the
design phase but is still required to guarantee time and price of performance, to
a traditional design firm, which simply provides a higher level of construction
administration and scheduling services for a fixed fee, without any guarantee of
time or cost of performance.

Design-build contracting represents the most radical departure from the tradi-
tional approach to construction by vesting all design and construction respon-
sibilities, and resulting liabilities, in one party. The dramatic alteration of the
traditional roles of the parties in design-build requires special attention to make
certain the contract sets out the mutually understood and specific rights and
responsibilities of each party.

Even in the traditional build-to-design approach, contractors can assume dis-
crete design liability as the result of performance specifications, the shop draw-
ing process, and where secondary design review responsibility is imposed by
standard contract clauses.

Many states have passed laws allowing alternative methods of project delivery.
Design professionals, contractors, and subcontractors should still check state
laws governing licensing and the formation of business entities before signing
on the dotted line.

EPC contracting is gaining in popularity particularly in industrial construction.
There are no widely accepted form contracts, so the EPC contractor should
review carefully any proposed EPC contract.

Performance requirements are very important in EPC contracts. Performance
requirements will influence two major areas of contract negotiation in EPC con-
tracts; limitations of liability and liquidated damages.



PREPARING TO WORK
IN ANEW STATE:
PREPROPOSAL AND
PERFORMANCE
CONSIDERATIONS

Every new construction project presents challenges and risks as well as opportunities.
When a construction company attempts to do business in a new state for the first time,
or without adequate experience in that jurisdiction, the potential stumbling blocks
to success are significant. In order to meet these challenges, construction firms must
arm themselves with information about the political climate, the labor market, and the
laws affecting construction projects in that new jurisdiction. To assume that the laws
and the construction climate in a new jurisdiction are identical, or even similar, to
those in a contractor’s home state is dangerous.

This chapter identifies some fundamental issues a contractor should consider
before doing business in a new state. These guidelines are a first step, not an all-
encompassing road map, to avoiding legal land mines while doing business in an
unfamiliar jurisdiction.

. QUALIFYING TO DO BUSINESS

Many construction companies perform work in states outside the state in which they
are established. When a company conducts business in another jurisdiction, it is
deemed a “foreign” business entity for purposes of that state’s laws and regulations
governing business transactions. For example, if a Delaware corporation performs

36
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work in Florida, that company is considered a foreign corporation under Florida’s
laws. A business entity (such as a corporation, partnership, limited liability company,
or limited liability partnership) that does business—or obtains, possesses, or disposes
of property—in a foreign state must first obtain a certificate of authority from that
state.! The performance of construction work generally constitutes “doing business”
as the term is used in foreign business entity statutes.

By requiring a foreign business entity to obtain a certificate of authority, a state
can maintain a record of the foreign business entity, require the appointment of a
registered agent to accept service of legal process, and obtain revenue, generally
in the form of taxes. To ensure compliance with this requirement, most states will
not allow a foreign business entity to bring disputes to the state’s courts until it has
obtained the necessary certificate of authority.?> A foreign business entity’s failure to
acquire the certificate of authority, however, generally will not invalidate any con-
tract entered into by the unregistered foreign entity.*

In most instances, the failure to obtain a certificate of authority is curable at any time.
Nevertheless, timely compliance with this statutory requirement is essential as “action”
to preserve legal claim rights may be time sensitive. Consequently, a foreign company
that procrastinates in its efforts to obtain the required certificate of authority does so
at it own peril in that a legal right may expire before the issuance of the certificate of
authority. For example, a foreign contractor may lose its mechanics’ lien rights if it fails
to obtain the certificate of authority before the statutory deadline to foreclose the lien.’
A certificate of authority is generally not required when the work constitutes an “isolated
transaction” in the foreign state. A number of factors are considered when determining
whether a contractor’s work constitutes an “isolated transaction.” As described by the
Maryland Court of Appeals,® the analysis for determining whether a foreign entity is
“doing business” in the state does not rest on a single factor. Rather, it focuses on the
nature and extent of the business and activities that occur in the state. Because very little
business activity is necessary to constitute “doing business,” most construction work is

subject to the certificate of authority requirement as a “single or isolated transaction”.’

ISee e.g., ALA. CopE § 10-2b-15.01; Ga. CopE ANN. § 14-2-1501; Haw. REv. STaT. § 414-431; Ky. REV. STAT.
ANN. § 271b.15-010; N.C. GEN. Stat. § 55-15-01; S.C. Copk ANN. § 33—15-101; Wis. Star. Ann. § 180.1501.
24.H.L. Inc. of Del. v. Star Ins. Co., 10 E. Supp. 2d 1216, 1219 (D. Kan. 1998) (holding “the majority rule
is that the performance of construction work by a foreign corporation in a state is generally considered
doing business in the state. . . .”); S&H Contractors v. A.J. Taft Coal Co., 906 F.2d 1507, 1510 (11th Cir.
1990) (holding that “a foreign corporation doing construction work within a state is held to be doing busi-
ness in that state. . . .”).

38t. Paul Fire & Marine v. Paw Paw’s Camper City, Inc., 346 E3d 153 (5th Cir. 2003); Northfield Ins. Co.
v. Odom Indus. Inc., 119 F. Supp. 2d 631 (S.D. Miss. 2000).

4Springwall, Inc. v. Timeless Bedding, Inc., 207 F. Supp. 2d 410 (M.D.N.C. 2002); Quarles v. Miller, 86
F.3d 55 (4th Cir. 1996).

Space Planners Architects, Inc. v. Frontier Town—Missouri, Inc., 107 S.W.3d 398 (Mo. Ct. App. 2003);
In re Branson Mall, Inc., 970 F.2d 456 (8th Cir. 1992) (holding unregistered architectural firm could not
enforce mechanics’ lien even though firm registered with board after work was complete).

OTiller Constr: v. Nadler, 637 A.2d 1183 (Md. 1994). See also S.A.S. Pers. Consult. v. Pat-Pen, 407 A.2d
1139, 1143 (Md. 1979).

767 WiLLiAM M. FLETCHER, FLETCHER ENCYCLOPEDIA OF LAW OF CORPORATIONS, § 8469 (2007).
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Il. STATE REGISTRATION REQUIREMENTS: BONDS TO SECURE
PAYMENT OF TAXES

A company performing construction work in a foreign jurisdiction must determine
if a bond is required to provide security for any costs or taxes payable to the state.
Many states require a bond from out-of-state contractors to ensure payment of sales
and use taxes. The bond requirement may apply when the work is performed pursu-
ant to a federal government contract.® Although a state may recover the tax from the
contractor that posted the tax bond, it cannot, however, recover such taxes from the
federal government, which may be a party to the construction contract.”

A nonresident contractor’s surety that has provided a performance bond also can
be held liable for the sales and use taxes.'® This rule was first announced by the
United States Supreme Court in 1827 and remains a tenet of law recognized by a
majority of the states.!!

The laws regarding the issuance and necessity of tax bonds vary by state. Con-
sequently, prior to starting construction work in a foreign jurisdiction, a contrac-
tor must identify the specific requirements for a given jurisdiction. For example,
Alabama requires every nonresident contractor to register with the Department of
Revenue before engaging in any work.'? Upon registration, the nonresident contrac-
tor must deposit with the Department of Revenue 5% of the contract amount or
provide a surety bond to guaranty payment of applicable taxes.!® Early identification
of, and compliance with, state law requirements for bonds to secure payment of taxes
will avoid costly problems in the future—especially since the failure to comply with
a state’s requirements may prevent the assertion of contract or claim rights in the
courts of that state.

lll. STATE LICENSING AND QUALIFICATIONS

In an effort to protect the public from potential problems associated with poor-quality
construction, state and local governments have passed laws and regulations requir-
ing licensure of certain construction professionals. To ensure strict adherence to
these licensing laws, most states’ laws preclude an unlicensed individual or company
from recovering monies owed for services performed. In contrast to the certificate

8See, e.g., United Pac. Ins. Co. v. Wyo. Excise Tax Div., Dep't of Revenue and Taxation, 713 P2d 217
(Wyo. 1986); C.R. Frederick, Inc. v. State Bd. of Equalization, 120 Cal. Rptr. 434, 440 cert. denied, 419
U.S. 1120 (1974).

°4 U.S.C. § 107(a); Wash. v. United States, 460 U.S. 536 (1983).

WUnited Pac. Ins. Co. v. Wyo. Excise Tax Div., Dep’t of Revenue and Taxation, 713 P2d 217 (Wyo.
1986).

1Ogden v. Saunders, 25 U.S. 213 (1827).

2ALA. CoDE § 39-2-14.

Brd.
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of authority requirement, the failure to comply with licensing requirements—even
when it is a mistake—is generally not curable.'*

It is not wise for a contractor to delay the completion of the licensing process until
after it is awarded the contract. In some jurisdictions, the failure to have the required
license when a bid is submitted is a violation of the licensing requirements and thus
could jeopardize the contract award. In addition, a contract entered into by an unli-
censed contractor may be deemed invalid or void in some jurisdictions. In California,
however, a licensing failure at the time of the contract signing will not invalidate the
contract—at least where the contractor is fully licensed at all times during contract
performance.'”

Although states have a universal interest in regulating construction companies
and professionals, each state adopts its own unique set of licensing requirements. For
example, only about half the states require contractors to be licensed. In Florida, con-
tractors must possess a license, and certain corporations involved in construction'®
and architecture!” must maintain specific certifications. In Maryland, a nonresident
contractor must obtain a construction license'® and pay an additional fee to perform
work in the state.!” The fee requirement is waived where the nonresident contractor’s
home state does not require a license of Maryland contractors. In Kansas, while there
is no state law mandating contractors to be licensed, a water well contractor must
be licensed by the Kansas Department of Health and Environment.?? The lesson to be
learned, of course, is that it is unwise to make assumptions about the licensing require-
ments in a foreign jurisdiction. The requirements vary from state to state.

Even though all states do not require contractors to be licensed, all states have
laws regulating the practice of design professionals.?! For example, in West Virginia,
architects must register with the West Virginia Board of Architects,?? and engineers
must register with the West Virginia Board of Registration for Professional Engi-
neers.>* In Missouri, the failure of a person involved in architecture or engineering to
obtain the necessary license constitutes a criminal misdemeanor and renders all con-
tracts entered into by the unlicensed architect or engineer void and unenforceable.**

Compliance with licensing requirements can be greatly influenced by the subjec-
tive interpretations of those who are charged with the enforcement of licensing provi-
sions. Contractors are well advised to get to know not only the letter of the licensing
laws but also the manner in which those laws are applied by the licensing board and
staff members.

14See, e.g., NEv. REV. STAT. § 624.700.

MW Erectors, Inc. v. Niederhauser Ornamental and Metal Works Co., Inc., 115 P3d 41 (Cal. 2005).
16 A. STAT. § 489.119.

17FLA. STAT. § 481.219.

5Mb. Copk ANN., Bus. Reg. § 17-601 through § 17-603.
“Mb. Cobk ANN., Bus. Reg. § 17-603(b).

20K AN. STAT. ANN. § 82a—1206(a).

21See, e.g., Ind. Code § 25-4-1-26.

22W. Va. CopE § 30-12-11.

2W. Va. Cope § 30-13-13.

24Mo. REv. STAT. § 327.191; Mo. REv. STaT. § 327.461.
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IV. PUBLIC CONSTRUCTION AWARDS

When performing construction work in a new state, it is essential that a contrac-
tor know about the regulations governing construction projects in that jurisdiction.
To ensure compliance with local construction rules, a contractor’s knowledge base
must extend beyond a mere understanding of the applicable code requirements. State
legislatures, counties, and municipalities frequently impose additional obligations
(e.g., license or permit requirements) for a specific scope of work or type of construc-
tion activity. For example, Baltimore County, Maryland, requires a special building
permit for the removal and disposal of asbestos shingles.?

Statutes governing contracts awarded by state agencies may also contain require-
ments that add, or take away, contractual rights, even though the contract does not
address the particular issue. A contractor doing business with a state agency, there-
fore, cannot rely solely on the express terms of its contract to fully define its contrac-
tual rights, obligations, and risks. A prudent contractor must also examine the statutes
and regulations affecting contracts with the contracting state agency. In Georgia, for
example, the statutory provisions governing Department of Transportation contracts
purport to insulate the state from liability for delay damages, even when no such
limitation is apparent from the face of the parties’ contract.

