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(ritical Path

Message from the Editor-in-Chief. ..

Winds of Change

It appears that a lot of change is in the air. Aside from the
customary changing of seasons, there are a number of other
changes which will affect us all in the upcoming months,
years and possibly beyond. Certainly, change has been felt
in Washington, D.C., where control of Congress has
changed hands for the first time in more than a decade.

A bit closer and more direct to the industry, there have
been a number of changes even since the publication of the
last issue of The Critical Path. These changes include new
tax incentives for Green Buildings (addressed in an article
by Ruth Holzman), the ever-changing landscape of claims
against sureties for alleged bad faith (addressed in an article
by Jim Doerfler), and the first substantive change to
Pennsylvania’s Mechanics’ Lien Law in more than 43 years.
As with most changes, the first step in embracing them is
to be aware of them and to appreciate how they may
impact your business and project management. In this
regard, we trust that this issue will help to highlight

some of those important changes and address that first-
needed step.

Edward B. Gentilcore, Esquire
Pittsburgh Office
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Section 179D [of the
Internal Revenue Code]
gives owners of commercial
real property a tax break
by allowing them to deduct
the cost of certain energy-
efficient property placed in
service in 2006 and 2007.
The new law applies to
both new construction

and retrofits of existing
construction.

New Tax Incentives for “Green” Buildings
Have Owners Seeing Green

In light of the growing interest in
“green,” energy-efficient buildings
for a variety of economic, environ-
mental and social awareness rea-
sons, commercial building owners
may want to take a look at Section
179D of the Internal Revenue
Code.! This new Section is the
first direct monetary incentive
offered by the federal government
to encourage the use of energy-effi-
cient property in the construction
of new, as well as in the renovation
of older, commercial structures.

Section 179D gives owners of com-
mercial real property a tax break
by allowing them to deduct the
cost of certain energy-efficient
property placed in service in 2006
and 2007. The new law applies to
both new construction and retro-
fits of existing construction.

Although Section 179D was enact-
ed last year as part of the Energy
Policy Act of 2005, until recently
real property owners had been
unable to take advantage of the
[tax break because of a lack of IRS
guidance. In June 2006, the IRS
issued Notice 2006-52, which
establishes a process to certify the
required energy savings in order to
claim the deduction. With the tax
break scheduled to expire/sunset at
the end of 2007, building owners
need to act quickly if they wish to
qualify for the deduction.

Section 179D Basics

Ordinarily, the owner of commer-
cial real property must capitalize
the cost of the property, including
the cost of any improvements or
retrofits. The costs are then depre-
ciated under the straight-line
method over the MACRS class life
for the property, which for com-

mercial buildings is 39 years.

New Section 179D allows an owner
to deduct rather than capitalize
certain costs of energy-efficient
commercial building property.

“Energy-efficient commercial build-
ing property” is defined as deprecia-
ble property that: (1) is installed on
or in any building located in the
United States; (2) is within the
scope of Standard 90.1-2001; (3) is
installed as part of either (a) the
interior lighting systems, (b) the
heating, cooling, ventilation and hot
water (HVAC) systems or (c) the
envelope of the building?; and (4) is
certified as being installed as part of
a plan designed to meet certain
energy-saving targets.

“Standard 90.1-2001" refers

to Standard 90.1-2001 (as it
existed on April 2, 2003) of the
American Society of Heating and
Refrigerating and Air Conditioning
Engineers (“ASHRAE”) and the
Iluminating Engineering Society of
North America (“IESNA”). Known
as the “FASB of building design
and energy standards,”> ASHRAE,
which is composed of professional
engineering groups, sets standards
for energy efficiency and product
design for the heating, cooling, and
lighting systems of buildings.

A building meets the energy-saving
targets if the property is installed
pursuant to a plan to reduce total
annual energy and power costs of the
building’ interior lighting and HVAC
systems by 50 percent or more in
comparison to a hypothetical refer-
ence building that meets the mini-
mum requirements of Standard
90.1-2001. It should be noted that
the 50 percent reduction refers to a
reduction in energy and power costs
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to the commercial building owner,
rather than a reduction in actual
units of energy consumed. The

50 percent reduction must be
achieved solely through energy

and power cost reductions for the
interior lighting and HVAC systems.
Reductions in other energy uses
(such as receptacles, process loads,
refrigeration, cooking and elevators)
may not be taken into account.

It should also be noted that the
methods for calculating energy and
power costs must be fuel-neutral.
The energy-efficiency measures
must not discriminate between
fuel sources. A building is eligible
for the deduction regardless of
whether it uses a gas or oil furnace
or boiler, an electric heat pump, or
another fuel source.

