Reprinted with permission from The M&A Lawyer, Volume 20, Issue 2, ©
2016 Thomson Reuters. Further reproduction without permission of the
publisher is prohibited. For additional information about this publication,
please visit www.legalsolutions.thomsonreuters.com.

CONSTRUCTION
MANAGERS AND
CONTRACTORS:
IMPROVE YOUR
MERGERS &
ACQUISITION AND
DISSOLUTION
CHECKLISTS TO AVOID
EXPIRED LICENSE
EXPOSURE—AND
WORSE

By Daniel D. McMillan and
Jeffrey B. Kirzner

Daniel McMillan is a partner in Jones
Day’s Los Angeles office and Jeffrey
Kirzner is of counsel in Jones Day’s
Irving, CA office. Contact: ddmcmillan
@jonesday.com or jkirzner@jonesday.
com.

Dissolving a newly-acquired or exist-
ing affiliate of a construction or construc-
tion management firm can have adverse
unintended legal consequences when the
dissolved affiliate holds executory con-
tracts and the related entity that takes over
the performance of the contracts lacks the
requisite professional licenses, or any
required consents to assignment are not
obtained. Both in-house and outside coun-
sel can help clients avoid this risk, the
reality of which is underscored by a recent
California appellate decision, by expand-
ing dissolution checklists as suggested by
this article.
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Overview

The construction industry is continuing
to ride a more than decade-long wave of
consolidation among contractors, design
professionals, and construction manage-
ment firms. When companies are acquired,
it is common for the corporate family to
be reorganized for marketing and client
service reasons. This often entails consoli-
dation and dissolution of affiliates into an
existing or newly formed affiliate. But dis-
solving a construction firm that holds ex-
ecutory contracts that are to be completed
by another member of the corporate fam-
ily carries with it some significant risks in
the event that the affiliate to which the
contracts are to be assigned lacks the
requisite professional licenses—risks that
can be avoided with proper planning.

Under licensing laws of many states, a
construction contractor who lacks a re-
quired professional license at any point
during the performance of a contract may
not bring an action to recover on a con-
tract, and in California an owner actually
may seek disgorgement of all amounts
paid even in the absence of actual
damages." In the context of dissolving an
existing construction affiliate as part of a
reorganization, innocent administrative
mistakes can trigger exposure under con-
tractor licensing laws. The new entity to
which the dissolved company’s contracts
are assigned may lack the proper profes-
sional licenses, creating the potential
exposure that any unlicensed contractor
faces (i.e., inability to bring an action to
seek payment, risk of an action by the
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owner seeking recoupment of all amounts paid
under the contract, and/or other civil, administra-
tive, and even criminal consequences).”? When
the original party to the contracts is dissolved,
that entity no longer exists and the license of the
dissolved entity may have expired,® all of which
makes reversing the situation problematic.
Lastly, the failure to obtain a written consent to
assignment and to properly effectuate the assign-
ment may add additional legal exposure, given
that many contracts contain restrictions on
assignment.

These issues are highlighted in the recent case
of Judicial Council of California v. Jacobs Fa-
cilities, Inc.,* a case that illustrates how Califor-
nia courts continue to take a hard line where the
contractor or construction management firm has
acted in good faith and a technical licensing
violation did not cause any harm or damage to
the owner. Fortunately, this type of legal risk can
be minimized by expanding the due diligence
checklists for dissolution as set forth in this
article.

Background of the Dispute in JCC v.
Jacobs Facilities

The Judicial Council of California, Adminis-
trative Office of the Courts (“JCC”), entered into
a contract with Jacobs Facilities (“Facilities™), a
wholly owned subsidiary of Jacobs Engineering
Group, Inc. (“JEG™).® The facilities maintenance
and repair agreement required a license under
California’s Contractors’ State License Law
(“Licensing Law”),® and Facilities was properly
licensed when it commenced the work. As part
of a subsequent corporate reorganization, parent
company JEG dissolved Facilities and initially
transferred the employees to JEG and then to an-
other recently formed subsidiary, Jacobs Project
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Management (“Management”), with these em-
ployees continually performing the work under
the JCC contract.

JCC later sued JEG and its two subsidiaries
and sought return of all moneys paid by JCC
under the contract, a total of approximately $18
million.” JEG and its subsidiaries defended the
claims on the grounds that Facilities, the original
party to the contract, was properly licensed, Fa-
cilities had internally assigned the contract to
Management prior to expiration of Facilities’
license, JCC ratified the assignment when it later
consented to Management, and the companies
had in all events substantially complied with the
licensing requirements.? Management also cross-
claimed against JCC for approximately $4.7 mil-
lion in unpaid fees.