In addition to the substantive obligations imposed by local regulations, a contrac-
tor must be familiar with the procurement laws of local government entities. The
procedure to award a contract can vary depending on the type of construction or
government entity involved. For example, the Georgia Department of Transporta-
tion has its own authority to plan, designate, improve, manage, control, construct,
and maintain the state highway system.?® Likewise, the Alaska procurement code
exempts 41 categories of procurement, including certain contracts for the Alaska
Marine Highway system and the Alaska Industrial Development and Export Author-
ity,2” from the code’s requirements. The city of Anchorage also has its own municipal
procurement regulations.?®

State agencies, counties, and municipalities are implementing new procurement
methods that offer more options and flexibility in obtaining construction services.
The trend away from the traditional sealed bidding process is motivated by increased
pressure on local government entities to accomplish more with less funding, to
complete projects faster, and to eliminate as much risk as possible. To address these
objectives, new procurement rules are giving local government agencies more discre-
tion in evaluating bids and proposals.

To address funding restrictions, states have implemented alternative procure-
ment systems aimed at lowering the project cost or assisting in project financing.
Several states, for instance, have authorized direct negotiation with a low bidder

Bwww.baltimorecountymd. gov/agencies/environment/asbestos-removal. html.

26Ga. CoDE ANN. §§ 32-2—1 et seq.
2TALASKA STAT. § 36.30.850(b).
28 ANCHORAGE MUN. Copk § 7.20.010 ef seq.
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when the low bid exceeds the state agency’s cost estimate.>” These direct negotia-
tions allow the public owner to adjust or revise the scope of work in an effort to
meet budget limitations. The “Reverse Bid Auction” is another system implemented
by some states to achieve lower prices for public works projects.*® This method for
soliciting bids keeps a bidder informed of its relative position among all competing
bidders and allows a firm to adjust its bid price during a designated bidding period.
States have also enacted legislation authorizing the use of Private Public Partnership
(PPP)’! This alternative to the competitive sealed bid process allows public owners
to consider and accept solicited and unsolicited proposals from private companies.
PPP encourages the private sector to participate in the development, financing, and
operation of public projects. Finally, public owners are also experimenting with pri-
vatization of public services and “Build-Operate-Transfer” projects.

In addition to alternate procurement systems, public owners are authorizing the use
of alternative project delivery methods to meet more aggressive project schedules and
to place more construction risk on the contractor. Design-build contracts, for exam-
ple, shift design responsibility (and the corresponding risk) from the owner to the
contractor. This project delivery system has increased in popularity, and many states
have enacted legislation to address and promote its use. The Colorado legislature,
for instance, recognized the advantages of design-build contracts and enacted spe-
cific laws to encourage its use for highway construction.*? In Tennessee, design-build
contracts are authorized as long as the invitation for proposals (or other bid informa-
tion provided) addresses use of the design-build system on the project.>> Some states,
however, are wary of awarding both design and construction responsibility to the same
entity and have limited design-build contracts to certain agencies.**

A second alternative project delivery system authorized in some states is the use
of “guaranteed maximum price at-risk construction management.”>> Public owners
benefit from this system as it limits its exposure to project cost overruns and price
escalation. In addition, as compared to design-build contracts, the public agency
retains more control over the design process. Finally, public owners may also include
incentive or bonus provisions in their contracts to encourage the earliest possible
completion of the project.

2See, e.g., Ga. CODE ANN. § 36-91-22; 62 Pa. STaT. ANN. § 3911; and VA. CobE ANN. § 2.2-4318.

0See, e.g., Ariz. REV. STAT. § 41-2672; CoLo. REv. STAT. § 24-103-208.

31See, e.g., CoLo. REv. STAT. §§ 43—1-1201 et seq.; ES.A. § 334.30; Ga. Cobt ANN. §§ 32—2-78 through
32-2-80; ORr. REv. S1aAT. § 383.005; WasH. REv. CoDE ANN. §§ 47.46.010 et seq.

32CoLo. REv. STAT. §§ 43-1-1401, et seq.

3TeNN. CopE ANN. § 12-10-124(c).

3See, e.g., WasH. REv. CopE § 39.10.051.

See, e.g, Ariz. REv. STAT. § 41-2579; N.M. STAT. ANN. §§ 13-1-124.2 through 124.5; WasH. Rev. Cope
§39.04.220; Wis. Stat. § 16-6-701; 30 I11. Comp. Stat. §§ 500/33-55, KAN. STAT. ANN. §§ 76-786; 75-37,144;
Ky. REv. StaT. ANN. § 45A.045(11)(b); NEB. REV. STAT. § 79-2003; S.D. CoDIFIED LAWS § 5—18-49; ArRK. CODE
ANN. § 19-11-801; GA. CopE ANN. § 36-91-20(c); Miss. Cope ANN. § 31-7—13.2; N.C.GEN. STaT. ANN. §§
143-128; 143-128.1; TenN. CobE ANN. §§ 12-10-124(c)(4) through 12—-10-124(d); Texas Gov’t CoDE ANN.
§ 2166.2532; VA. CopE ANN. § 2.2-4308; 5 ME. Copk R. § 1743; N.H. Rev. STaT. ANN. §§ 21-1:78; 228:1.
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V. STATE STATUTES AND POLICIES AFFECTING CONTRACT TERMS
AND CONDITIONS

Each state has specific statutes and policies affecting the enforcement and validity
of contractual terms frequently included in construction contracts. The three primary
areas addressed by these statutes include: (1) subcontractor/general contractor rela-
tionships, (2) contract award preference policies, and (3) public policy limitations on
contract terms and clauses.

A. Subcontractor/General Contractor Relationships

Promissory estoppel can be a fundamental tenet of construction law in many states.
Under this legal doctrine, a subcontractor’s or supplier’s quote cannot be changed or
withdrawn when the general contractor has reasonably relied on the quote in prepar-
ing its bid to the owner.*® When a firm refuses to provide the goods and services at
the quoted price—even if the quote is incorrect because of a mathematical error or
otherwise—the doctrine of promissory estoppel is triggered, and the subcontractor
will be required to honor the quoted price. Application of the doctrine will vary
depending on the laws of a particular state. For instance, in some states, promissory
estoppel will not be triggered by the above scenario as these jurisdictions view a
subcontractor’s quote as simply an offer to perform work, not an act that creates
a binding contract.>” Accordingly, subcontractors doing business in a new jurisdic-
tion should understand that state’s view on promissory estoppel and its application
to subcontractor bids.?

A common issue involving subcontractor bidding is whether a state has subcon-
tractor listing requirements for contractors bidding on a project. Some states have
specific statutes requiring the general contractor to list its intended subcontractors
when submitting its bid to the owner.>* Other states, such as Louisiana, do not have
this statutory requirement. Nonetheless, the failure to provide this information can
result in the disqualification of the bid or proposal if the owner’s request for bids or
request for proposals asks for it to be provided.*’

Prompt payment to subcontractors is another issue that has received significant
attention from state legislatures and courts. Several states have enacted legislation
to ensure that subcontractors are paid timely.*! These statutory provisions define a

30lson v. Synergistic Tech. Bus. Sys., 628 N.W.2d 142 (Minn. 2001).

STElectro Lab of Aiken v. Sharp Constr. Co., 593 S.E.2d 170 (S.C. Ct. App. 2004); Ark Constr. Co. v. Indian
Constr. Servs., 848 P.2d 870 (Ariz. Ct. App. 1993).

3The subject of promissory estoppel is discussed in more detail in Chapters 4 and 8.

¥See, e.g., CaL. Pu. Cont. CoDE § 4100 ef seq. (requiring bidders to submit names of subcontractors
whose work constitutes at least 12% of the total contract amount).

40Boh Bros. Constr. v. DOT, 698 So. 2d 675 (La. Ct. App. 1997) (citing C.R. Kirby Contractors, Inc. v. City
of Lake Charles, 606 So. 2d 952 (La. Ct. App. 1992)).

4See, e.g., Ariz. REV. STAT. §§ 32-1129.02; 41-2577.B; ArRk. CopE ANN. § 19—4—-1411; FrA. StAT. §§
218.70; 255.071; MonT. CoDE ANN. § 28-2-2103; N.M. Star. ANN. § 57-28-5; MicH. Comp. Laws ANN.
§ 125.1561 through 1562; GA. Cope ANN. § 13—11-1, et seq.; OHio REv. CopE ANN. § 4113.61.
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contractor’s obligation for payment to the subcontractor by specifying a time period
for issuing such payments and imposing a penalty for noncompliance. States that have
not adopted a prompt payment statute may nonetheless recognize a subcontractor’s
right to prompt payment by judicial decision. Courts in Kentucky and other jurisdic-
tions, for example, have declared that a contractor must pay a subcontractor within a
reasonable time period.*?

Criminal and civil regulations may also impact the manner by which contractors
and subcontractors perform their work. For example, some states have enacted “trust
fund” statutes to discourage the misuse of construction funds paid to the contractor.*3
Construction proceeds paid to a contractor that are used for purposes other than the
proper payment of construction services and materials may result in the assessment
of civil and criminal penalties to the contractor. These penalties may also extend to
individual members of the company who actively or passively permitted the misuse
of construction proceeds.**

A state trust fund statute may provide that if a contractor or subcontractor fraudu-
lently obtains an “advance” of contract payments with a promise to perform con-
struction work, and fails to do so, the contractor, or the principals of the contracting
firm, may be guilty of larceny.*> Oklahoma law provides that managing officers of
a corporate contractor can be found guilty of embezzlement for trust fund statute
violations.*® Wisconsin courts have allowed civil suits against officers of corporate
contractors for diverting funds protected by trust fund statutes.*’

B. Contract Award Preference Regulations

Many states provide preferential treatment to certain entities when awarding a con-
tract. Those qualifying for preferred treatment generally are selected to further a
socioeconomic or political interest. For example, to reward those contractors who
contribute to the funding of public improvements through the payment of taxes, many
states have a stated preference for resident contractors (i.e., contractors who reside in
the state awarding the contract).*® In some jurisdictions, however, this residency pref-
erence has been eliminated by court decisions finding that such preference violates
objectives of competitive bidding and the “privileges and immunities” clause of the
United States Constitution.*’

“Thomas J. Dyer Co. v. Bishop Int’l Eng’g Co., 303 F.2d 655 (6th Cir. 1962); see also Midasco Inc. v.
M.E. Hunter & Assocs., WL 452414 (E.D. Va. 2006); Envirocorp Well Servs., Inc. v. Camp Dresser &
McKee, Inc., 2000 WL 1617840 (S.D. Ind. 2000).

See, e.g., McMahon v. State, 574 S.E.2d 548 (Ga. App. 2002).

“Doyle Dickerson Co. v. Durden, 461 S.E.2d 902 (Ga. App. 1995).

4Va. CopE ANN. § 18.2-200.1; Holsapple v. Commonwealth, 587 S.E.2d 561 (Va. 2003); State v. Cohen,
783 So. 2d 1269 (La. 2001).

46See OKLA. STAT. tit. 42, § 153; 21 OKLA. STAT. ANN. tit. 21, § 1451.

4TSee Tri-Tech Corp. of Am. v. Americomp Servs., Inc., 646 N.W.2d 822 (Wis. 2002).

4841 US.C. §§ 10a through 10d.

“See, e.g., C.S. McCrossan Constr. Co. v. Rahn, 96 F. Supp. 2d 1238 (D.N.M. 2000).
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Because “resident contractor” status has obvious benefits, the standard for
determining whether an entity qualifies as a resident is critical. The standard is not
universal and will vary from state to state. For example, states differ as to whether a
joint venture contractor comprised of at least one nonresident entity should qualify
for the preferential treatment afforded resident contractors. In Alaska, a joint venture
contractor qualifies for “resident contractor” status so long as one of the coventure
entities is an Alaska resident.>® Louisiana, however, requires that all coventure enti-
ties be state residents.>!