Amount Deductible

The amount deductible is the lesser
of (1) the cost of the energy-efficient
commercial building property, or
(2) the product of $1.80 multiplied
by the square footage of the build-
ing. Congress recognized that the
actual cost of energy-efficient com-
mercial building property necessary
to achieve the energy-saving targets
would likely exceed the $1.80 per
square foot limitation.* It was
hoped that the combination of the
tax deduction and future savings on
energy costs would make the invest-
ment financially attractive to real
property owners.

In addition, Section 179D(g)
requires the IRS to issue regula-
tions that provide for the recapture
of the deduction if any certified
energy savings plan is not fully
implemented.

Notice 2006-52

As noted above, Section 179D was
not viewed as an incentive to com-
mercial building owners to incur

the cost of designing and installing
more energy-efficient building
subsystems because of the lack of
IRS guidance on Section 179D.
Notice 2006-52, issued on June 26,
2006, sets forth interim guidance
until the IRS issues regulations on
Section 179D. According to the
Notice, the procedures described
in the Notice are expected to be
incorporated in forthcoming
regulations.

The Notice prescribes the content
of the certification necessary in
order to claim the tax deduction,
and the qualifications that must be
met by the person providing the
certification.

In addition, the Notice provides
that buildings below the 50 percent
energy reduction threshold may
qualify for a deduction of up to

60 cents per square foot if they
meet a 16-2/3 percent energy sav-
ings target in any one of the three
building subsystems (i.e., interior
lighting systems, HVAC or building
envelope). This partial deduction
was aimed at owners of commercial
lease properties. Historically, such
owners have avoided improving
outdated systems because of the
significant capital investment
required and because their utility
costs are typically passed along to
tenants. It is hoped that the partial
deduction will be an incentive for
owners to revisit their earlier analy-
ses on this subject and to invest in
energy-efficient systems.

The Notice also contains a special
interim rule for the partial deduc-
tion as it applies to interior light-
ing systems. Under this rule, the
system-specific energy savings tar-
get for a lighting system is deemed
to be met by a reduction in light-
ing power density (“LPD”) rather
than a reduction in energy and
power costs.

Also included in the Notice is

the announcement that the
Department of Energy will create
and maintain a public list of soft-
ware that must be used to calcu-
late energy savings for purposes
of providing the certification.” In
turn, the Notice sets forth a proce-
dure that software developers must
use if they desire to have their
software included on this list.

Section 179D does not require that
the energy-efficient commercial
building property be directly
responsible for the reduction in
energy and power costs, but only
that it be “installed as part of a
plan to reduce the total annual
energy and power costs...” In
addition to the actual property to
be installed, a plan may include
other features designed to reduce
power costs such as a reduction in
peak electricity usage or negotiated
power discounts. It is unclear
whether the approved software
will permit these other features to
be taken into account in calculat-
ing energy savings, or whether the
software will base the calculations
solely on the energy savings attrib-
utable to the actual qualifying
property placed in service.

Some Immediate Observations

Early Sunset Date. One problem
with this new tax deduction is the
limited time that it will be avail-
able. It is only available for ener-
gy-efficient commercial building
property placed in service before
Jan. 1, 2008. The 50 percent
whole building energy reduction
goal is achievable for new con-
struction, but only with significant
planning and investment. It may
be difficult to design, construct
and complete a building that meets

continued on page 4
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“New Tax Incentives” — continued from page 3

the 50 percent whole building
energy reduction target within this
time period. Although numerous
bills were introduced this year to
extend the sunset date to as late as
2014.,° Congress has yet to act on
any of them. In the meantime,
property owners may not find
sufficient incentive to invest in or
accelerate any designs for projects
that as currently scheduled cannot
be placed in service by the

Dec. 31, 2007 deadline.

Publicly Owned Buildings. Another
problem is the IRS’ failure to issue
guidance on the availability of the
Section 179D deduction for energy-
efficient property installed in a
building owned by a federal, state
or local government. Although the
statute requires the Secretary of the
Treasury to issue regulations to
allow the deduction “to the person
primarily responsible for designing
the property in lieu of the owner of
such property,”” no such guidance
is contained in Notice 2006-52.
This is unfortunate, as the public
sector may be the player most
interested in getting off the side-
lines and actually getting into the
“green” building game.

Partial Deduction May Be More
Attractive. A commercial building
owner may find the partial deduc-
tion (60 cents per square foot if

the building meets a 16-2/3 percent
energy savings target in any one

of the three building subsystems)
more attractive for several reasons.
Such a smaller-scale project is

more likely to be completed by the
Dec. 31, 2007 deadline. In addition,
a building owner has more flexibility
when only one of the three building
subsystems has to be designed and
constructed to achieve the requisite
energy savings targets.