The contract between Facilities and JCC was
entered in April 2006, and work commenced at
that time. In December 2006, JEG undertook a
“branding initiative” that included the dissolu-
tion of Facilities and the transfer of employees to
JEG. While the liquidation of Facilities was ef-
fective in December 2006, the corporate entity
was not dissolved until September 2010. JEG
formed Management in January 2008.

On the licensing side, Facilities had a Class B
(General Building Contractor) license required to
perform work under the JCC contract until No-
vember 2008 and Management possessed a Class
B license beginning August 15, 2008. Thus, ei-
ther Facilities or Management possessed the
requisite license at all times while the work was
being performed. But a formal assignment was
not executed with JCC until December 2009, and
Facilities continued to be the signatory on the
contract and to invoice the owner until execution
of the assignment. This enabled JCC to argue
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that: (i) Facilities remained the contracting party
until JCC executed the assignment to Manage-
ment in December 2009, (ii) Facilities did not
possess a proper license after its expiration in
November 2008, and (iii) therefore work had
been performed while the contract was still held
by Facilities and after its license had expired.
JCC filed its disgorgement lawsuit in December
2009, the same month it executed the assignment
to Management.

At the conclusion of trial, the jury returned a
special verdict for JEG and its subsidiaries find-
ing Facilities had maintained a license at all times
while performing the contract and had “inter-
nally” assigned the contract to Management on
the date Management obtained its license (which
was prior to expiration of Facilities’ license).
Hence, the jury found that all work was per-
formed with a proper license (a determination
that hinged on effect of the internal assignment),
JCC was not entitled to recoupment of $18 mil-
lion, and Management was entitled to $4.7 mil-
lion in unpaid fees. The trial court did not address
the issue of substantial compliance, given the
jury’s finding that a proper license had been
maintained throughout performance of the work.

Strict Application of the Licensing Law
and Reversal by the JCC Appellate Court

Although the jury had found that JCC was not
“adversely affected” by the “internal assignment”
from Facilities to Management, the Court of Ap-
peal reversed the judgment in favor of the Jacobs
entities, holding that Facilities did not strictly
comply with the Licensing Law, which was
intended to impose “strict and harsh penalties.”®
The Court of Appeal recognized that the Jacobs
entities were not “dishonest” or “incompetent”
and that the violations asserted by JCC consti-
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tuted at most “technical transgressions” of the
Licensing Law, but dismissed such consider-
ations as “beside the point.”"

The Court of Appeal found that Facilities’
license was allowed to expire before JCC ac-
cepted a formal assignment to Management,
rejecting (i) the effect of the earlier internal as-
signment between the two subsidiaries, given in
part that Facilities continued to be a signatory to
the contract, issue invoices, and execute exten-
sion of the contract prior to formal execution of
the assignment with JCC, and (ii) arguments that
contracts are freely assignable among wholly
owned subsidiaries of a corporate parent where,
as here, the contract contains a nonassignment
clause.”

Likewise, the Court of Appeal rejected the
jury’s attempt to reach an “equitable resolution”
for violations of the Licensing Law resulting
from corporate reorganizations rather than “at-
tempts to evade licensure requirements.”'? The
court then applied the full measure of both the
shield and the sword provisions of the Licensing
Law.

As to the shield aspect of the Licensing Law,
Section 7031(a) of the California Business &
Professions Code precludes a contractor from
bringing an action to recover compensation un-
less duly licensed at all times during the perfor-
mance of the contract. Accordingly, the Court of
Appeal held that Management could not maintain
an action to recover fees under the contract.

As to the sword aspect, Section 7031(b) pro-
vides that “a person who utilizes the services of
an unlicensed contractor may bring an action

. . to recover all compensation paid to the
unlicensed contractor for performance of any act
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or contract.” (Emphasis added.) Consequently,
the appellate court held that JCC was entitled to
recover the $18 million it had paid throughout
the several years of performance under the con-
tract prior to the parties executing the assignment.
But the Court of Appeal did remand to the trial
court for determination of whether the statutory
substantial compliance doctrine applied, leaving
the Jacobs entities a ray of hope.

Implications for Contractors, Design
Professionals and Others

The decision in JCC underscores the strictness
with which courts apply California’s license law
even in cases of acknowledged technical
violations. This is unlikely to change absent
legislative action, as California court decisions
repeatedly reiterate that it is up to the Legislature,
not the courts, to change this law and how it is
applied." Furthermore, this decision highlights
the opportunistic actions of some owners who
learn of a technical licensing violation where the
owner is otherwise fully satisfied with the perfor-
mance of the contract. In light of the prospect of
recoupment of all amounts paid under a contract,
public entities—in particular those that face
budget challenges and shortfalls—may seize
upon technical violations notwithstanding a
longstanding and positive relationship with the
firm performing the construction services. Not all
owners, whether public or private, will behave in
this fashion, but providers of construction ser-
vices need to understand the risks in states with
laws like those in California.