The federal government? as well as many state and local governments® provide
statutory preferences for “small business” contractors. These preferences typically
take the form of a “set-aside” program where a percentage of the public contract is
designated specifically for contractors qualifying as a “small business.” A “small
business” is defined by statute and includes certain entities that fall below specified
average employment/average annual revenue limitations.>* A contractor bidding on
a contract with such a set-aside provision must ensure that a sufficient amount of the
contract work is performed by a qualified “small business.”

State governments may also grant preferences to minority- or women-owned
enterprises.” The definition of “minority” varies from state to state, but typically
includes African Americans, Native Americans, and females.’® States that do not
have a specific statutory requirement providing such preferences may nonetheless
encourage the use of minority- or women-owned contractors in its request for bids.

Statutory preferences for minority- or women-owned businesses have been chal-
lenged in courts across the United States on the basis that they constitute unlawful
discrimination against nonqualifying entities. In an attempt to clarify when and how
these preference policies can be used, the United States Supreme Court’’ set out four
requirements that must be met when formulating these preferences:

(1) A high, “strict scrutiny” standard of review.

(2) The discrimination must be particularly linked to the market area of the imple-
menting agency.

(3) The government organization must evaluate race- or gender-neutral remedies
before adopting race-conscious requirements.

(4) The plan must be carefully tailored and must be in place only for the amount
of time required to reverse the effects of past discrimination.

SO1rby-Northface v. Commonwealth Elec. Co., 664 P2d 557 (Ala. 1983).

31Bristol Steel & Ironworks, Inc. v. State Dept. of Transp. & Dev., 507 So. 2d 1233 (La. 1987).
3248 C.FR. §§ 19.5, et seq.

332000 MopEL PROCUREMENT CODE FOR STATE AND LocAL GOVERNMENTS § 11-101—-11-301.
413 C.ER. § 121.101 through 08; 13 C.FR. § 121.201.

3See, e.g., N.J. STAT. ANN. § 52:32-20.

See, e.g., N.C. GEN. STaT. § 143-128.2.

STCity of Richmond v. J.A. Croson Co., 488 U.S. 469 (1989).
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Despite this guidance, the debate continues on whether race, ethnicity, and gender
should be used as criteria for awarding contracts.

C. Public Policy Limitations on Contract Clauses

Risk is inherent in any construction project. A well-written contract will address the
project risk and clearly allocate it among the contracting parties. Popular risk shift-
ing provisions include: (1) no-damages-for-delay clauses; (2) liquidated damages
clauses; (3) pay-when-paid versus pay-if-paid clauses; and (4) indemnity provisions.
Recognizing that these provisions often are mandated by the party with superior
negotiation leverage, legislatures in various jurisdictions have limited or nullified
the enforceability of these provisions on public policy grounds. In an effort to gain the
benefit of greater consistency with the interpretation of an organization’s subcontract
or purchase order forms, many contractors include provisions that stipulate that the
contract will be interpreted under the laws of a particular state, usually that organiza-
tion’s home state. Many states that have nullified contract provisions on public policy
grounds have also enacted laws addressing these choice of law clauses.*®

The no-damages-for-delay clause is a contract provision that precludes a claimant
from recovering monetary damages resulting from project delays. This clause effec-
tively shifts the risk of project delay from the owner to the general contractor (or from
general contractor to subcontractor). This clause, which is common in construction
contracts, is the subject of frequent debate. The protection it provides to an owner or
general contractor will vary by state. For example, some state legislatures prohibit
the use of no-damages-for-delay clauses—at least in some contracts—as they believe
it unfairly shifts a big-dollar construction risk to the other party.> Other states, how-
ever, adopt a more moderate approach by enforcing the parties’ negotiated contract
terms, even the no-damages-for-delay clause, as long as concealment, misrepresenta-
tion, or fraud is not at issue in the dispute.*

The cost of delay to a construction project’s completion may also be addressed
in terms of a liquidated damages provision. Typically, this contractual provision will
establish a daily rate for delay damages that accrues after the specified contract com-
pletion date has passed. A liquidated damages provision is enforceable as long as
it comports with the standards established in a given jurisdiction. In Colorado, for
instance, a liquidated damages clause is enforceable when these prerequisites are
satisfied: (1) it is established at a time when the delay damages are difficult to ascer-
tain; (2) it represents an accurate estimate of the actual costs that may be incurred; and
(3) it reflects an agreement by all parties.! In South Carolina, a liquidated damages

BSee e.g., FLA. STAT. ANN. § 685.101; N.C. GEN. STAT ANN. § 22B-2; N.Y. GEN. Bus. Law § 757 (2003).
$N.C. GEN. STAT. § 143-134.2; Or. Rev. STAT. § 279C.315.

See, e.g., Triple R. Paving, Inc. v. Broward County, 774 So. 2d 50 (Fla. Dist. Ct. App. 2000); Pasty &
Fuhrman v. Hous. Auth. of City of Providence, 68 A.2d 32 (R.1. 1949).

81 Klinger v. Adams County Sch. Dist., 130 P3d 1027 (Colo. 2006); Rohauer v. Little, 736 P.2d 403 (Colo.
1987).
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clause is enforceable when a party proves a breach of contract,%? but only if the liqui-
dated damages clause is not deemed to serve as a penalty for untimely completion.®?

Pay-when-paid and pay-if-paid clauses have long been the topic of heated debate in
the construction industry. Compared to traditional payment terms, which require pay-
ment to a subcontractor within a defined time period after performance of the work,
these clauses attempt to place certain restrictions on a contractor’s obligation to pay
its subcontractor. A pay-when-paid clause typically requires payment by the contrac-
tor to the subcontractor within a defined time period after payment from the owner.
A pay-if-paid clause makes payment by the owner to the general contractor an express
condition precedent of the contractor’s obligation to the subcontractor. General con-
tractors insert these clauses into subcontracts to shift the risk of an owner’s nonpay-
ment to the subcontractor. Because an owner’s refusal to pay the general contractor
may be for reasons unrelated to the subcontractor’s work, strict enforcement of these
clauses is viewed with skepticism. Subcontractors, in particular, are critical of these
clauses as they believe a general contractor should not be relieved of its payment obli-
gations when the subcontractor has satisfactorily completed its work. Some courts
agree with this perspective, holding that a pay-when-paid clause—while affording
the general contractor a reasonable amount of time to make payment—establishes
an absolute commitment to pay the subcontractor.®* Other courts, however, apply
a stricter interpretation of the clause, holding that when payment from the owner is a
condition precedent to a general contractor’s obligation to pay its subcontractors,
the applicable contract language must clearly state this.%> The latter interpretation, a
pay-if-paid clause, will be enforced only when the court determines that the contract
language is clear and unambiguous (e.g.: “Subcontractor acknowledges that pay-
ments will be made from money received from the Owner”).

Subcontractors performing work on federal government projects subject to the
Miller Act are afforded some protection against conditional payment provisions. (See
Chapter 14.) This right, however, can be waived by the subcontractor if such waiver
is clear and explicit, in writing, and signed by the subcontractor after the work has
started.®® Some courts have construed this waiver provision very narrowly.%’

Another risk-shifting provision subject to much debate is the indemnity clause.
This provision, which imposes “hold-harmless” obligations on one of the contract-
ing parties, is common in construction contracts and can take various forms. Because
many indemnity provisions are drafted very broadly, some state legislatures and courts
have limited the effect and applicability of these provisions. For example, Colorado
recently enacted an anti-indemnity statute, which states that any provision requiring
a person to indemnify another for damages or injuries caused by the negligence or

2Carolinas Cotton Growers Ass’'n v. Arnotte, 371 F. Supp. 65 (D.C.S.C. 1974).

93Benya v. Gamble, 321 S.E.2d 57 (S.C. Ct. App. 1984).

%4See, e.g., Koch v. Constr, Tech., Inc., 924 S.W.2d 68 (Tenn. 1996).

9 Printz Sves. v. Main Elec., 949 P.2d 77 (Colo. Ct. App. 1997).

6640 U.S.C. § 3133(c) (formerly cited as 40 U.S.C. § 270b(c)).

9TSee U.S. ex rel. Walton Tech., Inc. v. Weststar Eng’g, Inc., 290 F.3d 1199 (9th Cir. 2002) (finding that
subcontractor’s execution of settlement agreement containing a pay-if-paid provision was not a clear and
explicit waiver of the subcontractor’s Miller Act payment rights).
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fault of that party “is void as against public policy and unenforceable.”*® California,
Georgia, Kentucky, Montana, New Mexico, New York, and many other states have
passed similar legislation.®” Contractors should be cautious when working outside of
their home state as the enforceability of indemnity provisions, as well as the other pro-
visions discussed earlier, will vary by state and should be tailored to meet the stand-
ards established by the applicable laws and judicial decisions of a given jurisdiction.

Certain payment terms and conditions may also be impacted when a construc-
tion contract involves foreign entities. International construction projects present a
unique risk when defining and valuing payment terms. For example, currency fluc-
tuations during the project can alter the contract’s value. A United States company
receiving local currency for construction services provided in a foreign country runs
the risk that, between the time the service is rendered and payment is made, the value
of the local currency, relative to the U.S. dollar, may change. Consequently, to ensure
fair value, it is critical for a contractor performing services abroad and receiving pay-
ment in a foreign currency to analyze the volatility of that currency as well as the U.S.
dollar and devise a strategy to address this impact on the contract amount.

D. Impact of New Legislation

When preparing to work in a new state, contractors should consider the political
climate of that jurisdiction for emerging trends that could impact their contract work.
Public interest groups and media frequently champion issues of public concern to
prompt lawmakers to enact new legislation. The proposed or new legislation may
directly target the construction industry in which case all players in the industry
should carefully review and analyze such provisions to determine: (1) the scope of
any new rights and obligations; (2) the impact on pricing, schedule, or overall attrac-
tiveness of a project; and (3) the effective date of the legislation. Knowing the impact
of new legislation on the front end may avoid potential and unnecessary problems
during performance of the contract.

Legislation which is not directly targeted at the construction industry may nonethe-
less ascribe new obligations to the contractor. For example, in 2005, the Florida legis-
lature enacted the “Jessica Lunsford Act,” which is intended to protect children from
sexual predators. The legislation mandates stiff minimum sentences for child abus-
ers and requires offenders to wear global positioning satellite (GPS) monitors when
released from prison. At first glance this legislation seems inapplicable to contractors
performing construction work in Florida. But the legislation requires “contractual per-
sonnel”—defined as any vendor, individual, or entity under contract with a school or
the school board—who are permitted on school grounds when students are present to
undergo background screening and provide a complete set of fingerprints.”’ Any indi-
vidual found to have been convicted of a crime of moral turpitude (e.g., terrorism, sexual

%CoLo. REV. STAT. § 13-21-111.5(6).

See, e.g., CaL. C1v. CopE § 2782; Ga. CopE ANN. § 13-8-2; Kv. REv. STaT. ANN. § 371.180; Mo. REv.
Stat. § 434.100; N.M. STaAT. ANN. § 56-7—1; N.Y. GEN. OBLIG. Law. § 5-322.1.

70FLA. STAT. ANN. §§ 1012.32, 1012.465.
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misconduct, murder, kidnapping, etc.) may not provide services on school grounds. Thus,
after digging through the details, this legislation clearly has significant ramifications to
a contractor performing construction work on school grounds because the contractor
now must undergo a background check and provide fingerprints of employees. This
obligation applies to all contractors, subcontractors, and their employees. Many juris-
dictions have enacted legislation similar to the “Jessica Lunsford Act” and may impose
additional obligations on contractors under certain circumstances.

Likewise, several jurisdictions have enacted legislation designed to crack down
on illegal immigration. A prominent part of such legislation requires employers to
verify a new employee’s citizenship status. In Arizona, for example, no employer
may “intentionally” or “knowingly” employ an illegal immigrant.”! Moreover, illegal
immigrants are explicitly prohibited from employment on public works projects.”?
Similarly, Colorado requires a contractor to certify that it does not knowingly employ
an illegal immigrant (or contract with a subcontractor that knowingly employs illegal
aliens) and that it has attempted to confirm the residency status of new employees.”?
Pennsylvania, Vermont, New Hampshire, Georgia, and Kansas have similar legisla-
tion prohibiting the knowing employment of illegal immigrants or imposing an obli-
gation to verify the residency status of its employees.”* Contractors must be aware of
these emerging trends in legislation and devise a strategy so that any new obligations
imposed are satisfied in accordance with the statute.