Consider the Partial Deduction

for Lighting Systems. Among the
three building subsystems, lighting
systems are the most feasible,
especially for retrofits of existing
commercial buildings. Access to a
building’s lighting system is usually
relatively easy and there are known
technologies, capable of present
cost estimation, available to meet
the LPD reduction requirements.

Conclusion

With Section 179D and Notice
2006-52, the federal government
has taken a big first step in
encouraging “green” building
development. However, in order
to maximize the intended benefits,
changes, clarifications and further
guidance will be necessary for the
Section to realize its full potential.

Ruth N. Holzman, Esquire
Century City Office

Post-Script

The Tax Relief and Health Care Act of
2006 (H.R. 6111), which was passed
by the 109th Congress in its final
hours in December 2006, extended
the sunset date of Section 179D for
one year. The tax deduction is now
available for energy-efficient commer-
cial building property placed in serv-
ice before Jan. 1, 2009.

U All section references are to the
Internal Revenue Code of 1986, as
amended (the “Code”).

2 The U.S. Department of Energy
defines a building envelope to include
“everything that separates the interior
of a building from the outdoor envi-
ronment, including the windows,
walls, foundation, basement slab,
ceiling, roof system and insulation.”

3 Joseph M. Mikrut, “New Energy
Efficiency Deduction Offers
Commercial Building Owners
Opportunities,” BNA Tax Management
No. 169 (Aug. 31, 2006).

+ The bill that originally passed the
Senate had a $2.25 per square foot
limitation. It was reduced to $1.80
per square foot in conference. In
2006, numerous bills have been
introduced in Congress to increase
the limitation to the original $2.25
per square foot, as well as to extend
the sunset date for the Section.

5> According to the Notice, this public
list will appear at http:/www.eere.
energy.gov/buildings/info/tax_
credit_2006.html. The Department
of Energy’s website also contains
FAQs about Section 179D; see “An
Overview of Section 1331 of H.R. 6,
the Energy Policy Act of 2005
(Public Law 109-58), posted at
http://www.efficientbuildings.org/
about_the_provision.html#6.

6 In addition, and as noted above,
some of these bills would also
increase the $1.80 per square foot
limitation to $2.25 per square foot.

7 Section 179D(d)(4).

;: Editor’s Note: Ruth
N. Holzman is a
partner in the
Century City office
whose practice
centers on tax,
corporate, partner-
ship and limited
liability company law. She has wide-
spread experience in complex income
tax planning for business and real
estate transactions, including mergers
and acquisitions, reorganizations,
corporate dispositions, spin-offs, debt
and equity financings and recapitaliza-
tions, debt workouts, employee equity
compensation and other deferred
compensation plans, Subchapter S and
partnership tax issues, and tax deferred
exchanges. Ruth has represented
corporations, limited liability compa-
nies, pass-thru entities, partnerships,
and their individual owners in arrang-
ing the most advantageous income tax
structure for their business relation-
ships and transactions, as well as
succession planning using buy-sell
agreements.




The Critical Path

Legislative Update-Pennsylvania Substantively Amends Its
Mechanics’ Lien Law of 1963 for the First Time in 43 Years

Perhaps because the last time
Pennsylvania substantially revised
its Lien Law statute before 1963
was in the early 1900s, observers
of Pennsylvania’s Mechanics’ Lien
Law, 49 PS. §1101-1902 (the “Lien
Law”), believed that almost an
equal amount of time would have
to pass before further substantive
amendments were made. However,
because of the increasing pressures
of project economics, and the
impacts of project failures on con-
tractors, subcontractors, suppliers
(and in some instances, lenders),
the Lien Law was successfully
amended in a substantive way for
the first time in 43 years when
Pennsylvania’s Gov. Rendell signed
House Bill 1637 into law June 29,
2006 (the “Amendments”). These
Amendments dramatically alter the
landscape for Mechanics’ Lien
Claims on or after the effective date
of the Amendments, Jan. 1, 2007.

The first notable change is the
modification of two definitions in
the statute. The first of these
definitions is for a “residential
building.” The second definitional
change modifies the existing defi-
nition of subcontractor to include
not only first-tier subcontractors
and suppliers (previously covered
by the Lien Law), but also second-
tier subcontractors and suppliers
to first-tier subcontractors.