The facts and decision in JCC send a cold
shiver up the spine of principals of construction
firms and their counsel, as well as those of tradi-
tional engineering and design firms branching
into construction management services who may
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have less familiarity with the nuances of licens-
ing requirements for performing construction ser-
vices and the consequences of even technical
violations. The exposure attendant to momentary
lapses in professional licenses for construction
services are substantial and can innocently arise
through the simple process of corporate reorgani-
zations that result in dissolution of an affiliate.

Jones Day has addressed lapses in licensing
after the fact in a number of contexts, including a
matter for a Fortune 500 company that had dis-
solved an affiliate holding executory contracts
that could not be assigned where the affiliate’s
license had been allowed to expire. The Firm
came up with a creative solution for this client to
successfully resolve this issue without any ad-
verse consequences to the company. But an
ounce of prevention is worth a pound of cure
when it comes to licensing issues and is why we
proactively advise clients to develop checklists
to protect against inadvertent mistakes and to
adopt procedures to ensure follow up when dis-
solving affiliates holding construction contracts.

It should also be noted that the potential out-
come in the JCC case—disgorgement of more
than $18 million paid under the contract—could
actually be worse in some circumstances because
licensing violations may lead to both civil and
criminal penalties and actions by licensing
boards. Where contracts are with a public entity,
an aggressive public entity may try to dress up
the licensing violation as a violation of a state’s
False Claims Act (“FCA”) and seek treble dam-
ages and civil penalties." Notifying the public
entity of the corporate changes may lead to
formal approval of the assignment or at least
provide grounds for a government knowledge
defense to FCA liability should a public agency
attempt to assert such a claim.
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The best practice for in-house counsel and
compliance officers is to use an expanded dissolu-
tion checklist that considers the following points
in addition to traditional steps that must be fol-
lowed to effectuate a dissolution (e.g., prepara-
tion of dissolution papers, securing requisite
corporate approvals, filing with the secretary of
state, etc.):

e Does the affiliate to be dissolved hold exec-
utory contracts?

e If so, can these contracts be assigned or
must consent be obtained?

o Do those executory contracts require the
party performing services to hold certain
professional licenses?

e Does the new entity to which the contracts
are to be assigned possess the requisite
professional license(s)?

e Ifnot, how long will it take to complete the
licensing process for this entity?

e When does the license of the entity to be
dissolved expire, and what steps need to be
taken to ensure a license is in place with the
entity holding the contract up until the as-
signment (the affiliate to be dissolved) and
after assignment by the affiliate to which the
contracts are to be assigned?

e Has the owner or other contracting party
been notified of the assignment in accor-
dance with the terms of the contract?

e Has the owner or other contracting party
formally consented or accepted the assign-
ment in accordance with the terms of the
contract?
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e Has the consent to assignment been exe-
cuted and returned by the owner or other
contracting party (and prior to the effective-
ness of the dissolution)?

e If an owner will not consent to or accept an
assignment, what options does the contract
provide, and what other legal steps may be
taken?

An expanded checklist is a good start. But
follow-up is critical. Too often agreements are
dropped in the mail or sent by email, a check
mark is made on the checklist, but the requisite
follow-up is not assiduously conducted due to
the press of other business. Arguments like estop-
pel must then be made when owners argue that
the consent to assignment was not executed and
unlicensed work was therefore performed be-
cause the license of the to-be-dissolved affiliate
was permitted to expire before execution of the
assignment.'®

When an affiliate is being dissolved and its ex-
ecutory contracts requiring a professional license
are being transferred, the best protection against
a later claim that unlicensed work was performed
is to ensure that an agreement approving the as-
signment (whether a consent to assignment, a
novation, or some other legal document) has been
executed by the owner and returned to the con-
tractor before the dissolution is effective. Indeed,
there is no reason why such an agreement cannot
be placed at the front end of the dissolution pro-
cess to ensure maximum protection (i.e., the
consent to transfer being executed before the dis-
solution and after confirmation that the affiliate to
which the contract is to be assigned holds the
requisite professional licenses).
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Conclusion

The JCC decision highlights the potentially se-
vere consequences that may result from dissolu-
tion of a licensed affiliate and assignment of ex-
ecutory contracts following a merger or corporate
reorganization. Jones Day has advised construc-
tion and engineering firms on these types of is-
sues and on due diligence checklists in connec-
tion with mergers and acquisitions to minimize
the risks of innocent errors or oversights that may
lead to claims that license laws have been
violated. Following the suggestions in this article
will help protect against such unpleasant
surprises.

The views and opinions set forth herein are the
personal views or opinions of the authors, they
do not necessarily reflect views or opinions of
the law firm with which they are associated.
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