VI. PRESERVATION OF LIEN/BOND RIGHTS

The lien laws in “foreign” jurisdictions present significant challenges for contractors,
subcontractors, suppliers, and owners involved in construction projects outside their
resident state. Lien law requirements are cumbersome and confusing; nonetheless,
the failure to meet these requirements precisely can be fatal to a company’s legitimate
lien rights.

A. Preconstruction Knowledge of Lien Law Peculiarities Is Essential

Typically, contractors (as well as owners) do not analyze and review the lien law
requirements in a particular jurisdiction until there is an immediate need to file a
claim of lien or, from the owner’s perspective, after the lien has been filed. This
approach can be dangerous as many jurisdictions require action from the contractor
early in the project to preserve lien rights or, in the case of the owner, to limit lien
obligations. If these initial obligations are not satisfied, those lien rights will be lost
forever.

"L ARIZ. REV. STAT. § 23-212.

2ARiz. REV. STAT. § 34-301.

3CoLo. REV. STAT. ANN. § 8-17.5-102.

7443 Pa. STAT. ANN. §§ 166.1 through 166.5; 21 VT. STAT. ANN. tit. 21, § 444a; N.H. Rev. STAT. § 275-A:4-a;
Ga. CopE ANN. §§ 13-10-90; 13—10-91; KaN. StaT. ANN. § 21-44009.
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In some states, affirmative action must be taken before the project even begins,
or lien-related rights may be lost. In Alabama, for instance, a “full price” lien (as
opposed to a lien on just the unpaid balance of the owner/general contractor contract)
is available only to those who have a direct contract with the owner or to material-
men who give notice to the owner before furnishing materials.”> An owner receiving
notice from a material supplier may avoid responsibility for the supplier’s materials
by issuing a “Predelivery Notice” to that supplier. The notice should convey to the
supplier that the owner will not be responsible for the price of the materials being
furnished.’®

In other jurisdictions, lien rights survive the start of construction but are in jeop-
ardy if some action is not taken very soon after project work begins. For example, in
Michigan, to preserve its lien rights a subcontractor or supplier must serve a “Notice
of Furnishing” on the general contractor and on the owner’s designated recipient
within 20 days after first furnishing labor or materials to a construction project.”’ In
addition, an owner must file and post a “Notice of Commencement.”’ Any delay in
providing the owner with notice of the intended lien claim may result in a forfeiture
of lien rights.

B. Lien Law Protections and Procedures Vary Greatly from
State to State

A contractor must not assume that familiarity with its home state’s lien laws will
equip the company to protect its rights under the lien laws of another jurisdiction.
Lien laws—perhaps more than any other statutory scheme affecting the construction
industry—vary widely from state to state. For example, in North Carolina, punch list
or warranty work typically will not extend the time for filing a lien claim. In neigh-
boring South Carolina, however, such remedial or warranty work may qualify as a
basis to extend the time for filing a claim of lien.”

C. “Almost Right” Is Almost Always Not Good Enough

In many areas of contract law, parties are not penalized when they are “almost right” or
when they have “substantially complied” with the contract or other legal requirements.
For example, contractors and subcontractors that fail to follow the precise notice
requirements prescribed by contract may be excused by the owner’s actual knowledge
of the circumstances requiring such contract notice. The lien laws are not so forgiv-
ing. The failure of a contractor, subcontractor, supplier, or owner to exactly satisfy
lien law requirements is often fatal to that party’s rights under the lien statute. Even
the slightest noncompliance can be costly. For example, the Maryland lien statute

TSALa. CobE §§ 35-11-210 et seq.

7SALA. CopE §§ 35-11-210; 35-11-218.

7TMicH. Comp. Laws ANN. §§ 570.1101 et seq.; MicH. Comp. Laws ANN. § 570.191.
78MicH. Comp. Laws ANN. §§ 570.102; 570.1108 through 570.1301.

7ON.C. GEN. STAT. ANN. § 44A—7 et seq.; S.C. CobE ANN. § 29-5-10 et seq.
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provides that a “Notice of Intent to Claim a Lien” must be served within 120 days of
the claimant’s last work. This does not mean that the notice can be sent four months
after the last work. There is a difference between 120 days and four months, and the
failure to recognize this difference can be fatal to a company’s lien rights.3°

D. AValid Claim of Lien Does Not Guarantee Payment

Even if a contractor successfully complies with the precise requirements of the lien
laws in the “foreign” jurisdiction, the exercise of its mechanics’ lien right may fall
short of the payment guarantee it seeks. The inadequacy of lien rights as payment
security may result from several causes: (1) the lien may be subordinate to other secu-
rity interests that have a combined value greater than the property; or (2) the lien may
not cover all of the damages or costs to which the contractor is entitled.

From the contractor’s or supplier’s perspective, the limited scope of the damages
covered by most lien law statutes is a frequent problem. For example, indirect delay
damages (the extended job site and home office overhead attributed to a project’s
delay) are one of the “big-dollar” consequences of a troubled construction project
that cannot be included in a lien claim.

The existence of lien rights, however, is no substitute for the exercise of “good
financial management,” which includes systems and procedures to prequalify those
with whom your company intends to do business. Obtain pre-project proof of ade-
quate project financing, and avoid contracts that require your company to continue
working during payment disputes.

E. Arm Yourself Early with Accurate Lien Law Information

A contractor’s ability to exactly satisfy the lien requirements—and to avoid the many
pitfalls that await it in the lien laws of foreign jurisdictions—begins with the gather-
ing of reliable lien law information. A number of sources are available to the con-
struction industry. For example, mechanics’ lien filing services (as well as various
contractor associations) have pamphlets, handouts, and other publications available
that cover basic—and even more sophisticated—Ilien law information. Courts often
have construed statutory language defining lien rights in ways that make a literal
reading of the underlying lien statute unreliable. Similarly, statutorily mandated lien
forms may be misleading to those who do not know how the lien statutes define the
terms used in the lien form. Investing time in preparing oneself to take full advantage
of the lien laws and other payment protections available to a contractor or subcon-
tractor in any new project jurisdiction is priceless.

VIl. RISK ASSESSMENT CHECKLISTS
The process of identifying general construction project risks, including risks unique to the
state where construction is planned, is crucial to the success of a construction project.

Owners, construction managers, designers, contractors, subcontractors, and materialmen

80Mp. CopE ANN., Real Prop. § 9-101.
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cannot afford to wait until a problem arises before assessing the risks inherent in doing
business in an unfamiliar state. Instead, this risk assessment process must start early, and
it should be a systematic approach to risk identification. If a firm does not have such a sys-
tematic approach to risk identification, development of one should be a high priority. It is
often possible to borrow from the numerous checklists and guidelines created by industry
participants and adapt that system to meet the particular operational style of any company.
A contractor should preserve the information gathered during the risk assessment so that
it can be of benefit to the project management team. The checklist that follows can be
used as a start to an early and thorough evaluation of the issues to be considered before
performing work in a new state:

V RISK ASSESSMENT CHECKLIST

(1) Qualifying to Do Business
a. Unless the planned construction work constitutes an isolated transaction,
obtain a certificate of authority.

b. Establish whether the state has any additional requirements for nonresi-
dent bidders—for example, filing with the state’s Department of Revenue
a statement of a contractor’s tangible property.

c. Ascertain and satisfy required registration fees.
d. Establish a registered agent/office.
(2) State Revenue Department Requirements
a. Ascertain whether the state requires a bond to ensure payment of taxes
b. Identify the bond amount and renewal requirements
c. Identify any sales or use tax liability
d. Plan for ad valorem or other taxes
(3) Licensing Requirements
a. Identify any need for contractor or subcontractor licenses

b. Determine whether the state requires a contractor to obtain a license before
bidding on a construction project or performing work

c. Verify compliance with architect and engineer licensing requirements

d. Determine whether a license is required for other construction profession-
als or specific trades, such as plumbers, electricians, fire alarm installers,
individuals involved in asbestos or lead abatement, and others

e. Review unique requirements of city or county licensing or permit
requirements

f. Review building code requirements

g. Identify any required environmental permits or requirements
(4) Evaluating the Effect of a State’s Laws on Contracts Terms

a. Subcontractor issues:

(1) Must subcontractors be listed on the bid or identified before
performance?
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(2) Is there a state prompt-payment statute?

(3) Can parties contract for payment terms that vary from the prompt-
payment act?

Contract award preference regulations:

(1) Determine whether the jurisdiction allows an award preference for
“residents.”

(2) Determine whether the state has a specified small business preference.

(3) Determine whether the state or bid requires a certain amount of the
work to be performed by a minority-or a woman-owned business.

Contract term laws or regulations:

(1) Determine the existence/validity of no-damages-for-delay clauses.
(2) Determine the existence/validity of pay-if-paid clauses.

(3) Does a state statute affect the enforceability of indemnity clauses?
(4) Does the contract adopt the laws of another jurisdiction?

(5) Are there other public policy limits on exculpatory clauses?

(6) Does a state statute affect the validity of a provision specifying a
choice of venue for court actions?

(5) Special Insurance Requirements

(6)

(7

a.
b.
c.

Identify the nature of required insurance coverages
Is an additional rider required for work in this jurisdiction?
Identify filing/reporting requirements.

Preservation of Lien/Bond Rights

=1 B R ¢ B =W e B w )

—

J-

. Is the project public or private?

. Verify the existence of lien rights

. Gather property legal description/owner information
. Verify the existence and coverages of payment bonds
. Identify any precontract filing requirements

Identify preliminary/early notice requirements

. Verify postperformance notice requirements
. Determine any limitations on lien/bond recovery

Make an early request for bond/lien information
Identify any need to use mandatory lien waiver forms

Payment Security Verification

a
b

o

Verify the adequacy of project financing

Identify notice-to-lender requirements

Are lender approvals required for change orders or other actions?
Identify any extra work payment limitations

Identify change order authority limitations

Verify the existence and impact of a state prompt payment statute
Identify trust fund/retainage requirements
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(8) Labor, Equipment, and Material Issues
a. Verify the adequacy of available local labor

. Is the locale primarily a union or nonunion labor market?
. Determine materials/equipment availability

. Identify applicable sales or use taxes

. Verify applicable labor rates/fringes

oo a0 o

Is the project affected by project/union agreements?

(9) Political Climate Assessment
a. Identify special political ties/circumstances

b. Identify other business climate considerations

VIll. INFORMATION SOURCES

In the pursuit of obtaining a state’s requirements for performing construction work,
the Internet can provide a plethora of information. Each state maintains a Secretary
of State Web site that provides information for obtaining a certificate of authority
within that particular jurisdiction.®!

For an overall review of a state’s construction contracting requirements, the state
chapters of the Associated General Contractors of America (AGC)® or the Asso-
ciated Builders and Contractors (ABC)® trade organizations can provide valuable
information. For example, on the AGC’s Web site, a State Law Matrix may be pur-
chased that offers a comprehensive listing and review of laws that influence the con-
struction process in all 50 states, the District of Columbia, and Puerto Rico.

Some states have organizations unique to the state and the construction profes-
sional. For example, in New York, the General Building Contractors of New York
State is an organization of more than 150 general contractors and construction man-
agers.3* Contacting these local organizations can also familiarize a contractor with
each state’s unique requirements.

Other construction industry trade associations (e.g., the Construction Financial
Manager’s Association) publish magazines, newsletters, and books with valuable
information. Construction law seminars that focus specifically on the laws of a par-
ticular state can be found in most states. Several publishing companies sell books that
detail construction law issues for a particular state or that focus on how all 50 states
handle a particular construction law issue (e.g., LienLaw Online, a subscription Web
service providing information regarding the lien laws in all 50 states and the District
of Columbia).®

81E.g., www.in.gov/sos/; www.sos.georgia.gov/.
8ywww.age.org.