This second modification will
produce dramatic impacts in the
Commonwealth. This is because
a multitude of new claimants and
potential claimants have just been
added to the exposure roster eval-
uated by owners and contractors

alike during the course of the proj-
ect, and during project closeout.

Despite the dramatic effect of that
change, the biggest change is the
almost wholesale invalidation of
upfront waivers of mechanics’ lien
claims, which waivers have been a
feature of Pennsylvania’s mechan-
ics’ lien lexicon for roughly 100
years. For non-residential build-
ing projects and for residential
building projects in excess of

$1 million, where the contracts are
executed on or after Jan. 1, 2007,
upfront waivers of mechanics’ liens
by “contractors” shall be deemed
void as against public policy.
Upfront waivers of lien by contrac-
tors remain available for residential
projects less than the $1 million
threshold.

As for subcontractors, the same
general restrictions on upfront
waivers of mechanics’ liens apply.
However, with regard to subcon-
tractors, upfront waivers of lien
can be obtained on non-residential
projects and residential projects in
excess of $1 million when a labor
and material payment bond has
been posted by the contractor
“guaranteeing payment for labor
and materials provided by subcon-
tractors.” Of course, for residen-
tial projects less than $1 million,
the existing upfront waiver struc-
ture can be followed and life will
go on mostly unchanged.

For most other projects in

Pennsylvania, the significantly
curtailed upfront waiver of lien
process will give rise to partial
waivers of lien in exchange for
payment procedure that occurs

on many projects in many other
states and jurisdictions outside
of Pennsylvania. These partial
waivers should be exchanged as a
part of the payment process, and
steps need to be taken to accom-
modate this new procedure for
future Pennsylvania construction
projects.

A further specific modification
relating to subcontractors is the
elimination of a preliminary notice
that subcontractors on alteration
and repair projects were required
to send before they left the jobsite.
Now, prior to filing a Mechanics’
Lien Claim, all subcontractors
must only give a Notice of
Intention to file the Mechanics’
Lien Claim at least 30 days in
advance of the Mechanics’ Lien
Claim filing.

Another important modification
to the Lien Law is the extension
of time for filing the Mechanics’
Lien Claim itself. Prior to the
Amendments, the lien claim
would have to be filed within
four months of the date that
claimant last performed labor or
supplied materials to the project.
Now, that date has been extended
by a period of two months.

The last of the Amendments with
more substantive significance will
affect the rights and recourse of
certain lenders on a construction
project. Under the Lien Law prior
to the Amendments, there were
significant risks that on certain
types of projects, the lenders’ secu-
rity interests could have been held
to be inferior to the potential lien
claimant, depending upon when

continued on page 6
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“Legislative Update” — continued from page 5

...because of the increasing
pressures of project
economics, and the impacts
of project failures on
contractors, subcontractors,
suppliers (and in some
instances, lenders),
[Pennsylvania’s] Lien Law
was successfully amended
in a substantive way for the
first time in 43 years when
Pennsylvania’s Gov. Rendell
signed House Bill 1637 into
law June 29, 2006 (the
“Amendments”). These
Amendments dramatically
alter the landscape for
Mechanics’ Lien Claims

on or dfter the effective
date of the Amendments,
Jan. 1, 2007.

work began on the project site
relative to the recording of the
lender’s mortgage instruments.
With the Amendments, many of
those issues will cease to exist
insofar as a super-priority-type of
advantage is given to certain types
of lenders, namely those providing
purchase money mortgages and
open-end mortgages. Both of
these mortgages are specifically
identified in the context and body
of the Amendments, and both are
also governed by other statutory
provisions in the state.

While these changes are significant
on their face, their impacts may
become far more drastic and
complicated when these provisions
are considered in the context of
other statutory provisions on the
books in Pennsylvania, and the
case law interpreting the pre-
Amendments provisions that have
not been directly modified by the
Amendments. Like all other statu-
tory enactments, time will certain-
ly tell how these provisions are
embraced and interpreted by the
courts. In the meantime, based
on the clear language of the
Amendments themselves, the
approach and attitude towards
mechanics’ lien claims in
Pennsylvania will most certainly
change following the drop of the
ball at Times Square on Dec. 31,
2000 at 11:59 p.m.

Editors Note:
Edward B.
Gentilcore, a
partner in the
Pittsburgh office,
has a practice which
places heavy
emphasis on con-
struction litigation. He has represent-
ed owners, contractors, subcontractors
and material suppliers in matters
involving a variety of construction-
related issues, including design-build,
delays, extras, contract negotiation
and compliance, construction safety,
payment, and mechanics’ liens. He
has prepared and negotiated numer-
ous agreements for a wide variety of
private, public, commercial and indus-
trial projects. Ed’s concentration in
construction litigation, as well as in
design and construction contracts,

has enabled him to serve on the
Construction Litigation Committee of
the ABA Section of Litigation, where
he is currently Committee Liaison,
and he frequently contributes articles
on various construction-related topics.

Edward B. Gentilcore, Esquire
Pittsburgh Office
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Surety Bad Faith, Part 1I: A Fresh Look at the Continuing Debate
Over Whether Sureties Should Be Considered “Insurers” for
Purposes of Insurance Bad Faith Statutes-The Sureties Strike Back

In Part I of this article, published
in the Spring 2006 edition of The
Critical Path, we looked at how
courts initially treated the con-
tentious question of whether
sureties should be treated like
insurers for purposes of bad faith
statutes and claims. Those initial
decisions generally tended to
equate sureties to insurers for pur-
poses of bad faith claims. When
the American Bar Association’s Tort
and Insurance Practice Group pub-
lished its Second Edition of The
Law of Suretyship treatise in 2000,
the authors of a chapter on “Extra-
Contractual Damages” noted that a
majority of the states recognized a
common law cause of action for
bad faith against sureties, but pre-
dicted that “the tide appears to be
turning as more states address this
issue and hold that sureties should
not be liable for common law bad
faith.”* This second part of the
article explores how the surety
companies responded to the initial
volley of bad faith case law by
emphasizing the inherent differ-
ences between suretyship contracts
and insurance contracts, and the
risks covered. In particular, this
article explores how, in key juris-
dictions such as California, Texas
and Pennsylvania, sureties have
successfully been able to get courts
to reconsider the notion of whether
sureties should be treated the same
as liability insurers for state bad
faith law purposes, and have
registered some successes. This
article also tries to provide some
guidance for owners and contrac-
tors unsure of how to respond to
this changing landscape regarding
bad faith case law.

The Sureties’ Defense to Bad Faith
Claims: The Inherent Differences
Between Suretyship and Insurance

The sureties responded to the ini-
tial volley of lawsuits by develop-
ing a legal approach based on
emphasizing the inherent differ-
ences between suretyship and
insurance contracts. The identified
differences have included the fol-
lowing: a surety bond is a financial
credit product, not an insurance
(indemnity) product; the tripartite
contractual relationship of the
surety, causing the surety to bal-
ance these interests when respond-
ing to claims; the surety bond form
customarily is written or furnished
by the obligee rather than the sure-
ty; the surety is requested to assure
performance of construction con-
tracts that are entered into by
parties with commercial sophistica-
tion, relative parity of bargaining
power, and access to ample legal
and technical advice; the bond pre-
mium usually is paid by the con-
tractor to the surety out of the
contract price, rather than directly
by the obligee to the surety, and
the pricing of the premium by the
surety is not based upon the risk
of loss, but on the financial condi-
tion of the bonded contractor.?
These arguments have increasingly
been accepted by courts in major
jurisdictions.

The Texas Courts Draw the Line
Against Bad Faith Claims

Sureties seeking to avoid liability
on a bad faith basis have often had
to confront or overcome arguments
that the inclusion of “surety” with-
in the definition of “insurer” in

many state insurance codes sug-
gests that a surety should be
viewed as an insurer for bad faith
purposes. Nevertheless, sureties
have often been able to overcome
these definitional hurdles.

Several prominent courts have
found unpersuasive the argument
that, because a surety is listed in
the insurance code, it should be
treated the same as an insurer.

For example, the Texas Supreme
Court in Great American Insurance
Company. v. North Austin Municipal.
Utility Dist. No. 1° rejected efforts
to tag sureties with bad faith liabil-
ity on a definitional basis, noting
that the Texas Legislature did not
intend to include suretyship as the
“business of insurance” for all pur-
poses under the Texas Insurance
Code.* Rather, the differences
between a surety bond and a tradi-
tional insurance contract, and the
underlying policy considerations,
were identified as the criteria that
should determine whether bad
faith liability for sureties is appro-
priate. In that case, the court held
sureties should not be held to the
same standards as insurers.