Sywww.abe.org.

8yww.gbcnys.agc.org.

SSvww. lienlawonline.com.



54 PREPARING TO WORK IN A NEW STATE

If a contractor is bidding on work for one of the state’s governmental entities,
it is important to review the requirements unique to each department, such as the
Department of Transportation®® or the Department of Administration,’” as these
requirements may vary from those at the state level.

>> POINTS TO REMEMBER

» As construction work generally constitutes “doing business” in a state, a con-
tractor preparing to work in a new state must first obtain a certificate of authority
from the Secretary of State’s office.

* Most states require a bond from out-of-state contractors to ensure prompt and
full payment of taxes that become due as a function of performing construction
work in the state.

* Although not every state requires that a contractor be licensed before bidding or
performing construction work, all states require that architects, engineers, and
other design professionals be licensed.

« State lien and bond statutes often impose early filing or notice requirements.
Identify those requirements before you start work on a new project.

» The manner by which public construction projects are awarded varies by state
and should be understood and followed to ensure proper consideration of
the bid.

» State and local regulations regarding such things as general contractor relation-
ships with subcontractors, contract award preferences, and the enforceability of
contract terms vary greatly from one jurisdiction to another. Do not assume that
the laws in a foreign jurisdiction will be identical, or even similar, to those in
your home jurisdiction.

» Perform comprehensive risk assessment before bidding on a construction
project, and preserve and revisit that assessment throughout the project duration
to minimize potential problems.

86.
8

www.state. hi.us/dot.
Twww.idoa.in.gov/doa.



COMPETING FOR THE
CONTRACT

I. INTRODUCTION: SEALED BIDS TO NEGOTIATED
BEST-VALUE AWARDS

The bidding process is often the general contractor’s first exposure to the particu-
lar construction project and to the owner of that project. Bidding procedures vary
widely depending on whether the owner is public or private. Most federal, state,
and municipal contracts are awarded pursuant to public bidding. Competitive bid-
ding, although less prevalent in the private sector, is used by many private owners
as a means of obtaining an advantageous price while maintaining some control over
the quality of the successful awardee. Although private owners are rarely, if ever,
“required” to use competitive bidding procedures, for those private owners that do
choose to solicit competitive bids for a project, both the owner and potential bidders
should pay close attention to general principles of public bidding, because many of
the same considerations are present whether the project is public or private.

. GENERAL CONSIDERATIONS IN BIDS FOR PUBLIC CONTRACTS

The essential characteristics of public contracts at all levels of government are similar.
Public contracts generally are awarded to the contractor presenting the “lowest respon-
sible and responsive” offer or the “lowest and best offer.”” In other words, a successful
bid usually will be the one that represents the lowest price from a responsible bidder
and that meets the specifications provided by the public owner or contracting agency.
The next sections discuss in greater detail the elements of the typical successful bid.!

"Many of the principles (responsiveness, responsibility) related to competitive bidding have developed
in the context of federal government contracting. Therefore, reference is made to the decisions in federal
government procurement that help define the concepts and illustrate their application.
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lll. THE RESPONSIBLE BIDDER

The terms “lowest responsive and responsible” and “lowest and best” bidder, as used
in statutes, are not confined to the lowest-dollar bid. Indeed, the words “responsible”
and “best” are often as important as the word “lowest.” Responsibility determina-
tions focus on whether the contractor has the necessary technical, managerial, and
financial capability and integrity to perform the work. A “responsible” bidder is a
contractor capable of satisfactorily undertaking and completing the work. Public
contracting authorities will consider a number of factors in determining whether a
contractor is responsible. These factors, falling into two general categories, are also
relevant to a private owner’s evaluation of prospective contractors.

First, a contractor must be able to perform the work required by the solicitation.
In determining the contractor’s ability to perform, public contracting authorities will
consider the contractor’s financial resources, facilities and equipment, experience, and
licenses and permits. The second general category of responsibility standards addresses
the contractor’s desire and reliability to perform the contract. In this category, procure-
ment officials will consider the ethical integrity of the contractor and the contractor’s
ability to perform and complete previous (and typically similar) projects.

In federal procurement, Federal Acquisition Regulation (FAR) § 9.104—1 specifies that
a contractor must demonstrate these qualifications in order to be considered responsible:

(1) Have adequate financial resources to perform the contract, or the ability to
obtain them.

(2) Be able to comply with the required or proposed delivery or performance
schedule, considering all existing commercial and governmental business
commitments.

(3) Have a satisfactory performance record.
(4) Have a satisfactory record of integrity and business ethics.

(5) Have the necessary organization, experience, accounting and operational con-
trols, and technical skills, or the ability to obtain them.

(6) Have the necessary production, construction, and technical equipment and
facilities, or be able to obtain them.

(7) Be otherwise qualified and eligible for award under applicable laws and
regulations.

In general, under the principles governing federal contracting, the determination of
responsibility is based on the contractor’s ability to perform the specified work when
such work is to commence, not at the time of bidding. Therefore, a bidder does not
have to demonstrate the ability to perform at the time the bid is submitted. Rather, a
bidder will be deemed responsible if the bidder has or can obtain the apparent ability
to perform the work as of the date work is to begin.?

2Comp. Gen. B-176227, 52 Comp. Gen. 240.
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All available facts, whether submitted with the bid or not, should be submitted by
the contractor and considered by the government to resolve responsibility questions.
Since a public official is making a quasi-judicial decision when determining whether
a bidder is “responsible” within the meaning of the governing statute, the bidder is
entitled to the prerequisites of due process. Therefore, a finding by a public body that a
bidder is not responsible should be supported by a record establishing (1) the facts on
which the decision was based, (2) details of the investigation that disclosed these facts,
and (3) the opportunity that was offered to the bidder to present its qualifications.

Generally, the contractor will be entitled to an informal hearing on the matter,
although a formal hearing may be prescribed by statute. The contractor is normally
entitled to present evidence in its own behalf. Once a decision is made, however, the
courts generally will not reverse the agency’s decision and require award of the contract,
except where there has been a clear violation of the law. In Ward La France Truck Corp.
v. City of New York,? for example, the court found that requirements of a fair hearing
had not been observed. The court, however, did not order award of the contract to the
affected bidder; instead, it returned the matter to the public body for reconsideration.

In the federal procurement setting, the Comptroller General of the United States
(Comptroller General) has limited challenges to responsibility determinations to those
involving serious concerns that the contracting officer failed to consider available rel-
evant information or otherwise violated a statute or regulation. The result has been the
acceptance of agency determinations in the vast majority of cases.* Where an agency
determination of nonresponsibility is so unreasonable as to be arbitrary and capricious,
however, the affected bidder will be permitted to recover its bid preparation costs.’

IV. THE RESPONSIVE BIDDER

A public contract bid usually will not be accepted unless the bid is “responsive”—that
is, the bid must comply with all material requirements of the solicitation. Respon-
siveness differs from responsibility. Responsiveness focuses on whether the bid, as
submitted, is an offer to perform the exact tasks spelled out in the bid invitation and
whether acceptance will bind the contractor to perform in strict conformance with
the invitation.®

Failure of a contractor to carefully comply with the requirements for competitive
bidding may result in the bid being declared “nonresponsive” or, if an award has been
made, may render the contract voidable or prevent the contractor from recovering
full compensation for work performed. In determining the responsiveness of a bid,
the bidder’s intent must be clearly ascertainable from the face of the bid.” In order

3160 N.Y.S.2d 679 (N.Y. Sup. Ct. 1957).

44 C.ER. § 21.5(c); Impresa Construzioni Geom. Domenico Garufi v. United States, 238 F.3d 1324 (Fed.
Cir. 2001).

SPGBA, LLC v. United States, 60 Fed. Cl. 196 (2004).

®Johnson v. United States, 15 C1. Ct. 169 (1988).

"Jarke Corp., Comp. Gen. B-231858, 88-2 CPD § 82.
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to rise to the level of nonresponsiveness, however, the deviation must be considered
material.®

A deviation is considered material if it gives one bidder a substantial competitive
advantage that prevents other bidders from competing equally. A deviation is also
material if it goes to the substance of the bid or works prejudice on other bidders.
The deviation goes to the substance of the bid if it affects price, quantity, quality, or
delivery of the items offered.” A contractor bidding on public work generally must
take the contract as presented. Thus, any qualification of a bid that limits or changes
one or more of the terms of the proposed contract subjects the contractor to the risk
of its bid being deemed nonresponsive. For example, in Fire-Trol Holdings, LLC,"
a contractor’s bid was found to be nonresponsive where it offered to provide fire
retardants that were not on an approved products list as required by the solicita-
tion.!! Obviously, such a qualification, if accepted by the owner, could have given the
contractor an unfair price advantage over other bidders.'?

The contractor’s inclusion of reservations or conditions in its bid generally renders
the bid nonresponsive. According to the FAR, a bid is nonresponsive if it includes
conditions such as:

(1) Protecting against future changes in conditions, such as increased costs, if
total possible costs to the government cannot be determined.

(2) Failing to state a price and indicating that price shall be “price in effect at time
of delivery.”

(3) Stating a price but qualifying it as being subject to “price in effect at time of
delivery.”

(4) Conditioning or qualifying a bid by stipulating that it is to be considered only
if, before date of award, the bidder receives (or does not receive) award under
a separate solicitation when that is not authorized by the invitation.

(5) Requiring the government to determine that the bidder’s product meets
applicable government specifications.

(6) Limiting rights of the government under any contract clause.'®

Most rules concerning bid responsiveness are aimed at preventing a contractor
from having “two bites at the apple.” In other words, the concept of “bid respon-
siveness” is used to guard against a low bidder having the opportunity, after bids
are opened and all prices are revealed, to accept or reject an award based on some
contingency that the bidder created itself, and that applies only to, and works to the
advantage of, that bidder.

8R.D. Brown Contractors, Inc. v. Bd. of Educ. of Columbia County, 626 S.E.2d 471 (Ga. 2006).
9FAR § 14.404-2.

O Fire-Trol Holdings, LLC. v. United States, 68 Fed. CI. 281 (2005).

USee also Kipp Constr. Co., Comp. Gen. B-181588, 75-1 CPD 1 20.

12See also Chemtech Indus., Inc., B-186652, 76-2 CPD 9 274.

3FAR § 14.404-2(d).
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The prohibition against a bidder having “two bites at the apple” applies most often
when a defect in the bid or an ambiguity in a solicitation subjects the intended bid to
differing interpretations. For example, in Caprock Vermeer Equipment, Inc.,'* a bid-
der for an equipment supply contract included in its bid descriptive literature on which
the word “optional” was written. The Comptroller General found that there were two
interpretations of the bid, at least one of which rendered the bid nonresponsive. The
Comptroller General, therefore, upheld the government’s rejection of the bid.

A bid will also be considered nonresponsive if the bidder attempts to make the bid
contingent upon some act or event. In Hewlett Packard,"> the Comptroller General
found a bid to be nonresponsive where the bidder sent a transmittal letter stating that
the bid was contingent on the removal of a contract clause. The Comptroller General
found that the contingency rendered the bid nonresponsive because the bidder sought
to change the terms of the contract to the bidder’s sole advantage.

A bid will also be considered nonresponsive where the bidder deviates from the
bidding requirements by failing to acknowledge addenda (i.e., changes to the bid
documents issued before the bids become due), particularly where the addenda con-
tain a statutorily required provision.'® Also, an oral, rather than written, acknowledg-
ment of an amendment is unacceptable.'’

According to the Comptroller General, nonresponsive bids also include bids that
fail to acknowledge an amendment that would impose a new legal obligation (even
if it would not affect price)'® and that fail to certify that a federally mandated small
business concern will be utilized."

A determination that a bid was nonresponsive because it was materially unbalanced
was upheld by the Comptroller General even though the bidder contended the “unbal-
ancing” resulted from allocated technical evaluation and preproduction costs to first
articles.?’ The Comptroller General said that, where costs necessary to produce the
first articles also are a necessary investment in the production quantity, the costs should
be amortized over the total contract rather than allocated solely to the first articles. The
reason for rejecting “front-loaded” bids is that the greatly enhanced first-article prices
will provide funds to the firm in the early period of contract performance, and will be,
in essence, an interest-free loan to which the contractor is not entitled.?!

Rejection of a bid for nonresponsiveness may also be proper when the principal
on the bid bond submitted by the bidder is not the same legal entity as the offeror on
the bid form. Generally, a surety can be obligated on a bid bond only if the principal
named in the bond fails to execute the contract after award to that bidder. The refusal
of another entity to contract with the awarding authority does not result in a forfei-
ture of the bid bond. Defective bid bonds constitute a substantial deviation, ordinarily

14Comp. Gen. B-217088, 85-2 CPD ¥/ 259.

5Comp. Gen. B-216530, 85-1 CPD 9 193.

16Im‘egrated Bus. Solutions, Inc. v. United States, 58 Fed. CI. 420 (2003).
Y 4lcon, Inc., Comp. Gen. B-228409, 88-2 CPD 9 114.

18 4m. Sein-Pro, Comp. Gen. B-231823, 88—2 CPD 9 209.

YDelta Concepts, Inc., Comp. Gen. B-230632, 88-2 CPD 4 43.

2001, C. Gen., Inc., Comp. Gen. B-228334, 87-2 CPD 9 572.

21Fid. Techs. Corp., Comp. Gen. B-232340, 88-2 CPD q 511.
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requiring rejection of the bid as nonresponsive, because such bonds do not protect the
public body and enable bidders to get out of contracts with impunity.??

Although many deviations such as those just noted may be considered “mate-
rial,” the awarding authority may waive minor irregularities.>* This long-established
policy permitting waiver of minor irregularities or informalities preserves the focus
of competitive bidding on lowest price by discouraging questions over matters not
affecting the substance of the bid.**

The basic rule observed in connection with minor irregularities is that the defect
or variation in the bid must have trivial or negligible significance when contrasted
with the total cost or scope of the invitation for bids. Deviations affecting price,
quantity, quality, delivery, or completion are generally material and merit especially
stringent standards to protect against any bidder obtaining a competitive advantage.?’
For bid irregularity to be waived, it must be so inconsequential or immaterial that the
bidder does not gain a competitive advantage after all bids have been exposed. Thus,
a minor irregularity may be found where the bidder fails to initial a price change in its
bid before bid opening;?¢ fails to mark its bid envelope with the solicitation number,
date, and time of bid opening;?’ or fails to provide incidental information requested
by the invitation.?

Determining what constitutes a minor informality generally is left to the discre-
tion of the contracting officer,?’ and courts often recognize the contracting officer’s
broad discretion to determine what constitutes a minor irregularity. For example,
a Maryland court held that a bidder’s failure to furnish a bid bond was not a mate-
rial irregularity necessitating bid rejection.?® Specifically, the court characterized the
governing considerations in this way:

Of course, bidders should make every effort to comply as strictly as possi-
ble with specifications. On the other hand, it is the duty of an administrative
agency to secure the most advantageous contracts possible for the accomplish-
ment of its work. A bidder’s variation from specifications will not exclude him
from consideration for the award of the contract unless it is so substantial as to
give him a special advantage over the other bidders. In judging whether or not
the omission or irregularity in a bid is so substantial as to invalidate it, the court
must be careful not to thwart the purpose of competitive bidding by declaring
the lowest bid invalid on account of variations that are not material.>!

22See Yank Waste Co., Comp. Gen. B-180418, 74—1 CPD ¥ 190.

2R.D. Brown Contractors, Inc. v. Bd. of Educ. of Columbia County, 626 S.E.2d 471 (Ga. 2006); Interstate
Constr. Inc., Comp. Gen. Feb. B-281,465, 99—1 CPD § 31.

24Comp. Gen. B-148624, 41 Comp. Gen. 721; Faist v. Hoboken, 60 A. 1120 (N.J. Sup. 1905).

2 Tel-Instrument Elecs. Corp. v. United States, 56 Fed. Cl. 174 (2003); Bishop Contractors, Inc., Comp.
Gen. B-246526, 91-2 CPD § 555. See FAR § 14.405.

2Werres Corp., Comp. Gen. B-211870, 83—2 CPD 9§ 243.

YBond Transfer & Storage Co., Comp. Gen. B-210251, 83-1 CPD § 97.

2Indus. Design Laboratories, Inc., Comp. Gen. B-215162, 84-2 CPD q 413.

2 nterstate Rock Prods., Inc. v. United States, 50 Fed. Cl. 349 (2001).

0Bd. of Educ. of Carroll County v. Allender, 112 A.2d 455 (Md. 1955).

311d. at 460 (citing George A. Fuller Co. v. Elderkin, 154 A. 548 (Md. 1931)(emphasis supplied.)
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As noted previously, however, the court’s conclusion that a bid without a bid bond
did not constitute a “special advantage over the other bidders” is inconsistent with the
great majority of such decisions.*

Another far-reaching example of a procuring agency’s exercise of discretion to
award to the low bidder despite a potential bid irregularity arose in Pullman Inc.
v. Volpe.3® There the court upheld “clarifications” made by the low bidder after bid
opening on the ground that the clarifications demonstrated that the bid conformed to
and did not alter the specifications.

In contrast to the two cases just noted, a number of Comptroller General decisions
may help illustrate what are more typically considered to be minor informalities:

(1) The omission of unit prices under circumstances where they could be calcu-
lated by dividing total prices by estimated quantities**

(2) The insertion of the wrong solicitation number on a bid bond>?
(3) The omission of a principal’s signature on a bid bond when the bond is
submitted with a signed bid>®

(4) An ambiguous bid price if the bid is low under all reasonable interpretations*’

(5) A failure to include required information on affiliates®®

(6) A failure to acknowledge an amendment to the solicitation that would not
have a material impact on price*® or only a trivial impact on price*’

(7) A failure to acknowledge an amendment reducing the quantity of items to
be ordered where the amendment imposed no obligations not already in the
original invitation and had no impact on the bid price*!

(8) A failure to provide equipment description information when the solicitation
did not make it clear such failure would result in bid rejection*?

V. THE “LOWEST AND BEST” BIDDER

Some who engage in competitive bidding assume that an owner must award the con-
struction contract to the lowest bidder. This belief, however, is only partially accurate in
public contracting and generally is not true at all in private contracting. A contractor’s

2See, e.g., Thorp s Mowing, Comp. Gen. B-181154, 74-2 CPD Y 37; George Harms Constr. Co. v. Ocean
County Sewerage Auth., 394 A.2d 360 (N.J. Super. Ct. App. Div. 1978).

3337 F. Supp. 432 (E.D. Pa. 1971).

3#GEM Eng’g. Co., Comp. Gen. B-231605.2, 882 CPD ¥ 252.

35Kirila Contractors, Inc., Comp. Gen. B-230731, 88—1 CPD 9 554.

36p_B Eng’g. Co., Comp. Gen. B-229739, 88—1 CPD q 71.

YINJS Dev. Corp., Comp. Gen. B-230871, 88-2 CPD § 62.

384 & C Bldg. & Indus. Maint. Corp., Comp. Gen. B-229931, 881 CPD § 309.

¥ ddak Comme 'ns Sys., Inc., Comp. Gen. B-228341, 88—1 CPD § 74.

4OStar Brite Constr. Co., Comp. Gen. B-228522, 88—1 CPD 9 17 ($2,000 out of a $118,000 difference
between low and second low bid).

“I Yutomated Datatron, Inc., Comp. Gen. B-231411, 88—2 CPD 9 137.

“Houston Helicopters, Inc., Comp. Gen. B-231122, 88-2 CPD q 149.
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bid, in a legal sense, is simply an offer to perform work; until the owner accepts that
offer, no enforceable obligation arises.*’ Highlighting this idea that the bid itself is
only an offer to perform, the owner’s Invitation for Bids (Invitation) usually contains
a provision to the effect that “the owner reserves the right to reject any or all bids.”
This provision puts contractors on notice in the bidding documents that the owner may
choose not to “accept” any of the bid “offers.”**

Although the federal government must consider factors other than price in the
evaluation process, the relative pricing of bids is of great importance in federal pro-
curement. Federal agencies must accept the bid that is the most financially advanta-
geous to the federal government, so long as that bid is responsive to the terms of the
solicitation and the bidder is a responsible contractor. According to one federal statute,
agency heads must award contracts “to the responsible bidder whose bid conforms to
the solicitation and is most advantageous to the United States, considering only price
and the other price-related factors included in the solicitation” (emphasis added).*

The federal concern for securing the most financially advantageous bid is well
illustrated by the evaluation of bids responding to solicitations with multiple items.
Bids presented on this type of solicitation generally must be evaluated based both
on the unit price offered by a bidder as well as the total price. In S. J Groves &
Sons Co.,* the Comptroller General stated that “where awards on a combination of
schedules is contemplated the award made must result in the lowest cost to the Gov-
ernment to carry out the mandate of 10 U.S.C. § 2305(c). . . **” As a result, a federal
agency actually may be required to make multiple awards if different bidders offer
the lowest unit price on different specific items or if the value of prices of individual
items is lower than the total price offered by another bidder.

Even though the relative prices offered by bidders are of great importance to
federal procurement officials, a contractor submitting the low bid generally has no
vested interest in the award of that contract.*® Nevertheless, that contractor cannot be
denied the contract unless the denial would be in the public’s best interest. A further
qualification to the importance of price is that even if the bidder on a federal contract

43 As stated in Samuel Williston & Richard Lord, Williston on Contracts (4th ed. 2007): Often tenders or bids
are advertised for by public corporations, municipalities, counties or states, or private corporations. The rules
governing such bidding are analogous to the rules governing auction sales. Thus, an ordinary advertisement
for bids or tenders is not itself an offer, but the bid or tender is an offer that creates no right until accepted.
#Some courts, however, have found that a “reservation of right to reject all bids” clause will not permit
an arbitrary rejection of bids, particularly when the bids meet the terms of the solicitation and the rejec-
tion is intended primarily to avoid a bid protest. See Pataula Elec. Membership Corp. v. Whitworth, 951
F.2d 1238, 124344 (11th Cir. 1992), revd on other grounds, sub nom. Flint Elec. Membership Corp. v.
Whitworth, 68 F3d 1309 (11th Cir. 1995), corrected decision, 77 F.3d 1321 (11th Cir. 1996); Cianbro
Corp. v. Jacksonville Transp. Auth., 473 So. 2d 209 (Fla. Dist. Ct. App. 1985).

4510 U.S.C. § 2305(b)(1)(3).

4Comp. Gen. B-184260, 76-1 CPD § 205.

YIId. at 23.

“8Courts in some jurisdictions, however, have found that the contractor submitting the lowest, responsible
responsive bid does have a protected interest under state or local law in contract award. See Pataula Elec.
Membership Corp. v. Whitworth, 951 F.2d 1238, 1243-44 (11th Cir. 1992), revd on other grounds, sub
nom. Flint Elec. Membership Corp. v. Whitworth, 68 F.3d 1309 (11th Cir. 1995), corrected decision, 77
F.3d 1321 (11th Cir. 1996).
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does not present the lowest bid, the bid is entitled to fair consideration.** Where a
federal agency fails to consider adequately a bidder’s proposal, the bidder may be
entitled to recover bid preparation costs.>

Most state and local governments must also award their contracts to the lowest
and best bidder. Most states and many localities have enacted statutes or ordinances
mandating award to the lowest bidder whose bid meets the solicitation’s technical
requirements.’’ Some courts addressing state and local public competitive bidding
statutes, regulations, ordinances, and guidelines have held that such provisions can
create a protected property interest in favor of the lowest responsible, responsive
bidder in the expectation of award, if the solicitation is subject to competitive bid-
ding requirements protected by federal or state law.>> Other courts interpreting state
or local competitive bidding requirements have found that the lowest responsible,
responsive bidder does not have a protected property interest in the award of the con-
tract.>> Determining whether a protected property interest exists turns on the nature
of the state or local law, regulation, or ordinance.>*

If a protest is contemplated, the contractor should first determine whether a com-
petitive bidding statute or regulation governs the state’s or locality’s procurement,
and, if so, what such regulation permits or requires.