California Sides with the Sureties

Several years later, the California
Supreme Court adopted a similar
approach. The court addressed the
issue in Cates Construction, Inc. v.
Talbot Partners® and concluded
that “the mere inclusion of surety
arrangements in the Insurance
Code should not be determinative”
and discussed the various differ-
ences between suretyship and
insurance policies.® Having set

continued on page 8
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“Surety Bad Faith” — continued from page 7

forth this legal framework, the
Cates court concluded that tort
recovery was not appropriate for an
alleged breach of an implied
covenant of good faith and fair
dealing in the context of a con-
struction performance bond
because (1) such a bond is not

an insurance policy; (2) extra-
contractual remedies are unneces-
sary in the interests of social
policy; (3) obligees have ample
power to protect their interests
through negotiation; and

(4) sureties are deterred from acting
unreasonably by statutory and
administrative sanctions.” While
the court acknowledged that other
jurisdictions have concluded to the
contrary, it found that those cases
failed to give appropriate considera-
tion to the material differences
between insurance policies and per-
formance bonds, and placed undue
emphasis on statutes that regulate
suretyship as a class of insurance.®
In reaching this decision, the
California Supreme Court expressly
disapproved of the reasoning of an
earlier California Court of Appeals
decision in Mammoth Vista suggest-
ing that sureties could be subjected
to bad faith liability.°

The Texas Supreme Court in Great
American likewise found no duty of
good faith and fair dealing between
a surety and an obligee, emphasiz-
ing that commercially sophisticated
parties of relatively equal bargaining
power were involved, and noting
the conflicting obligations in the tri-
partite relationship between a surety,
its principal, and the bond obligee,
pointing out that the obligation of a
surety to a bond obligee is second-
ary to the obligation owed by its
principal.’ This analytical approach
advocated in Cates and Great

American has also attracted a num-
ber of adherents in different juris-
dictions throughout the country.!!

The Pennsylvania Courts
Follow the Trend

Although there are no reported
Pennsylvania Superior Court or
Supreme Court decisions on the
issue of surety bad faith, the courts
in Pennsylvania have tended to
follow the progression in legal
analysis reflected in the decisions
issued by the California courts.
The initial sets of opinions issued
by courts in Pennsylvania
assumed, without any real analysis
on the issue, that bad faith claims
could be asserted against sureties
based simply on a definitional
approach to the issue that viewed
sureties as insurers.'? As later
courts were called upon to address
directly the defenses asserted by
the sureties, they focused on the
functional differences between
insurance contracts and suretyship
agreements and the interests
served by each. Currently, the
four federal district court deci-
sions,? and the three Pennsylvania
Common Pleas Court decisions
(including those by courts sitting
in Pittsburgh and Philadelphia)'*
that have directly confronted the
issue have all declined to recognize
a bad faith claim brought by an
obligee against a surety issuing a
performance or payment bond.

But, Disagreements Persist: Other
Courts Reject the Suretyship
Distinction and Continue to Hold
Sureties Accountable for Bad
Faith Conduct

Although many of the initial deci-
sions permitting bad faith claims
against sureties were rendered in

the 1980s and early 1990s, several
more recent court opinions contin-
ue to apply bad faith liability and
respond to the approaches taken
by other courts that attempt to
draw a distinction between surety-
ship contracts and insurance con-
tracts. For example, in 1997, the
Colorado Supreme Court in
Transamerica Premier Insurance
Company v. Brighton School District
27],55 determined that it was prop-
er to permit a school district to
assert a bad faith claim against a
performance bond surety based

on the reasoning that “[a] special
relationship exists between a com-
mercial surety and an obligee that
is nearly identical to that involving
an insurer and an insured.”!® In
support of this conclusion, the
court observed that, when an
obligee requests that a principal
obtain a surety bond, it is essen-
tially insuring itself from the
potentially catastrophic losses that
would result in the principal
defaulted on its contractual obliga-
tions.'” Thus, although acknowl-
edging certain differences between
suretyship contracts and insurance
contracts, the court nonetheless
determined there was a sufficient
parallel in the underlying interests
to be protected so that imposing
bad faith liability was appropriate.
Four years later in 2001, and after
performing a nationwide survey of
the case law on both sides of the
issue, the Delaware Superior Court
in International Fidelity Insurance
Company v. Delmarva Systems
Corporation agreed with the
Colorado Supreme Court’s assess-
ment of the issues in Transamerica
and likewise held sureties should
be subject to bad faith claims
under Delaware law.'8 A few
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months earlier, the U.S. District
Court for the District of New
Jersey predicted that the New
Jersey Supreme Court would reach
a similar conclusion and permit
bad faith claims against sureties
under New Jersey law."

Conclusion

While the courts in Pennsylvania
appear to have developed a con-
sensus on whether sureties should
be subject to bad faith liability
claims since this issue was last
addressed, the question more
broadly appears likely to remain
an unresolved one as courts
throughout the country continue
to struggle with the issue and con-
tinue to reach different decisions.
Given the different interpretations
attached to the relative similarities
and differences between insurance
and surety contracts, and the
underlying policy interests to be
served, the only definite advice
that an owner or subcontractor
considering asserting such bad
faith claims can rely upon is the
need to carefully review the rele-
vant case law in the particular
jurisdiction to see which of these
two approaches is more likely to
be followed.