VI. NEGOTIATED “BEST VALUE” SELECTION PROCESS

Historically, the preferred method of contracting in the federal government system
was through sealed bidding with the government issuing an Invitation. Bids were
received on the date specified in the Invitation, and award was made to the lowest-
dollar bid from a responsive, responsible bidder. Negotiated procurement was
another method of contracting but was used only under specific circumstances set
forth in statute and regulations. Under negotiated procurement procedures, the fed-
eral government issued a request for proposals (RFP). Generally, once proposals
were received, the government and the offerors entered into negotiations under the
terms of the solicitation, with award being made to the offeror that ultimately submit-
ted the lowest negotiated price.

The negotiated “best value” procurement process is authorized under 10 U.S.C. §
2304 and the FAR.> Under this procedure the government is not required to award

49ConceptAutomation, Inc. v. United States, 41 Fed. Cl. 361 (1998).

NCoflexip & Servs., Inc. v. United States, 961 F.2d 951 (Fed. Cir. 1992).

31See, e.g., FLA. STAT. ANN. §§ 255.29, 337.11; GA. CopE ANN. § 36-91-21.

2See, e.g., Harris v. Hays, 452 F.3d 714 (8th Cir. 2006); Club Italia Soccer & Sports Org., Inc. v. Charter
Twp. of Shelby, Mich., 470 F.3d 286 (6th Cir. 2006); Enertech Elec. v. Mahoning County Commrs, 85
F.3d 257 (6th Cir. 1996).

3See, e.g., Interior Contractors, Inc. v. Bd. of Trs. of Newman Mem’l County Hosp., 185 F. Supp. 2d 1216
(D. Kan. 2002); John Gil Constr., Inc. v. Riverso, 72 F. Supp. 2d 242 (S.D.N.Y. 1999).

34See, e.g., Pataula Elec. Membership Corp. v. Whitworth, 951 F.2d 1238, 1243—44 (11th Cir.), revid
on other grounds, sub nom. Flint Elec. Membership Corp. v. Whitworth, 68 F.3d 1309 (11th Cir. 1995),
corrected decision, 77 F.3d 1321 (11th Cir. 1996).

55See FAR Part 15.
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to the lowest-priced offeror; but through a trade-off evaluation process as specified in
the RFP, the government makes an award to the offeror whose proposal provides the
“best value” to the government. In this regard, FAR § 15.101-1 provides:

(a) A tradeoff process is appropriate when it may be in the best interest of the
Government to consider award to other than the lowest priced offeror or other
than the highest technically rated offeror.

(b) When using a tradeoff process, the following apply:

(1) All evaluation factors and significant subfactors that will affect contract award
and their relative importance shall be clearly stated in the solicitation; and

(2) The solicitation shall state whether all evaluation factors other than cost
or price, when combined, are significantly more important than, approxi-
mately equal to, or significantly less important than cost or price.

(3) This process permits tradeoffs among cost or price and non-cost factors
and allows the Government to accept other than the lowest priced pro-
posal. The perceived benefits of the higher priced proposal shall merit the
additional cost, and the rationale for tradeoffs must be documented in the
file in accordance with FAR § 15.406.

The negotiated best-value procurement process has been the subject of numer-
ous appeals to the Comptroller General as well as to the United States Court of
Federal Claims and the United States Court of Appeals for the Federal Circuit. The
Comptroller General and federal courts will give substantial deference to the discre-
tion of the government in determining which offer is the most advantageous to the
government. For example, in Park Tower Mgmt., Ltd. v. United States,>® the agency
selected a maintenance services contractor after an extended negotiated procurement
process. The disappointed bidder filed a protest claiming that the agency’s best-value
determination was unreasonable because, in part, the award went to a contractor with
a lower technical evaluation score. The Park Tower court upheld the agency’s deci-
sion, noting that the best-value approach gives the agency substantial discretion, even
more so than when using a sealed bid approach.

The protestor’s burden when seeking to overturn an agency’s decision becomes
heavier as the agency’s level of discretion increases. In addition, evaluation scores
are merely guides to be used by the agency, which must exercise judgment in deter-
mining how differences in technical evaluation scores will impact overall perform-
ance on the contract. The ultimate standard or test applied by both the Comptroller
General and the federal courts is (a) whether the government complied with the FAR
requirements for negotiated best-value procurements; and (b) whether the agency
followed the selection and evaluations procedures set forth in the RFP.’

The negotiated best-value method is also widely used in state and local government
procurement.’® Even when state statutes mandate the use of sealed bidding, the use

3667 Fed. Cl. 548 (Fed. Cl. 2005).

STMicrodyne Outsourcing, Inc. v. United States, 72 Fed. Cl. 694 (2006); Widnall v. B3H Corp., 75 E3d
1577 (Fed. Cir. 1996). See also Banknote Corp. of Am., Inc. v. United States, 56 Fed. Cl. 377 (2003).
38See, e.g., CaL. Epuc. Copk § 17250.15; Colo. Rev. Stat. § 24-93-106; FLA. STAT. ANN. § 287.055.
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of best value might be possible when a project’s overall costs can be reduced while
still maintaining public policy objectives or when sealed bidding is not feasible or
practical.’® For example, when substantial cost savings could be achieved without
encouraging favoritism and without substantially diminishing competition for public
contracts, an Oregon court upheld an agency’s decision to forgo the use of competitive
sealed bidding.®® Sealed bidding may not be feasible or practical in cases of insuffi-
cient competition, lack of detailed specifications, or under emergency situations.

Although many states have permitted their procuring agencies to use the best-
value approach, especially for design-build projects (see Chapter 2), there is little
similarity between the details of various state plans. The major differences lie prima-
rily in the evaluation criteria used to determine best value and the process by which
the winning bid is selected.

The process used to select the best value may involve specific requirements for
creating the solicitation, scoring and ranking the submitted proposals, making an ini-
tial determination of the most qualified bidders, or rules regulating negotiations with
bidders. In general, however, the process may be reduced to a two-step procedure
consisting of a qualification stage and a best-value evaluation stage. In the first stage
the procuring agency receives proposals and creates a short list of the best candidates
meeting some specified qualification threshold, based on appropriate selection cri-
teria. The most qualified candidates receive an invitation to negotiate. For example,
Florida agencies seeking architectural or engineering services narrow the list of bid-
ders to not less than three candidates, based on the ability to furnish the required
services.®! In the second stage, the procuring agency typically conducts an in-depth
evaluation of the qualified proposals and selects the bidder that presents the best
value to the project.

States following the best-value method have also created different guidelines for
using the evaluation criteria to award contracts. In some states, statutes enumerate
evaluation factors that the procuring agency must use. Colorado’s integrated project
delivery statute, for instance, requires the use of price, technical approach, past per-
formance, and project management and craft labor capabilities as factors.®? In other
states, the procuring agency itself decides what factors determine best value. For
example, a California school district may independently determine appropriate selec-
tion criteria for best-value design-build projects.®3 Regardless of the guidelines used to
create best-value criteria, state procurement regulations are subject to the same types
of challenges as seen in the federal arena. That is, the somewhat subjective nature of
the best-value method gives considerable discretion to the agency, and, therefore, the
agency must comply with the applicable statutory or regulatory requirements as well
as the evaluation and selection procedures set forth in the RFP.%

¥ Associated Builders and Contractors, Inc. v. Tri-County Metro. Transp. Dist. of Or, (Tri-Met) Bd. of Dirs., 12 P3d
62 (Or. Ct. App. 2000); Graydon v. Pasadena Redevelopment Agency, 164 Cal. Rptr. 56 (Cal. Ct. App. 1980).

0 dssociated Builders and Contractors, Inc. v. Tri-County Metro. Transp. Dist. of Or., (Tri-Met) Bd. of
Dirs., 12 P.3d 62 (Or. Ct. App. 2000).

OIFLA. STAT. ANN. § 287.055.

92CoLo. REv. STAT. § 24-93-106.

9CaL. Epuc. Cope § 17250.15.

%See, e.g., Nachtigall v. N.J. Turnpike Auth., 694 A.2d 1057 (N.J. Super. Ct. App. Div. 1997).
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Vil. ELECTRONIC BIDS

Electronic commerce has been implemented in virtually all of the states and the
federal government, but there is no predominant pattern among the states. Many
have passed enabling legislation allowing state officials to establish procurement
programs for electronic commerce, while others provide only electronic solicitation
notices. Some states allow online bidding as an alternative method, and still others
will accept electronic bids for selected agencies. The federal government utilizes
electronic procurement practices. Section 15 of the FAR, which governs the conduct
of negotiated procurement, has been rewritten to allow federal agencies to use online
auction technology. Still prohibited, however, is conduct that “favors one offeror over
another,” “reveals an offeror’s technical solution,” or “knowingly furnishes source
selection information” contrary to regulatory or statutory requirements.®

Four decisions from the Comptroller General illustrate problems that e-bidding
for federal contracts may present. In PM Tech, Inc.,%® a contractor bidding online
attempted to take the necessary steps to timely submit its bid but failed to submit
anything other than the cover sheet for its proposal by the time responses to the
solicitation were due. PM Tech provided the information missing from its original
submittal one day after solicitations were due; however, the bid was still rejected as
untimely. PM Tech protested to the Comptroller General. The Comptroller General
rejected PM Tech’s arguments and stated in its decision: “We view it as an offeror’s
responsibility, when transmitting its proposal electronically, to insure the proposal’s
timely delivery by transmitting the proposal sufficiently in advance of the time set for
receipt of proposals to allow for timely receipt by the agency.”®” In a decision simi-
lar to those involving late delivery of bids or late delivery of faxes, the Comptroller
General concluded that PM Tech assumed the risk of submitting an incomplete bid
when it waited until only 13 minutes before the deadline for receipt of proposals to
begin to transmit its proposal.

Similarly, in Sea Box, Inc.,%® the Comptroller General held that although the bid
was received by the federal government’s e-mail system before the deadline, it was
untimely because it failed to reach the specified e-mail box by the stated deadline. In
the Sea Box decision, the Comptroller General pointed out that the protestor sent its
bid, consisting of seven e-mails, approximately 11 minutes before the stated dead-
line. The seven e-mails reached the agency’s initial point of entry for e-mail before
the deadline, were held for a period of time, then were sent to a virus-scanning server
and subsequently arrived 7 to 24 minutes late at the specified e-mail box for receipt
of bids. The agency rejected the bid as late, and the Comptroller General agreed.

In Tischman Construction Corp.,% the prospective contractor submitted identi-
cal bids electronically and on paper as was required by the RFP for construction

95FAR § 15.306(e).

%6Comp. Gen. B-291082, 2002 CPD 9 172.
Id. at 3.

%8Comp. Gen. B-291056, 2002 CPD 9 181.
“Comp. Gen. B-292097, 2003 CPD 9 94.
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management services. The paper version of the bid was received by the contracting
entity approximately 73 minutes after the stated deadline. The electronic version of
the bid was received approximately 50 minutes before the bid deadline. The agency
rejected the bid as untimely. The Comptroller General disagreed and sustained Tis-
chman’s protest, relying on a prior decision in which a bidder submitted its bid at two
separate locations, as required by the solicitation, but only one was timely.”" In that
earlier decision, the Comptroller General found that the agency had received a com-
plete copy of the bid in a timely manner and no competitive advantage was obtained
by the contractor. Under those circumstances, the late bid at the second location was
considered a minor informality by the Comptroller General.

Finally, in V'S4 Information Sys. Inc.,”" the Comptroller General denied a protest
where the solicitation materials were available only on the Internet. The procuring
agency had posted an amendment to the solicitation with a short response time and
did not specifically advise the protestor of the amendment. The Comptroller Gen-
eral found that the protestor had not taken reasonable steps to make itself aware of
amendments. The agency cited registering for e-mail notification or checking the
Internet site as reasonable precautions to take to ensure receipt of all relevant amend-
ments. Because of its failure to take these reasonable steps, the protestor had insuf-
ficient time to protest the terms of the solicitation.

The strict and longstanding rules regarding timeliness for the submission of bids or
proposals in proper format should be adhered to by firms submitting bids electronically.