James M. Doertfler, Esquire
Pittsburgh Office
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‘BUILT...

The Closer: Bringing Your Project

In short, in order to truly
achieve success on a given
construction project, the
finish line cannot always be
perceived as the completion
of design and construction
activities itself. While
having the new building
available for occupancy,

or having the trailer
demobilized from the job
site may signal a milestone
worthy of pride, further
pride will be felt when the
project can be concluded at
both the physical and the
documentary level.

10

to a Conclusion

Although baseball is, for the most
part, heading into its obligatory
winter’s hibernation, memories of
the recent season and the post-
season championships still remain
relatively fresh. In particular, a
great deal of emphasis during the
regular season and during the play-
offs focused on the role of the
closer, a pitcher who, while for
most of the game is more a specta-
tor than participant, is nevertheless
called upon to get the last crucial
strikes and/or outs to end the game
and secure victory for his team.
Indeed, so much emphasis of late
has been placed upon the closer,
that a whole new realm of statistics
has been developed to address that
person’s specialty. One significant
measure applied to the closer is
the number of wins that are not
secured as a result of his failure to
bring the game to an end, referred
to as the “blown” save.

In the construction industry, it has
been remarked that anyone can
begin a project, most can continue
a project, many can survive a proj-
ect, few can consistently and suc-
cessfully deliver unchallenged
results, but that it takes a true
artist and effort to close a given
project completely. However, it is
the success in efficiently and effec-
tively closing out these projects
which can, at times, define and
write the final chapter of the proj-

ect and characterize it as either a
success or a “blown” save.

One item to consider in closing
out a job is the necessary regula-
tory approvals and certifications.
Without securing all of the neces-
sary documents and records, as
well as performance to obtain the
certificates of operation and/or
occupancy, all the efforts of the
prior days, months and years
might unfortunately be clouded
with a negative postscript.
Another aspect of closeout which
is essential is the turnover of
warranty documentation and/or
insurance certificates. These
warranties and insurance are
designed to address the scenario
where some unexpected and
unfortunate event occurs after
forces have demobilized, but that
“event” nevertheless produces
significant impacts to the owner.

The changing and evolving nature
of projects is producing even fur-
ther emphasis on the importance
of obtaining complete closeout
performance of the contractual
requirements on the given project.
For example, with the increase of
Green Buildings and Sustainable
Engineering concepts in the indus-
try, one of the yardsticks for meas-
uring success on those projects is
obtaining a LEED™ certification
for the building. The achievement
of the Certified, Silver, Gold and



Platinum rating levels is a point-
driven system which, in part,
follows a rigorous evaluation of
document submittals delivered
before, near and at the conclusion
of design and construction activi-
ties. The review process itself
sometimes takes months in order
to obtain a response and the ulti-
mate result. In the event that the
requirements for closeout of that
type of project are not closely fol-
lowed and assured, this certifica-
tion review may be unnecessarily
impaired. Furthermore, without
providing monetary incentive for
obtaining the actual certification, it
may not be possible for the owner
to enlist the further services of the
architect or contractor to address
any questions that might arise in
the certification review process,
because the contract terms called
for completion of activities and
responsibilities at the time of final
payment and/or obtaining the
more standard certificate of occu-
pancy, as opposed to successfully
navigating the LEED™ certifica-
tion process. As such, it may be
appropriate for these types of jobs
to provide some additional compo-
nent of retainage to push out the
finish line where the completion
of design and construction (and
“standard” payment terms) may
pre-date the final certification
review by the particular regulatory
agency involved.

Despite the importance of the
above, all of the same pale in
comparison to closeout of claims
and the potential for payment
disputes on a given project. In
Pennsylvania, some of this effort
was downplayed because of the
availability of an upfront waiver of
mechanics’ lien rights even before

one shovel of dirt had been turned.
However, even in Pennsylvania,
changes will be occurring that will
largely eliminate that feature from
commercial construction projects
(and higher-end residential proj-
ects). Therefore, it will become
critical to obtain final waivers of
liens and claims from not only the
prime contractors involved with
the project, but also the architect
(in the event that the architect had
supervisory responsibilities), sub-
contractors, second-tier subcon-
tractors and suppliers to the
contractor and first-tier subcon-
tractors. It is at the crucial stage
where “final” money is required
and/or is changing hands that
many disputes can be negotiated
and resolved and the project can be
closed out, thereby minimizing the
specter of potential litigation that
would otherwise hang in the air.