VIll. REVERSE AUCTIONS

The advancement of technology has also given rise to the use of online “reverse
auctions.” A reverse auction is a live, Internet-based auction in which prospective
contractors bid down the price to provide the products or services sought by the pur-
chaser. A typical reverse auction starts with the owner selecting a list of prequalified
bidders. Specifications and drawings are provided to the bidders before the auction
with sufficient lead time to prepare bids. Once the auction starts, the contractors bid
simultaneously and can evaluate their relative standing, although they do not know
the identity of the other bidders and may not have a competitor’s specific quote or
bid. Bids are made in multiple rounds, and the duration of each round is relatively
short. The auction ends at a predetermined time, and the lowest bidder is selected.
Reverse auctions may offer many potential benefits to owners. When the prod-
ucts being sought are commodities or when owners can clearly define the scope,
specifications, and conditions of the desired products and services, a reverse auction
may help to get to the bottom-line price. This is especially true when there are many
qualified bidders. The speed of a reverse auction may also decrease procurement time
as there is less need for negotiations between the owner and potential contractors.

ABT Associates, Inc., Comp. Gen. B-226063, 87—1 CPD q 513.
"IComp. Gen. B-291488, 2002 CPD 9 205.
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Finally, reverse auctions leverage technology, and owners may easily outsource their
auctions to third-party providers. This may lower the transactional costs of procure-
ment and may ensure that a detached and neutral party administers the process.

The use and efficacy of reverse auctions, however, is hotly contested in the con-
struction industry.”? One of the chief complaints lodged by contractors and suppliers
is that a reverse auction is heavily focused on price to the exclusion of other relevant
factors. Since construction products and services seldom can be characterized as
commodities, the focus on price may lead owners to ignore the inherent variability
found in construction projects. That is, the winning bidder’s price may simply be a
bare-bones bid that does not fully consider the numerous unknown issues likely to be
encountered. This may lead to disagreements over the necessity of change orders and
the subsequent pricing of such changes. Also, important qualitative factors such as
schedule, quality, and performance are likely to be discounted by the reverse auction
process. When these factors are deemphasized, the resulting true cost of the project
is likely to be higher than anticipated.

Reverse auctions may also lead to bid gaming, in which the owner fails to obtain
the lowest bid that otherwise would have been offered. Since the contractors under-
stand that they may simply offer a lower bid during a later stage of the reverse
auction, they may lack the motivation to put forth their truly lowest bid. Instead, con-
tractors hold back their lowest bids and monitor the progress of the other bidding. As
a consequence, the winning bidder may win the auction with a bid that exceeds the
price it otherwise would have been prepared to offer. In sealed bidding, by contrast,
there is no opportunity to view the other bids, and contractors realize that there is but
one opportunity to offer a bid. Sealed bidders are, therefore, motivated to provide the
lowest acceptable bid when the bid is initially submitted.

IX. GENERAL CONSIDERATIONS WHEN COMPETING ON
PRIVATE CONTRACTS

Few rules exist in private contract bidding that obligate the owner to award to a
particular contractor. Although a private owner is not bound by statute to operate under
the “lowest responsible, responsive bidder” approach, the private owner likely will
consider many of the same factors when reviewing bids. The private owner may select
a contractor based on any criteria it deems appropriate. The private owner is generally
under no obligation to make award to the lowest bidder, and might attempt to negoti-
ate an even lower price once the low bid has been determined. Moreover, private own-
ers are generally under no duty to disclose the bases for their decisions. Private owners
may open bids outside the presence of all bidders. Private owners may require the
bidders to provide a wide variety of information concerning the contractor’s ability to
perform the project. In addition, private owners may or may not require the contractor
to provide a bid bond to guarantee its bid or proposal, or payment and performance
bonds or other security, to guarantee performance once the work starts.

2See, e.g., Associated General Contractors of America,White Paper on Reverse Auctions for Procurement
of Construction (2003).



X. EFFECT OF PAST PERFORMANCE EVALUATIONS ON AWARD PROCESS 69

As with public bidding, the contractor should present itself as a responsible business
that is responsive to the owner’s needs and that will perform at a reasonable price. The
contractor should also take care to determine whether the owner can meet payment
obligations and provide promised logistical support. For the most part, a private owner
presents a much greater financial risk than a public body with its tax base. Addition-
ally, the contractor should carefully review all specifications and plans presented by
the owner, because the private owner may not have the resources to provide the review
necessary to find and eliminate potential, and costly, design problems.

X. EFFECT OF PAST PERFORMANCE EVALUATIONS ON
AWARD PROCESS

In 1994, Congress passed the Federal Acquisitions Streamlining Act (FASA).”® In so
doing, Congress acknowledged that a contractor’s past performance should be evalu-
ated during a current acquisition process to determine whether that contractor should
receive future work. Section 1091 of FASA provides that “past contract performance
of an offeror is one of the relevant factors that a contracting official of an executive
agency should consider in awarding a contract.” Under FASA, all federal departments
and agencies must have procedures to record contractor performance contemporane-
ous with that performance on all contracts over $100,000 and to use the contractor’s
past performance during future acquisition processes. The federal government believes
that the use of past performance evaluations will sufficiently motivate contractors to
perform at the highest standards or, to the extent they are not performing at such level,
to improve their performance before they are again rated by an agency or department.
Past performance evaluations are a significant factor in the agencies’ determinations
of a best-value selection. Procuring agencies can better predict the quality of the con-
tractor’s performance and, therefore, the associated customer’s satisfaction.

The primary rationale supporting the evaluation of contractor performance and
its use in future procurements is twofold. First, Congress believes that an active dia-
logue between the contractor and the government during performance will result in
better current performance by the contractor. Second, because contractors are made
aware that their performance evaluations will be used by other procuring agencies
on future procurements, procuring agencies will be better able to select high-quality
contractors for new contracts.

The federal government has limited the scope and content of past performance eval-
uations to matters related to a contractor’s actual contract performance. In April 2002,
the Office of Federal Procurement Policy issued a government-wide memorandum
providing that contractors could not be given “downgraded” past performance evalu-
ations for availing themselves of their rights to file protests and claims or for deciding
not to use alternative dispute resolution (ADR). That same memorandum also pro-
vided that contractors could not be given more “positive” past performance evalua-
tions for refraining from filing protests and claims or agreeing to use ADR.

73Pub. L. No. 103-355 (Oct. 13, 1994) (codified in scattered sections of 10 U.S.C. and 41 U.S.C.).
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Several Comptroller General decisions have addressed the relevance of past
performance evaluations and their use in current procurements. In C. Lawrence Con-
struction Company, Inc.,”* the Comptroller General found that the requirement of
the United States Army Corps of Engineers (Corps) that offerors provide at least
five past performance references for relevant contracts, which were defined in the
RFP as similar construction contracts in the $5 to $10 million range, was not unduly
restrictive and was consistent with the Corps’ position that evaluating at least five
projects provided a “comfort zone” with respect to a prospective contractor’s overall
performance trends.

The Comptroller General has also ruled that it is reasonable for an agency to
consider the specific experience of a contractor to which award was being made
more favorably than the general experience of the protesting company.” Similarly,
agencies can look at the contractor’s performance on contracts other than those simi-
lar to the one for which the past performance is being evaluated and can, in fact,
look to see how a firm has carried out its contractual obligations. Such evaluation can
provide the agency with a prediction of whether the contractor will satisfactorily per-
form the new contract.”® A smaller dollar value does not render the previous contract
performance irrelevant for past performance purposes.’’ Agencies may also consider
negative past performance comments even though such comments have not been
documented contemporaneously with the occurrence of the past performance.’®

A. Past Performance Evaluation Procedures

As part of the overall evaluation process for a current procurement, the procuring
agency should confirm the accuracy of any prospective offeror’s past contract infor-
mation and assign a performance risk rating. Final past performance ratings may
be reflected in a color, adjective rating, a number, or some other means, depending
on the particular agency policy for indicating the relative ranking of offerors. In a
prospective contractor’s performance risk assessment, the number and severity of
problems in its overall work record should be considered, as should demonstrated
effectiveness of corrective action taken. In instances where good or poor perform-
ance is noted, it should be related to a specific solicitation requirement. When a
prospective contractor’s past performance reflects problems, the procuring agency
must evaluate the extent to which the government played a part in that poor perform-
ance. Naturally, the procuring activity should look for the areas of performance that
are most critical to the procurement and seek instances of excellent or exceptional
performance by contractors in related areas on previous procurements.

When a procuring agency is drafting past performance evaluation criteria, the
Office of Federal Procurement Policy has provided the following factors as guidance
for drafting a past performance evaluation:

74Comp. Gen. B-289341, 2002 CPD q 17.

SM&W Constr: Corp., Comp. Gen. B-288649.2, 2002 CPD 1 30.
"The Standard Register Co., Comp. Gen. B-289579, 2002 CPD 9 54.
7Dan River, Inc., Comp. Gen. B-289613, 2002 CPD ¢ 80.

8Kathpal Techs., Inc., Comp. Gen. B-291637.2, 2003 CPD 6.
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(1) Use Past Performance as a Distinct Factor. The past performance factor
should be distinct and identifiable in order to reduce the chances of its im-
pact being lost within other factors and to ease the evaluation process. But
if integrating past performance with other noncost/price factors provides a
more meaningful picture, each agency should use its own discretion. The
key is not to dilute the importance or impact of past performance when
determining the best-value contractor.

(2) Choose Past Performance Subfactors Wisely. Tailor the subfactors to
match the requirement and to capture the key performance criteria in the
statement of work. Carefully consider whether subfactors add value to the
overall assessment, warrant the additional time to evaluate, and enhance
discernment among the competing proposals.

a. Quality of Product or Service. The offeror will be evaluated on com-
pliance with previous contract requirements, accuracy of reports, and
technical excellence, to include quality awards/certificates.

b. Timeliness of Performance. The offeror will be evaluated on meeting
milestones, reliability, responsiveness to technical direction, delivera-
bles completed on time, and adherence to contract schedules, including
contract administration.

c. Cost Control. The offeror will be evaluated on its ability to perform
within or below budget; use of cost efficiencies; relationship of negoti-
ated costs to actuals; submission of reasonably priced change propos-
als; and timely providing current, accurate, and complete billing.

d. Business Relations. The offeror will be evaluated on its ability to pro-
vide effective management, meet subcontractor and SDB [Small Disad-
vantaged Business] goals, cooperative and proactive behavior with the
technical representative(s) and contracting officer, flexibility, respon-
siveness to inquiries, problem resolution, and customer satisfaction.
The offeror will be evaluated on satisfaction of the technical monitors
with the overall performance and final product and services. Evaluation
of past performance will be based on consideration of all relevant fac-
tors and circumstances. It will include a determination of the offeror’s
commitment to customer satisfaction and will include conclusions of
informed judgment. The basis for the conclusions of judgment should
be substantially documented.

(3) Subcontractor, Teaming and Joint Venture Partner’s Past Performance.
For the purpose of evaluation of past performance information, offerors
shall be defined as business arrangements and relationships such as joint
ventures, teaming partners and major subcontractors. Each firm in the
business arrangement will be evaluated on its performance under existing
and prior contracts for similar products or services.”

"Executive Office of The President, Best Practices for Collecting and Using Current and Past Performance
Information, Office of Federal Procurement Policy, Office of Management & Budget, 19-20 (2000).
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Procuring activities using the foregoing guidelines in evaluating past performance
of prospective contractors should first determine how well a prospective contractor
has performed and how relevant that performance is to the instant procurement. That
final rating is then used along with other rated evaluation factors, such as price, in a
comparative assessment to determine the most highly rated offeror. That offeror is
most likely to be awarded the contract. If the procuring activity identifies negative
findings that translate to high performance risk ratings, the agency should deter-
mine the extent to which the government may have played a part in or contributed to
the negative finding and the extent of that contribution. Finally, procuring activities
are required by the Office of Federal Procurement policy to be cautious not to down-
grade or penalize offerors “for the judicious use of the contract claims process.”

B. Challenges to Past Performance Evaluations

FAR § 42.1503 provides that contractors can respond to performance evaluations
after the contracting officer has signed the final assessment. The initial assessment
of the contrac