In short, in order to truly achieve
success on a given construction
project, the finish line cannot
always be perceived as the comple-
tion of design and construction
activities itself. While having the
new building available for occu-
pancy, or having the trailer demo-
bilized from the job site may signal
a milestone worthy of pride, fur-
ther pride will be felt when the
project can be concluded at both
the physical and the documentary
level. As such, even in the con-
struction industry, the role and
responsibilities of the “closer”
should be carefully considered and
emphasis should be given to mak-
ing certain all of the details to be
addressed in the close-out phase
of a given project are completed
and/or satisfied. In this fashion,
the potential for uncertainties,
unexpected claims and extended

The Critical Path

disputes over performance can be
reduced to a minimum and all
parties will be able to keep build-
ing for the future!

Edward B. Gentilcore, Esquire
Pittsburgh Office

Editor’s Note:
Edward B.
Gentilcore, a
partner in the
Pittsburgh office,
N 1o practice which
places heavy
emphasis on con-
struction litigation. He has represent-
ed owners, contractors, subcontractors
and material suppliers in matters
involving a variety of construction-
related issues, including design-build,
delays, extras, contract negotiation
and compliance, construction safety,
payment, and mechanics’ liens. He
has prepared and negotiated numer-
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trial projects. Ed’s concentration in
construction litigation, as well as in
design and construction contracts,
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Construction Litigation Committee of
the ABA Section of Litigation, where
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on various construction-related topics.

11



ReedSmith

Lois Thomson

Reed Smith 11pP

435 Sixth Avenue
Pittsburgh, PA 15219
Phone: 412.288.3332
Fax: 412.288.3063
Ithomson@reedsmith.com

Would You Like to Receive Future Issues
of The Critical Path by E-mail?

We would be happy to send it to you as an Adobe Acrobat® file. Please
provide your e-mail and any mailing address updates below, and send the
information to Lois Thomson by mail, phone, fax or e-mail.

Name

Company

Title

Address

City

State

Zip/Postal Code

Phone

E-mail

The Critical Path Editor-in-Chief

Edward B. Gentilcore

Pittsburgh 412.288.4274

The Critical Path Regional Editors

Bernard J. Casey
Lawrence J. Reina
Thomas R. Folk
James A. Kosch

Timothy J. Cornetti

San Francisco 415.659.5959

New York 212.549.0255

Falls Church  703.641.4294
Newark 973.621.3195
Pittsburgh 412.288.3169

Construction Group Steering Committee

S. Miles Dumville
Edward B. Gentilcore
Robert A. King
Joseph S. Luchini

Richmond 804.344.3430
Pittsburgh 412.288.4274
Pittsburgh 412.288.4128
Falls Church  703.641.4274

egentilcore@reedsmith.com

bcasey@reedsmith.com
Ireina@reedsmith.com
tfolk@reedsmith.com
jkosch@reedsmith.com

tcornetti@reedsmith.com

mdumville@reedsmith.com
egentilcore@reedsmith.com
rking@reedsmith.com

jluchini@reedsmith.com

CONTRIBUTORS

James M. Doerfler
Pittsburgh, PA
412.288.3280
jdoerfler@reedsmith.com

Edward B. Gentilcore
Pittsburgh, PA
412.288.4274
egentilcore@reedsmith.com

Ruth N. Holzman
Century City, CA
310.734.5214
rholzman@reedsmith.com

The Critical Path is published and distributed
by Reed Smith for the general information of its
clients, friends and newsletter recipients. The
opinions expressed in The Critical Path are
those of the individual authors and not
necessarily those of Reed Smith. The contents
of The Critical Path are not designed or
intended to be, nor should they be considered
or used as, the sole source of analyzing or
resolving any legal problems. If you have, or
think you may have, such a legal problem or
issue related to any of the matters discussed

in The Critical Path, consult legal counsel.

You may contact Edward B. Gentilcore, Editor-
in-Chief, or any one of the lawyers in our
Construction Group at the numbers listed
herein if you have any questions regarding
these or any other construction matters.

“Reed Smith” refers to Reed Smith LLP and
related entities.

©Reed Smith LLP, 2006. All rights reserved.

NEW YORK
LONDON

LOS ANGELES
PARIS

SAN FRANCISCO
WASHINGTON, D.C.
PHILADELPHIA
PITTSBURGH
OAKLAND
MUNICH
PRINCETON
NORTHERN VA
WILMINGTON
BIRMINGHAM, UK.
CENTURY CITY
RICHMOND

reedsmith.com



